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INTERIM OPINION

Summa vy oo oA
The. Pacific Telephone and Telegraph Company.(PT&T) is

seeking an increase in rates of $83T 9 million., Thisxproceeding~was

bifurcated into two phases, a "Business as Usual" “Revenue '

Requirenent phase and a Divestiture - Rate Desisn phase.axthe;;;j
Commission finds that PT&T has demonstrated" "overriding financia}'

g i alat-dal

aseed for rate relief" and authorizes a revenue lncrease ofT T cen

s = .;, A e e

$445,450,000 through the imposition of | surcharges to present

'Ir

zates in addition to the $61 million already granfedini’
D. 8’-08 21. The increase -is .based .on.a.16%: return on: commonl~1vwcﬁ

equity and a 12-7% rate ‘of return on - rate ‘base. - ---"7 TITL NEh Lo

................................

...........

r.v«\.‘v Ve .

tilization results partly from PT&T'"s. merudent*management and

partly £rom effects of the .economy. . We .authorize .only  Half of thel: .
normal rate of: return .on -this .plant,. . which: resubts*zn a\drsallowance
of about 348 mllllo -. ................ J VI N PO A-J v“ty‘..v. >..‘."'".

P o

.................................... LS I s_,.‘._..‘_.,\.‘

Because a decision in the second phase,ofnthe proceed;ngm«

------------------------ e e N - [

is scheduled to.be issued on May 30, 1984, no spec;flc attrlt;on

...........................

female and mxnor;ty ‘business enterprise and custodial- janztorzal
questions is also deferred to the second phase. ‘ "::"w_

PT&T is granted authority to use FCC-prescribed deﬁreéia-;
tion factors for California intrastate purposes, £o use single decimal
depreciation rates and to base depreciation rates on current vear's
depreciation data. The effect of the adopted depreciation rates. is
to increase PT&T's revenue regquirement by about $123 millien

including settlement effects.
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Nature of Proceeding ~c" .0 ~roo "o noLcsllent oonD ooonil

- PT&T:is 3eeki.ng an $837 9 mill:!.on inereaserin~those.of:its
telephone rates subject to. the Jurisdiction-cof:ithis-Commissionc. ro:

The: procedural history.of: this:request is complex.. On "%

August: 30, 1982- PT&T tendered:its. "Notlce:of  Intention-~torFile .:
Application for: Gemeral Rate Increase™ (NOI)oaccording to the.:.:ruoT
Commission's then effective-Regulatory Lag Plan-(RLP). " The-NOI was:
accepted’ for filing on November :17,:: 982, a3 NOI-No.. 85 Application
(A.) 83-01-22 was then filed on-January 17,-1983::. The: application: .
requested an annual’ general rate incerease-of. $819.2 willdon.l--% 110

" A.82-11=0T7"was. filed by PT&T on November 4;- 1982, -This..:
application requested an increase in aanual reveaues of $165.9 v . wir
aillion to offset increased depreciation expense resulting from ~. .-
represcription of depreciation rates. On March:3, .1983:4.82-11~ O’r
was consolidated with PT&T'S general rate case,. Au83=01=22.  0aonos.

NOI 85 and A.83-01-22 asked that 'the proceeding be . - '

bifurcated into a revenue requirement phase:and a rate. design phase.
- A% a prehearing conference held on February 24,1983, din San v Jzwr
Francisco, counsel: for PT&T declared that he would file a ‘irr'ittem o
motion to bifurcate the case into two phases and. to:.seek rate relief
upon completion .0f a revenue requirement phase.and:in advance:ofia
rate spread phase. The motion was filed on March 4, 1982, and.on -~
April 6, 1983 the Commission, in Decision (Dw)83=04=02T,- - difurcated.
the case and ‘established a schedule that was an-acceleration :of..,f.‘cne‘
Commission's Rate Case Plan ~(RCP) ! schedule to accommodate ther l.oox
exigencies of the case. The first: phase was toconsider: 1983 results
of operations, am attrition mechanism, ‘and an iaterim surcharge
design. ‘The second phase was to consider 1984 attrition, access::: .
charges, the -effects of divestiture of PT&T by: American: Telephone: and
Telegraph Company: "(AT&T)., and final rate design.’ "20 wwmTalws 000l

-

T The ‘RCP: {3 the Commission"s .standing plan a.nd achedule ror
processing major utility general rate casesl. .-

. .-\. L» w L REN ....t‘v =

- -
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Since the Tacilitles of other California:telephonmes ol .
companies:are-interconnected with: those of PT&TI 4o provide an
iategrated: communications: network, any change:in PT&T's  ratesowill .-
ffect the division of revenues between: the Iindependentsiand PTE&T.
t is customary” therefore’ in: PT&T"s: general: rateldinereases. for the! .
Commission to issue. an Order Instituting: lavestigation (0II):dnto-ithe
operations-of PT&T and all. other: California.telephoneiutilities: so.l
that adjustaents. occasioned dy changes in PTELT'"s rates: ¢can: be made to
the rates. of the interconnecting. companies..: Suech an OILI,- designated
0II 83~04-02, was issued in this case .on April 20,:.1983. . . The order:
differed from the wusual 0IX dssued 'in PT&T's:general rate: cases,
however, in.that:it-provided  foran investigation of. the actions of.
PT&T and the independents: to.adiust for- the. divestiture. of PT&T: by
AT&T-. -Because it appeared thatwAt&Ttwould.bewproyfdinghamformuoﬁv~:
intrastate toll- service and terminal--equipment rentals .to.California .
telephone customers,: AT&T was named: a 'respondent.:: ~o 10U
- Qm April 8, 1983, PT&T distribdbuted revised prepared o-.i:
testinony which 1t proposed: to Lntroduce. at the first-day.-of ‘hearing,
April ..‘18.'.2 JIn this testimony PT&T- revised its combined dncrease of
$819.2 million and $165.9 million (& total.of $985.1rmfllion) -:¢
dowawards:to a combined. total - of -$837 .9 million. “The:reduction -in.
revenue requirement was bdrought. about by a reduction .in the -combined
settlement effects of the two applications, a:lower interest :iexpense,
a reduction in the cost of equity money”(“rom T9%Lx0“17;5$);;‘< s
resulting decrease in required rate of return (rrom RIS b AFs Xo T8 ol
13.49%), and the correction of errors. . TSl SRS SR SO RRL S
On June: 30, 1983 PT&T. filed A. 83h06-65 torestablish.. 1 i
intrastate access .charges tOurecovenyfromxinzenexcnangencarrieQSmand
cend users the, ¢osts. associated with: PT&T. providing accessito its.nt
local networks for the: initiation and ¢completion: ofintrastate ... 7

2 The RCP 'and its predecessor RLE require that prepared testimony
be sudbmitted with the NOI' and again with:theapplication when :Lfilked.

- -5 -
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inverékéhaégé‘édﬁmuniédtiOHSf PT&T'propose To recover approximately
$1. b*llion {n annual revenues through 1ntrastate access charges;";
calculated to provide a level of contridution toward recovery of ~ -7
fixed local network costs comparable to that which has’ beén provided“
in the past by PT&T"s intrastate toll operations ‘Whieh are“being
transferred to AT&T in January 1984 ‘{n comnection with -the™ R
vest‘ture required by an antitrust consent dedreers - IHoLIIL T
' On July 5, 1983, PT&T filed -an amendment £& A,83=01=22 't ™
reflect effects of the divestiture“of'PT&T'by-AT&TWan¢*of attrrtxon~w
PT&T's earaings in 1984 as compared to 1983, and to-establish -
rates to reflect ‘these changes in PT&T'S operations. Toitris f*king
PT&T asked for an-additional $470 milliea im aznual’ ‘gross” revenues.~
On October 28, 1982, Telephone Answering Services L 2R
California (TASC) ’Iled“a'édmplafhﬁ“égaihéi@PT&T”’éSﬁébtfdg\chéf'”
PT&T's rates fer provision of direct inward dfaling services'and:
facilities to telephone answering.servicesﬁwere udlawfuily_ﬂ.w___w_;*.
isér,minauory. By an Administrative Law Judge's' (ALJI) ‘ruling of
August 1, 1983, the TASC complaint was ‘comsolidated with A= 1=22 - -
and the associated matters. - ° W kS (I % o SR AL ool od s el
Oa April 18, 1983 PT&T began presenting its case. 0On
June 23, 1983, Phase I was submitted after 26 days of technical
hearings and 105 exkidits. On June 27, 28, and 29 hearings were held
on the surcharge methodology to spread any interinm in¢rease that
might be granted. Phase I of the c¢ase now stands submitted with
concurrent opening briefs filed on or bdefore July 29, 1983. Oral
replies were presented on August 5, 1983 pursuant to D.83-04-021.
Four Commissioners were present for the oral replies. Notice of the
hearings was provided to the public by bill inserts.
) During the c¢course of this proceeding, three separate series
of public¢ participation hearings, two sessions per day for a total of
15 days were publicly noticed and held at locations throughout PTE&T's
service area. Four days of public hearings were held in Los Angeles,

v

6 =
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three iIn San Francisco, and one .each -in Sanwbiego Monterey, San.,
Jose, Santa Rosa, Red Bluff, Sacramenzo Stock;on, and,Eresno:;:In‘_
addition .approximately 2 700 letters have Dbeen received from . )
Califq:n*a ratepayers concerning the requested anreasetj nme men
.Literally hundreds of. PT&T. ratepayers ad&ressed their views
to the Commission at the. public l'xea.r".i.ng:s.~  Their predominant themes,.
were concern for the maintenante of basic telepkone,service.and its |
uaiversal availability €393¢1alll_§99-?@Q“¢¥¢€*iyniﬁb%.399§1 and the
uzexzployed; opposition-tonthe-concentration of. ra;e'iﬁcreases upen -
basic resideatial rates and to any.increase dn -rates.for lifeline. -
service or any 1li mitation of the lifeline calling allowance, and . . .
opposition. to a2 rate increase of the»magnitude_proposed or. to any e
rate increase whatever- . Many . speakers~doubted-the need, for a rate
iagrease, and expressed -eoncern. about inefticiency An, PI&& S .
operations and.managemeat. .. . .

~

Deseription .and Operations. of Apnlicant

Y

~
.

~

eow e

At .the present .time PT&I. lsmone~of 21 telephonegoperating

subsidiar‘es (0TCs). of AT&T....AT&T. also owns Western Eleetric- .. ...
Comparny, Inc. (Western Electric) which manufactures .and installs. .

-
el T
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equipment for AT&T.and “the O0TCs.: AT&Trand Western Electric each own
50% of Bell Telephoneﬂhaboratories;:In¢:'(Bell:Labs);;which;ts:ﬁs;the
- Bell System's research and development-arm.. AT&T,:Western’Electric;
Bell Labs, and the Q07Cs form-what is presently known as: thecBell. .~ -«

System. These arrangements:will:be restructured. in the:immedfate: .
future as divestiture of the 0ICs by AT&T~is implemented: ::

e

As of December 31, 1981,.PT&T hadvapproximately..10 275,000
zain and equivalent-main.telephones in’ service out of.2 state total
of approximately :12,783,000. PT&T estimates.that.itcserves " 7.7~
approximately 80% of the:population.in the State-ofcCaliforafas. . o
having exchanges in-52 of .the-58.counties.in the:state.. The.only....
counties not served:by. PT&T are:.-Monos;~Alpines;-Lassen;y-Modoc, along
the Nevada border;. Del Norte, in-the northwest:.cornery.and Santa ::-
Barbara, in the southcentral coastal-area., -Pacific’s. telephonecplant
in service as of December-31,71981 amounted: t0.$16,756;766,803. .-:

© . PT&T has:onersubsidiary, Bell Telephone~Companylof Nevada,
which readers telephone. service only. within-the~Stateof Nevada:coAll
the outstandiangrcapital stock of this company Is~owned by:PT&T:o. o

- PT&T estimates that as of”December-31,:1981, approximately
94,000 square miles:of the State:rof California were suppliedswith:..:
telephone service.” PT&T served about 51,000: square miles: by means: of
390 exchanges.  The remaining area was:served bywzuﬂindependent=--~'
telephone companies’ with 238 exchanges.- PT&T had 1. 960 central

offices, of whiech 803 were electronic.. - . :.~:sut ool Dmantol.

e T A

"The utility outside: plant. 1ncludes,59,088 miles:of: aerial’
wire and. 93,127 miles of zerial cable,-carried: on 1;254,873poles.u.
The aerial cable contained approximately 28,268;369. milescof wire.. o
There was also underground. . cable: of: 43,917 miles that contaimed:. .. :
86,351,061 ailes of wire; buried cable of 49,046:miles that- contained
13,368,884 miles of wireyr and submarine cable: of:161: miles: thatcra.o

contained 164,437 miles of: wire.. In addition,- there were’ 15,109 -
miles of coaxial cable and 9,881 miles-of radio relay-system. . ="
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+ :PT&T estimated, by means of:periodic counts ofctotaluoc. . o
-originatiag.calls, that in 1981 there-werelapproximately .. .: =: Lo%
29,399,000,000 local:calls,~an:average. of 1;T46:-per.telephorne.” There
were 2l1s80:3,232,560 ;480 completed _toll calkls and:2,113,905,486.
uncompleted. toll calls made-for-a-total . .0f:5,346;465,966--t0ll. calls,
an average of 329 ecalls per: telepnone.“ T
Recent Organizational Developments, S mmons Do

- On May:12,-1982- PT&T- became a wholly owned subsidlary of :
AT&T. To.accomplish this merger, 0.35 AT&T common- shares:were:q%'
exchanged-for each-of: the 19,159,707 PT&T: common” shares  outatanding.
which-were not owned:by AT&T,.and:$60 per-share:was paid.for.each-of
:he_179;0&3?Pr&rv6%;votingLpreferred:snaresToutstanding which: were:o
not owned by-AT&T:":As./a result of the merger,wall'snares ofnPT&T*““

Ve o

\ -
AR LR .

- O ) e

On-Jaavary: 8; 1982 AT&T announced. it had: agreed to a
proposal by the-Department.of Justice (DOJ) in~the-DOJ's~19T4~ ;
antitrust-case.against AT&T:to modify an:existing-.1956~consent. -
decree.: “Asca result, both:othe DOJ.and AT&T haverstipulated to
cdismissal of-the 1974 action. The: termsiof:the: new’ consent:decree.-.
require that AT&T.divest. those parts of the Bell System OTCs:rthat)::

rovide local exchange and- exchange access:' servicesand. also require’

ternination of the license contracts: between AT&T:and . 0TCs and:the -
standard supply contracts between  Western Electric and 0TCs.. ..v.7::
Interexchange facilitlies, including those: currently owaned by 0TCs,
would.remala a part  of. AT&T, which would-.continue’ Lo own, Western - .
Slectric and Bell Labs.: AT&TM3 access:to the: services:-.of the -
divested local exchange. companles. would eventually- be .on terms and-
- conditions. equal that of other interexchangescarriers...Qwaershiy, of
customer premises equipment: (CPE) wouwld: remain: with AT&T. - The ::.
separated local exchange: companies woulds be: divested by a 3pin-of£xto
AT&T's shareowners or by other: disposition.:. oo I-imscr

- e P R

the only outstanding: voting»share of PT&T. sl no s wnovthen o

™ S ST
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On August 11, 1982 Judge“Harold H: "Greene”of’the United -~
States District Court for the District of-Columbia’fssued:an”opinion
in which he ruled that the court-would approvethe’proposed ééﬁééit‘
decree agreed to by AT&T and the DOJ, provided that“ AT&T and-the- DOJ
agreed to modifications. "The modifications-were permitting -ghe-
divested local operating companies  to provide,-but”notSmanufacture;’
CPE and %o retain the. directory‘ad&ertiéiné'("Yélléw“Pééég")
business, and to permit any divested:company’ to- engage in“any-other-
business upon a showing to’ the court~that there would be no St
to impede competition in the market-it sought to° enter.‘ The""
modification would also~require-thaty“if'the~exchange~accessvofrered
by a divested local operating-company %o an intérexthahge3éaébie5"ié
not equal in type and quality to-that provided in AT&T;”theitariffs’
filed Tor such access shall reflect- the lesser cost, if any, of such.
access as compared to the. access provided to7AT&T. ' Thetmodiffcation
also would require the assignment of jointlyiused facilities"ahd5~'*
company  predominates” over the use by AT&T." At the~time-of
divestiture AT&T would have to assure that” each divested: locals
operating company would have a debt ratic of approximately-L4S%g:
(except for a 50% dedt ratie” for PT&T) and” that- the-quality of-the” .
dedt of each c¢ompany- should be representative of the-dedt of AT&T and

ts subsidiaries at’ the time of divestiture. .« I LonlOnt Lol

On August 195" 1982° AT&T  and: the’ DOJ  notified- the judgetthat
they would accept his modifications to the’ consent decree. >0ni.~uun
Auvgust 24, 1982 the- ¢ourt approved: and: entered the- consent” decree- -
with the court's modification. "o fuor T LLavlIvaloninto oo
' ~In addition to the upheaval ‘caused-by the settlement- of-the
antiirust-case, action by the Federal Communications-Commission>{FCC)
h2as also had a profound impact on the telephone-industry. . - Inv71980%:
the FCC, by 4i%s D.80-628, in Docket 20828, ordered deregulation
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of telephone.terminal. equipment.and. ordered-AT&T and-General
Telephone andhBlgct;onics;borporatiéng(G?E)fpo form- fully. separated:
terninal equipment subsidiaries-(FSS).to handle the.deregulated., -.
activitlies. - This FCC decision is,commonly known as thekComputer~g3»
laquiry-IIl.decision (CI-II)-although-its.greatest-impact:isc-on:the:.
ownership of-pladn old telephonesS.. . - :w-v wmozowise Cennl o Sarnovih
Following -the CI-II decision, . the-California:Commission:<:
decided, 1n.D.93367. dated August .4, 1981 in. A.59849 et al. (the-last
previous general rate increase. decision). that- sale.of terminal . -~ z
equipment Dy- PT&T to_ its customers. would. beadesirable.amAfterﬁfurther
seariags. 1o that.proceeding, in D.82-08-017,-cated. Auguss. 4, 1982 - -
(exactly a year later) the Commission ordered.PT&T-to-file tariffs..
for, and £o proceed.with the- sale of,-single-line terminal. equipment
Lo 1ts customers; and by-D. 83-09 024, dated: September. T, 1983J~§rdergd
T to file tariffs for and to implement:a ¢omparable.sale-program:
for:Key telephone systenm which comprise a- substantial portion of. its
aultiline terminal equipment. - <. oo men o CeoLTen Ll o

c LTI L L " AT L aTw Dia

Regulatory Framework . Ll e mn o o

e e : P & IV R R et
Publie- uc;l*ty rate setting: _n~California generally. follows

the traditional-American regulatory processes that, have; developed. .

over the last oae hundred. years, in response to. vardous:o: oo oonon

pronouncements. of the Supreme Court of the:United- States.. - T
‘The first question- to be answered: in the traditional rate-

makiag process is: What is a reasonable.judgment: of- the utility -
'.company'; results of- operations?- For-the:purpose: of: determining the
resulis of operations,-a: test period is- selected.- The:test period-is
usually. the- immediate future-calendar.year.:-Estimates: of the future
r¢ thus involved. The test year does, not«&implyyreflecanthe~~ o

P ey A

adjusted;tOmreflect_averagewcondicions and :easonable,leyel&;omnsaﬂ
expenses-and rate base.. -~ . - . sp oo smIonauotanG L Lo

PRGN g A

IR
e

. . - . R : - o~
e - s R PO I - . - . . EEEY ey P
-~ L - ok . . . LI S Ak
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- The: firnal outecome of. the:results ofioperationtis:the. -T- &
reallized rate of return for-the: test period at present ratesi~.This:
realized rate. of return-indicates the amount of revenue. change . ..~
required t©o dbring the:rates of return to:reasonable:levels. o -ui~i:

__For the purpose of determining:a rate.of return; it is-.
necessary to make reasonable allowances for operating-expeanses;, . 7
depreclation expense, and taxes. These are subtracted from.theq: _ﬁj
estizated revenues to obtain the net revenue. - sl oLinT s rnnl

Sl e - - R T

.The net revenue is the- numerator: of:the fraction’
representing the rate of return.- The denominator <is-the.rate base,::
or net valuation, which is' the result of subtracting accrued: ... «7°

depreciation from-the gross valuation of: utility property;devoted Lo
rendering public—utility servige.. ' . . DI eoormLnIiInar

s
PV o L

;he second qQuestion is° What.is the reasonable—rate or .

regura tnat should be applied to rate base? Rate of returu,- while,:;
equally as important as rate base, depends.nmuch more-heavily on
Judgment and is the subject of widely varylng expert opinions...--

[

The reascnable return: is obtained by. applying the. adopted-:
rate of return to rate base.  The return is added;to. the- reascnable-:
allowance for expenses to determine the: revenue -requirement..” ... .-

- The third -question t¢ be asked. is: -How~sball~the—revenne§t
requirement be allocated to various- classes. of. utility users.~~rh13ﬂ:
allocation, often kanown as rate spread, also:'depends heavily: om.~.:n~:
opinion and Jjudgment and frequently iavolves.the resolution of:widely
divergent expert testimony. .. - .~ e L sc e o L

P ~ R

- Under California: law,- it is presumed,that the existing; o
rates are reasonable and: lawful- (Public. Utdlities. (PU), Code.-§ 451)5.
therefore, in'order;tohfaise~rates,.ittiswincumbentvonrthe»mtiiimymxo
Justify the increase. (Northern California Power Company,
Consolicated, D.134 dated July 13, 1912, 4n A.62, 1 CRC 315, 320.)
This is 380 because the Commission cannot raise rates unless it is

determined that such iaerease is just and reasonable (PU Code
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§ 454)... - Accordingly,:the: utility seeking an:inerease. in:rates has
the burden- of showing by clear:' and: convineding evidence that- it dsi .~
entitled: T0 such increases-.  If the utility doesinot sustain the ...~
burden of satisfying: the.Commission’that: the: proposed: increase s s~
Justified, the application will.berdenied.: (Pacifie-Telephone and
Telegraph: Company;. D.90642; dated: July 3‘! ,-n979 dn AS8223% 2:CPUC o
2ad 89,768:) 7 oo oTuomroo o on wuntT o Loonn I I LwnDusus 04T o

PRI ISR AR A A e W b

Scope of This Deecision .. % vom IwnoonD mULIIT QI DLLreven

- E
-~ Ve L T U ]

This case is° procedurally: perhaps the'mosticomplex that the
Commission has ever considered; coning as it doesrat the 'same:time o~
PT&T is being divested by AT&T: as’ part of the general:dismantling: 5‘:‘3
the Bell. System pursuant to. the Modifled Final. Judgment: in the.ATE&T: .
antitrust case (United States v American Telephone and. Telegraphri o~
Co. Civil Nos.: 7)4-‘(698 and 82-0192 tl. SPLOSupplctoonn onT
(D.D.C.» 1982)) .~ o con SNt AN I AT A (N o Sl S PV

The Commiss:.on, in D 83-0&-021 decldedy that: the best way -
£0 cope with the complexity was to-evaluate PIET's results.ofnir,li,
operations (R/0) as' filed in” A.835-07-22 toestablish a 1983 rate base
ang¢- revenue' requirenent. Adjustments would: thew .be made, in: a second
phase, for divestiture and for access charges tobeeffective int-~.
1884 ¢ The Commission declared that only ‘If.the.results -of the
proceeding: warranted, would it conslider adjusting.present raves .on an
interim basis to take’ effect January: 1, 1984, ~dAny such dnterim ool
acjustments would: be on’ a surgharge-basis.t® o Inomzdi, (N Tl

This decision will c¢confine itselfito examination ofresults
of operations aspects of A.82-11=0T and: A.83-01=022- %o 'deternine what
interim relief, ff any, -should .be awarded. - Should.iinterim relief the:
found. Lo beindicated,y an interim aurc.nargeﬁ wiJ:J: beestablished. ~.a:

P w e a7 P . :
. w7l

PRy A -
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§4parations and’ Settlements” i:' PleeeEeeTE . R

Conmonly~asutility, for geograpnicai or-jcrisdictional o
*easons, is subjectvto~two ormnore“regulatory authorities.: When“tnis

R

e

llocate_expenses,

revenues. and rate base components into those subject to tne various
*egulatory bodies. TR e e e e

e

Almost all of tne telepnone utility plant of PT&T is
pnysically located Within California. Wajor portions of the plant,
as well as associated expenses, reserves, ‘and’ taxes involve both
intrastate and interstate operations.‘ Intrastate services are
*egulated by this Commission and interstate services by the FCC. i
Some parts of tne system are used for intrastate”service only and
tnererore can be assigned directly to intrastate, otner portions used
exclusively for interstate can be assigned directlv to interstate. i
The naJor portion is used for botn services and tnerefore, for - lf‘
'atenaking purposes, must be allocated between Jurisdictions, or "
"separated”. This process, requiring the’ allocation'of revenues,m:J
expenses, taxes, investments and reserves, is called "separations*

- In addition, tne provision of telephone services often
_nvo_ves the use of more than one company 8 facilities. “For example,
a call between San Franciseo and Santa Monica involves facilities of
both PT&T‘and GTE. An interstate call could easily involve use” of
the facilities of two or even three companies.‘ In these cases the"
costs of each of the utilities must be deternined to permit a*”‘ :
d*vis-on of the revenues. This process is called "settlements" and
ts netnods parallel separat on” procedures. R

Also, separation procedures'are used” by some Jurisdictions
zo allocate costs of a single company among its various types of
services. For example, ‘this Commission has historically examined “ne
separation of’intrastate operations between toll and‘exchange‘“i ane

operations to assist it in ratemaking decisions;‘"¢”°*

e Totelat]

-\.
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The fundamental principles of separationsﬂwere defined by.
the Mi nnesota Rate Cases (1913) 230 Us 352*aaa Smith“V'IIlhnois"BéIl
Tel Co. (1930) 282 s 133 Minnesota Rate Cases involved railroad

iers and established the principle that investment and expenses
used in common for interstate and intrastate should be apportioned
among the services on the basis of the relative use made of ) ‘
’acilities and, personnel. The Illinoms Bell case. dealt.with
separations as related to the fixing of telephone service”rates and

Lulw \-«-aldlp..

eseablished that separations are "essential‘tolthe appropriate

e e

recognition or the competent governmental authority in each field of
-egulat-on.w It also established the princ ple of actual use or
relat ve use as a proper hasis for the separation of“telephone>plant.
| ‘,' In pract ce, separations require, as a first step,'the oz
assignment of telephone plant to categories and the determination of

W =R

the costs of the assigned plant." The second step involves the

.-...».

allocavion of the costs of the plant in each category between ;lmmi:

SMEVERADE .._4'\

-nterstate and intrastate on the basis of direct assignment or. the.
appropriate neasure of use.‘,

~.". R
Mot e s

e

e, e A s ey o ~ . ~

Within California major settlementsufor interchanged toll
serVLce between PT&T and the various independents for both interstate
aad intrastate toll are essentially similar Lo the national division
of revenues that takes place. Each participant receives its.- )

- - NLST

located toll expense ’rom the pooled toll revenues and then shares

in the remaining profits in proportion to its net investment in the
statew de toll facilities. . i A e e

The changes in separation procedures over the past uo or 50

years_ have resulted in. assignment of lesser expense and investment %o
lntrastate and increased assignment to interstate.: New technology,
as well as economies of scale, has now reversed.this trend and. caused

the cost, per. toll message-mile-minute to continuallx~decrease, where

local service racilities experienced only nominal penefits rom_the
new techniques and economies.
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Recognizing' this reversal in- the-trend the“FCC;"in June
1980, established CC-Docket-80=286: which: convened-a-Federal/State - -
Joint Board to address:alleged disparitiesinthe-separations: i
manual. The FCC directed the Joint Board to° prepare’a recommended--:
decision dealing with'any revisions that might be-required to reflect
changes in the telephone ndustry in the regulatory, ompetitive and-
technological areas.. =~ - - LT s Dond

Several areas’ of concern’ were specified: forconsideration’
by the Joint Board. These included the impact of-the deregulation-of
telephone terminal equipment; the treatment:- of- foreign exchange: and-<
common control switching“arrangement?accessflines;‘the"structuringﬁor
separations categories to support the determination off just_and::
reasonable access charges; and a review: of: the” factors:used in

deternining the overall allocation level of exchange plant o8t o T
the interstate Jurdsdiction.” -~ 7 0 LILonTo T LLnns nToanY LlLol
' ~In February- 1982, the FCC took’ interim- action 10" thdes i nos
Docket by adopting two- proposals- of the Joint!Board modifyingrthe™
treataent of nontraffic seasitive (NIS): exchange plant.and”CPE cost "
allocations. One. of these nodifications freezes: ther subscriber plant
factor (SPF) at the 1981 average level. SPF is used to allocate ::in
Jointly used NTS exchange plant costs. Ihis“cnange became effective
April 2, 1981. The second of, these. modifications .caps the level of
CPE investment subject to the Jurisdictional aeparations process at
the December 31, 1982, level and progressivelyﬁreduces this level by
1/60th each month for the following~f}yeﬁyearg,-que same treatment
is applicable to the expenses,dipeptiygieiate57p§ybhis iavestment.
The first modification, the freezing: of the SPF, was
occasioned by the concern that the growing cost burden being placed
in toll service by the then current separations procedures aight.z-..
cause large toll cuatomers o "migrate"r*‘j"bypass facilities™and
thereby could cause an increased burden,on,the other ratepayers.

~ ~ . B R E—

Ao e B ..,--—'-:..,,. -
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. -The-second modification, the.capping: of.the-CPE. investment
acd its-amortization: over-a: five-year:period,-was:made. £orrecognize- -
the expected:-deregulation of this service: ¢omponent... CC;Docket :~_c 0
80-286-remains open and.the Joint Board i;‘presgnmly engaged in the -
process of considering and.developing: further.modifications. to,the. -
separations manuval.. il ar N umZounn oo resg Lol wnl T

+ - .
LRI < R L W ma e e T es daa

In this proceeding PT&T's separations are done by. . Lo lonane:
Richard- C. Brulns, district.staff, manager, separations.and: analysis.
Brian M. Chang, senior utilities engineer in the Communpications... .-
Divisonwfwas;respon&#ble;fprm;hems;affgs;spparap;ona,g,mnpre,ya;qppé;
*troversy~concerning:separations;inmﬂhia¢prpcceﬁing‘_4‘ :
rmat of Estimates- and-Tables: - -~oovu. (0 oolimiielas

T ' Sy x n ol PN \...\.

Events- transpiring: between the.-preparation: oﬁ‘estimates Lor
PT&T"s. NOI defore-its filing ia- August: 1982, and the: beginning.of--..:
testimony on April 18, 1983 could have required a.complex.and. ... ...
cozfusing- set of revislons. to. the data. originally. submitted. PT&T
overcame: this difficulty: by retalming its:original estimates;and. .-
"recasting™ them- three: times before presentation:tothe Commission -as

evidence: at. the. beginning of the hearings. The: sequence of-revisions
was: o .0 urooan L Vol e 2D il ;

Buszness as Usualw(BAU) Tmesw DTV sane o wionool
CI-II o i e

* Ratemaking' Adjustments Pl e e e e e
~Recast #r1- s

Direct Sale of CPE _ ‘
“Recast-#2 7T o0 -n
ATr*ennial Represcriptioa
Tax Adjustment
- Rate -of Returnnkdfastment e
.T-. . Recast- #3.. S o ram e L e

~ cv-\-,‘——v—v\—i

, - These. terms were defined by PT&T' s vice»president,»M Barnr
King,::J,r..' as: . T P R ez ,,,; P L

I M A e o W

BAG -.- - . = "Business,as Usualﬂ an»estimatek\as
of 1982, of 1983 operations as if
unaffected by the deregulation ‘of
telephone terminal equipment ordered

JOEAEPY

LT
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. - N
- - " PR e a e, P . e
. HRr

. by the. PCC' CI-II D 80 628 in e
Docket 2@828'”* . Svem e
CI-IT - Changes that became effective - "~ WF ==<-
S . because . of CI-II.and D.82=08-017.:.7
Includes transfers of assets and,
expenses %o an unregulated '

subsidiary of AT&T and sale:rof CPE "
to customers.

Ratemaking - Adjustmente of. a type consistently

Adjustments rade by the Commission Iin’ past T
’ - decisions and:which,. in thisc. .. ~ o onion
proceeding, PT&T is not. . T
contesting. et e e k
Recast #1 - BAU as modified-by~~wCI-II~an ~-~*w*\~m-i#ii¢
© - "Ratemaking Adjustments.™ "7 .l
Direct Sale . =~.The effect of -sale of CPE: as~ordered~f
o CPE by the, Calirornia Commission 'S, .
D.82-08-01T." T
Recast #2 - Recast #7 as modified- by "Direct
‘ Sale of C?gr"
Triemnial .- . = The depreciation changes proposed by

Represcription” A.82-11=0T.
Tax Adjustments ~ Correction of an error in taxes

. .- computed for BAU. B R o
ate of Return = The effect of the company's R
Adjustment . - reductiom, at the first day of

hearing, of its requésted rate of
return. A% present rates this

reduced the magnitude of the Western
Electric adjustment included in. .
"Ratemaking Adjustments. EREER

Recast #3 - = The fidal R/0 estimatei & - =7 wwv-doEE

The staff accepted thi é'fbbdeﬁ’ﬁﬁd“ifé'esflmaﬁédﬂwe%eii“‘M

prepared eonéistent wfth PT&T*s. Comparisons are therefore” between i
the two "Recast #3™ estimates. - - R R N e
The use of BAU allowed PT&T to budget od“h*ﬁééiﬁLtonéfoeﬁt
with past bddéééé;”éhd7thed”ﬁddi*yvi£3”budQEt £0r the ‘drastic changes
now being experienced. For this proceeding, PT&T 5" 'not ‘contesting ™
the ratemaking adjustments that the Commission has made in the past.
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-

A final complication in the preaentation and comparison of
results was the issuance on August 3, 1983, or D.83=08=031 in PT&T's
previous general rate case A.59849 et. al. . -

D. 83-08—031 was aigned out after tne evidentiary'aearings
in Phase I had been completed. “The effect of‘D 83=08=031 was to
increase PT&T's 1983 estxmated‘annualized revenues by $61,006,000.

ince no allowance had heen made in this‘record to anticipate that
iaerease, any f*nal increase autnorized by this decision must be
reduced by $61, 000 000. Ihis final adjustment in Phase I of the

preceding is designated "Recast LM, -7 TE |
Zstimated 1983 Results of Qperations o C
Only PT&T and the Commassica staff made complete estimates

of Califoraia intrastate R/O ror ‘the' year: 1983 - Their: final~
separated recommendations are shown.below- ‘?E -

- o
"

v PTET
Exceeds

Pc&r o :.fl Staff

e ZSOO L

Revenues U 6 220‘609 $5—986 880 -;~)$ 233,729
Expenses aad Taxes n 5,290 A58 o - 4,953,234 336,924
Net Revenues G . 930,451 1 033, Eu46_ - (103 195)

Rate Base i} ”fh’ 10 166 u15"; ' 9,932, 863,,w . 233,552
Realized Rate’ or Return 'i “9'T5% 10.41% " (1 .26%)

-

CRed"Fisures?

By apblyiﬂgfche.recpmmendecdrapee‘of return and net-to-
gross mltipliers %o provide for .income, taxes, uncollectibles,'and
{ranchise, fees, . the recommended. increases ia ‘nzrastaze Bross
revenues, are obta.ned. The staffts recommendation is after its.

recommendation that revenues be reduced to. eliminate earnings oa ]4;
underutzlzzed plant.

-~ . T, . ,"w-

ihe utility” a.and sxa*f"s recommended Caliﬁornia Ln;rastate
revenue *equiremenzs are shown aa,followSﬂ_@ -

g owe e e
I S
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PT&T
. Exceeds
,” , Starff
(5ollars 1o Millions)

Estimated. 1983 Intrastate Rate

Base:-' ;. _.on $70,166.4 $9,932.9 $ 233.5
Requested Rate of Return\ 0.1349 0.1258 0.0091
Net Revenues Required at™ e e

Rate of Return 1,371.4 71,2466 L 1258
Estimated 1983 Net Revenues .. 930.4 .1,033.6 . (103.2)
increase. in Net Revenues. Required 441.0 216 QeI .225%0
Net-to=Gross Multiplier ‘ 11.9000 7 #9010 ™ " 00710
Increase.in Gross Rev's . Required “;ﬂ 837. 9 YRT0.6
Underutilized Plant~Adjustment ~“w-—wio (93.7y¢
Proposed Gross Revenue Increase .. . 837. 9 ,Mm“,_316-3n,a .

0 O U h

(Red Figures)

o ey e P
R \-.‘I' IS -

The total California and separated California intrastate
results at present rates are shown in Tables 1 -and.-2- which"?ollow-_
Effects of the overall’ categories on California intrastate'
Operatzons are shown in-Tadble 2. . No such comparisonmis shown ia ~f
Table 1. because of the absence of Commission controlﬁ
*evenue§1W;~ ;.-,““ ;yd,cx: N

-~

. .
A e L Tl
ORI LT Ly e

- . [nd
TOL TTIOLA
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TABLE 1

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
RESULTS OF TOTAL CALIFORNIA QPERATIONS
. ... A.83~01-22 ESTIMATED YEAR 1983
=T . = ' RECAST #3

R
Vb h v e 4% i

- Staff
T ($000)E 52 T

., JPT&T

:ngrating Revenues

-

T$ 3,067,450, § 2 977 964

.. .5,168,194 7 &, 806 108
o 437,980 -442',:3 n--

(116,902) '”**’(110 16&)

'Local Service Revenues
‘Toll Service Revenues

Miscellaneous Revenues
Tocollectibles -

Total Operating Revenves ~  § 8,536,723

Operating Expenses and Taxes IR

-

Current Waintenance T T $2,288,504
Depreciation ‘& Amortization

Traffic Expenses. -
Commercial Expenses
Gen.0fffce. Salaries & Expenses o
Operating Remts. ... .
Gen.Sexrvices & Licenses

Other Oper.Expenses

78,321
70,805
825,106

$ 81116 062

1,217,998
-,385,218-
711,778"

. 456,959~

T § 1,879,7407 7 7T
1,227,013
.. 626,50L ..
77808,990
473,733 0

. 55,081 ...

' 65,829
751,860

Total QOperating Expenses. $ 6,196,973

Operating Taxes - Federal Inmcome
= Cal.Cowp.Franch.
- Social Security 190,323

= Qther 175,819
CPE Gain After Ner. Adid. 0
CPE Gain Tax Effect 0

430,940
186,473

§ 5,524,473

539,081
296,161
185,351
166,080
(47,199)
14,651

Total Opexr.Expenses & Taxes $ 7,180,528

Net Revenues $ 1,356,195

Rate Base

Telephone. Plant in Sexvice
Property Held for Fut.Tel.Use
Working Cash

Materials and Supplies
Depreciation Reserve

Reserve for Deferred Taxes

$19,102,28¢
55,877
219,936
148,369
(3,447,992)
(2,257,858)

$ 6,678,398
§ 1,437,444

$18,753,715
55,100
123,255
103,930
(3,427,486)
(2,209,957)

Total Rate Base $13,820,618

Rate of Returm-

- 20 =

9.81%

$13,398,557

10.73%
(Red Figure)

' ¢, 487 ¢ :

. 362, ,086"

e G 1540"

408,764

Tooout L 9018 L n

39,283
© 97,212

2 A6 T4

.. 23,230
"%, 976

73,246 nonv

$672,500

(108,141)

(109,688)
4,972
9,739
47,199

(14,651)
$501,930

($81,249)

$348,571
777"

96,631

44,639
(20,506)
(47,901)

$422,061
0.92%)
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TEE PACIFIC TELEPHONE AND TELECRAPE COMPANY ~*
RESULTS OF CALIFORNIA- INTRASTATE OPERATIONS .- -
A.83-01-22 ESTIMATED. Y‘EAR 1983 .
' RECAS‘I: #3 " o
PI&T © ° 7 staff T "~ Exceeds™
"Esrimates .. .. Estimatesl : 7 Staff~c oc

Lo e ol o(8000) L mz L lnuon

e TV - P— e .

-~

Operating Revenues

Local Sexrvice Reveaues . 83,045,051 .. 2,974,384 -~ $270,667
Toll Service Revenues . . , 2,813,140, . . 2,642,993 170 17 . - -
Miscellaneous Revenues o T UTA37,980° T T 44213474, 154) mrt
Tncollectibles (75,562) .o "'(72':*631): s (2,931)

Total Operating Revemses  § 6_,:{26;609' '$ 5,986,880 :3533'3729 “

B Ralrie AT Y
R LI .._.‘,m -t Wt

-

Ogeratigg E:g;enses and ‘raxes , ) e C e mams ‘ ‘
Current Maintenance $ 1,620,X05 $ 1,354,460 $265,645
Depreciation & Amortiza:i.on 898,016 897,297 719
Traffic Expenses o » 339,451 o 309,060000 30,391
Commercial Expenses. . . C 6TINA56 . o L 592,218 .0 079,241
Gen .0ff1ice Salaries.& Expense.& .- 367,682 ° ~ 355;773.-.:.11,909
Operating Rents - TR0, T T TR TeTT T LT, 950
Gen.Services & Licmses . o S1,908. . 748,760 3,148
Other Oper. mMes e e e+ e ‘7-"5"'-"';"6'15:2_'40'* S Lo 6564793 50447

“Total Operating Expenses $ 4,624,575 -$ 4,165,125 $459,450

Operating Txxes - Federal Income 267,284 361,336 (94,052)
Cal.Corp.Franch., . 126,778 196,976 (70,198)
- Social Security 142,103 . 139,330 .2,773, o
. Other 1129,418" ©123,0L57 6 403“ Cee ‘
CPE Gain After Net Ad. 0 7, 199) - 47,199‘.- BRI
CPE" Gain 'Iax Effect Cn o~ 0 14,651 -;-:::;r(ll& 651) 7 ;_5:_'

‘potal Oper.Expenses & Taxes  § 5,290,158  § & ,953,234° e 3360954 (3.392)

- e

Net Revenues = L s -930,451  § 1, 033~é46” cs:bfs"im

.o~ D N

R:a,te Base L. P . .. o - LT LT

Jr a."
L

Telephone Plant -in Service $14,064,223 513, 857 674 $206\549~;: Sh
Property Held for Futr.Tel. Use 44,210 40,967, .. . 3,243 .
Workfng Cash-— - " 161,196 ) 93,058'”" ’ 68“I38 .
Materials and Supplies ' 108,792 0 75,817 L3259 oo L
Depreciation Reserve T (2,539.,645) (2,489.069) (50»576)21-' S
Regerve for Deferred Taxes (1,672,361) (1,645,584)  (26,777)

Total Rate Base "$10,166,415 $ 9,932,863 $233,552 0.227%

Rate of Raturn 9.15% 10.41% (1.267Z) 1.26%

o (Red Figure)
- 21 =
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B A . N

Although the Commission’has Jurisdiction over only a
portion of PT&T's opera.ions, the. Commission £anmot,, for the purpése
of its analysis, 3tudy only that" portion.or ﬁi&f”sﬁoperations. PT&T
functions as an integrated system, and 1t 13 the total integrated
systen operations that the Commission nust examine, and then separate
the results of ics examinations between the two Jurisdictions, state
and federal.  The Commiasion will,. where necessary, discuss and -
resolve the differences in the total Califeoraia operations and then
separate out the California intrastate results.

As can e deternined . from-Iables 1 and 2, [approximately,73p

of PT&T® s revenues at -present rates are subject to the jurisdiction
£ the California Commission- o P iaases

,

. 0 b e

Us 2§ the 2. 58% rate of. return recommended by the staff,
the relative significance of the differences between the séﬁaEaEéd
recommendations of PT&T and the staff is as £OLlowss. il ocuim. ool

Table 3.

Compaiison of Relative Magnitude or tne ”Lﬂ-wnf ST
- Differences Between PT&T and Staff Results .~ .. - -.or
.0f Operations. and Revenue Requirement.Estimates-: .- . ' ...
California Intrastate Operations _j**“"“’ﬁ“‘”"

Vear 1983 Estimated R

e T el T

PT&T )
T ' "“Exeeedb”\ ReTative
PT&T Staff ... Staffi..~ .Magnitude
(D ollars ia- Millionsi *

Revenues,at Present Rates $6,g20.6 $53986:91jj($233.7) (44 .86)

Expenses” Excl Taxes . RO LY S TRt
Based: on . Income jg;_jm" . 4,896.1 4,394.9 =501.2:07 ~..96:20

~Taxes Based on Iacome.. .~ 39%.0 ;iﬁafatfw~$lggigln (31.53)

Net Rev. Effect of Staff

Rate Base_Differencel .. . Tl e (21.4) 21 Moo 290
Increase in Return Required ) 1,270.9 100.4 o 19 38
Increase in Income Tax & e ———

Uncollectidbles ST TR ..396.9 194600 20203 ~u33'33
Underutilized Plant Adj *f*ijr 693r7§73“¢j23if“‘ S8
Inerease iz Gross Revenue e - fmiiil
Requ-red L N :_ 31 6 -9 v-«521 o'-c\ e 1-00‘!-0'0

(Reo Figure)
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From Tablef3?itféén;EefSééﬁmahéf;Eﬁg}iargest difference
between PT&T and the staff is-in the estimate of operating expenses.
This difference 1s offset, %o a éignificant degree, by the opposing
difference.in revenue_estimates. Calculation of taxes based:ron’
income is almost entirely a function.of net: revenue differences. . .The
effect of dif’erences in rate of return recommendations andfthe staff
u*de-utili ed plant adjustment were of relative lesser importance-f;

TG

REVENUES .- .0 o ovel lese” 0

Revenue Estimates

o

e e b ks s

PT&T's revenue estimate was presented by its Viece President
Kiag and the staff's by the Communications Division's Denise. S.~Mann,
*egulatory analyst and Brian Chang, P.E., senlor engineer.‘ '

Magn was responsible for ﬁhe fundamental basis” of the e
revenue estimate, the volumes. Chang made the actual revenue --
estimates, using Mann's volume estimate. T

The differences between the PT&T and staff revenuer ==~ .
estinates, at present rates and after Recast 3, are shown, in the
’ollow ng table, Table 4.




/LI /e

TABLE 4

THE PACITIC TELEPHONE AND IELEGRAPH COM?ANY ’
RESULTS OF TOTAL CALIFORNIA OPERATIONS

A.83~01~22

ESTIMATED YEAR 1983

OPERATING REVENUES THROUGE' REC.AST 43
- (3000) -

Item oo

Local’ Revedwes - -

Toll Ravenues

Misc. Revenues _

Uncollectible Revenues -
BAU Total Before Adj.

Adjustments

wLocal o

-~ CI=-II"

Represcription

Teoll o
CI=-II

Represcriprion -

Miscellaneous -
CI~II
(Inter=Enticy)

- Uacollectible
CI-II

Represcription

Subtotal CI-II

Subtotal Represcription
Sale of CPE

Recast. #3 Total.Rev.
at-Present Rates-

PI&T's Requested Increase

Revenues at Proposed Rates

437,980
- 116,713°

$8,606,155 . - ="

PN A .
ot PRV R T L

‘C74 569}

3 154

o

(7 972)

R

102,044 -

1,101
(1.290)
(81,440)

103,908
(91,900)

$8,536,723

$ 837,900
$9,374,623

(Red Figure)

-

-

-

- $3,210,766° - 1T
5,074,122 . -

o

R

r~'

“..,_. e

N A wuhenupTeET 2L8T
- Staff. .~ m

[P

~Exceeds .Staff .

$3,2045250: T
- 4,827 230‘7'ﬁ1ﬁ
436,300 ]

T i e R/ 2R SRR

~$106,516°
. 246,842 -
1,680
R1I5,27050 .

$8,256,388 $349,767

‘nts(19f53393:5

et

CSS 031) ol
" sie S
LW oo

(110 299)
89,627

b e oM
" e

5,834 “;'
2,408 {1,307)

{160)
76,148

(,130)
(157,588)
90,373 13,535
(18,769)

$420,681

(73,131)
$8,116,042

$ 837,900 0

$8,953,942 $420,681
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‘PT&T's revenues are higher ‘than the “staff's-later
estinmates, primarily because of the use of d Tater- léok’at’a“time’
when economic forecasts were: mot ‘as’ optimistic -as "when PT&T made the
NOI reveaue estimates. ‘The ‘staff ‘had ‘available recorded®data tnrougn
1982. N ST A XS S R

‘The staff's estimate Ls to PT&T's benefit| “since a’ “Yower:
estimate requires a la-ger revenue augmentation:“ Should the economy
revive o the level predicted by PT&T the utility would then receive
a larger increaae than was intended. s S )

PT&T did not contest the stafr revenue estimate per se, :
bus, ia its brief it complained tnat the methodologies used by the
staf’l expense and plant witnesses were Inconsistent witn those used
by Chang to estimate revenues.' PT&T also stated that, given the'f i
unexpected delay in California_s economic recovery, a reduction in
revenues below thc utility s mid-7982 projection is probably L
appropriate. ’ S

e
N -~
P —

Considering the changed circumstances since preparat onVof
toe staf' ee.imate tne Commission will accept tne staff Recast 3 )

-

eotal companv revenue estmate, at present rntes adjusted for settlement
efiects in the amount of $8, 156, 117 OOO for use in this deClSlon.‘i o -

: e ms_c._s_

Experse Estimates = - 0 CUeToT onmlinn

The overall difference betdeen*PT&I”andﬁstaff“entiﬁatee‘of
reasonable levels of‘expense forthe test- year 1983 Ts the largest
area of‘dieagreement in the proceeding, amounting to" $672 500 OOO‘on
a total Califernia operations basis, as shown on Table’ 1 Ckn T
explained earlier, when ntudying the'company, it must‘be examined as
a unit and the results tnen neparated to Californ_a Jurisdic fonal

Operations.) - . e e ‘,,..l.. K N \._A-‘\. cnloorl
0f the $672 SOO 000 dirterence saoa 76“ 000 or 67$ is in

AR

the maintenance expense estimates. B




. PT&T's-expense estimate was based upon.its.expense budget
and was. presented. by Vice- Rresident,Kins.‘ o viimomien L cnzaniioo

Jin deseribing .PT&I"s budgetary process,,King seid .that. ...
tnere are.basically eight forecast. components which .are used as major

PRGN

drivers in the estimation of the resources tnat PT&T believes will be
requ red to meet. customer demand. These are: Main and Equivalent

ﬁ.-b\ o 4.‘\

n Gai o (Access Line Gain)h_Main and Equivalent Mein Inward

Movenent (Access Line'Inuard Movement), Main and Equivalent Main im

e W m Tl Y

Outward Movement (iccess Line Outward Movement) Total Telephone N
Iaward Movement, Iotal Telephone Outward Movement Total Ielepnones

RV e w\,. ;-’...»-

In Serv ce, Average Telephones In Service, and Total Toll Messages.a

P

.

Cr e .
e W

*elepnone Ga*n (Access Line Gain) ‘orecast is as an incremental .
driver for many of its capital budget accounts. For example this i

forecast is used to help determine requ réhéazs for additionnl" -
iy m

central office’ equipment, subsc*iber and trunk cables, and lendkgnd

‘ bu-ldings. The Average Telepbones Iin Serv‘ce forecast is fundamental
0 estimat'ng tbe total force and expense required to naintainuslant
in Service- The Main and squivalent Main Inwnrd and Outward Movement
‘orecasts are used as resource planning tools to estimatercapftal and
expense dollars for outside plant. ‘The TelephoneﬁfnwEtd end‘Outward
Movement forecasts are estimates. for the volume of work to be done
aand are fundamental resource planning tools of the customer:contact:

- and 1 nstalla ion force.groups.

o g - L BN T e g - ,-""
w0t R R A

e In tne capita’ budget pnocess the TollLMessase forecast is

-ty PR

used.as.a *easonableness cbeckAon tne torecast of message trunks.

[

Tnis *orecast is also used Lo test the reasonableness of tne

P
e ,...,,",‘—,,,A e -

independently generated *evenue forecasts.’ ‘ .
°T&”.now develops its expense budget by function, according

N

£
-

MUPRER car oat d gt h

e

to .ne type o’ work act;vity being penforned. PT&T sees two main

MOt IV A e

Aadvantages to using. .bis metnod.m Since the,budget cuts.across

- e e 1At R

organi ational lines, it is not sensitive to the changes brought oy.

. _..‘a.-.n“.lwl.-.. et - i e the Cea

- 26 =
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reorganizations and further the utility believes thatwmt_accuramely
reflects business functions” as- they are todayl “=7e 10I%.o¥

" PT&T monitors-its forecasts at the'corporate officeitot s
assure their reasonableness. In” summary,;”King'said, five’ procedures
are used to produce reasonable forecasts: = /7T NS T Il

1. They’ are produced’ through’ the- use- of::
- sophisticated. techniques based on state of
the art statistical methodology." e

2. PT&T uses a "tops down™ (Operations
Administration) and "bottoms  up™ (Local Area)
reconciliation. technique on the Main.
Telephone Gain rorecast.

The company tests independently developed PRI TUIa
volume and revenue rorecasts against each’”
other.. _

~ e T, ST
Lo -~ m T e s

There are careful reviews of the~recommended..;M.A
forecast levels by all levels of management,

from 18t level to the President. All budgets

are required to be consistent with these

forecast levels once they are approved by the
President.

5. Monthly reviews of actuals are studied and
forecast changes are made when these results
indicate such ac¢tion is appropriate.

In developing the 1983 BAU expense budget, PT&T's corporate
guidelines specified that the‘company would meet forecasted demand
for quality telecommunications service in a cost effective manner.
These guidelines were:

1. Maintain service levels.

2. Help offset inflation through productivity
improvenents.

Assure the minimum adequate force required to
do the Job.

Assume the organizational structure and
framework in effect as of June 1, 1982.

Asgume an annual inflation rate of 5.6% in
1683.

Since there were several staflf expense witnesses, their
methods are deseribed under the various expense headings.

227 -
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Maintenance Expense .

s -

PPN o . i i . aw
oA D [ \)‘...v ;.....,-.,u- e

Maintenance expense is the: largest caxegory of. PT&T,s Iam
operating expease-and-c¢onsists of salaries,-wages,-materials, and of
administrative and other overhead and:incidental-c¢osts. incurred~in:-
the upkeep of the operating. plant..- The staff's. estimate of -... -~
maintenance expense-is $408.8-million,. or 18% below PT&T.- This is
the single largest difference between-?T&T and-the-staff and accounts
for over two-thirds of the total difference in expense estimates.

Aa. 18%. difierence.in-tne cost of. sucb a~basic function as
maiatenance illustrates the turmoil ‘that” the commnnications industiry

is experiencing and the dif'iculty in making reagonnble estimates
under present day conditions.rf-:fA‘ l..,. Sasoen

S ¥

A spread of the dirrerence, by FCC accounts; is shown in
the following table, Table Sen T Eonan v -

¥

L
L A

L

X
-
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The Paciric Telepbone and Telegraph Company S
Results of Total California Operations
© A.83-01-22 Estimated Year: 1983 ~....
Mantenance Expenses Throug~ Recast #3

- w

R D TN A SR SRt SRR PRI -y . 3 T
e i ee ... . .Exceeds
Item - e T st PTETT v “Staff vt Y Start
PO T SR A DA CF TR 33;:;@§00059ﬁ7
Accounts

602 Repairs of” Outside Plant $ -303,830 ° “9$f‘302t57u” *‘$‘ 15256
603 Test-Desk Work:- 371, TT10amwg 308,487 ¢ ~.263, 28&
604 Repairs of. Cenxral Ofc. Eq. CT24,874. . .606. 89& 117 980
605 Repairs of Statfion Eq.” ' ° 892 6TH T “727 628~~~ 165‘0&5
606: Repairs of . Bldgs.: &:Grds._ .~ -.62,199 . 58,1237 3,076
610 Maintaining, Xmission Power (44,600 . 31,434 ‘13 166
612 Otr. Maintenance = SRT,213 Y 31,213 s

*Nevada Bldg. Adj Ty TLoenh gy nutns T )
Subtotal e el v elren 22 2y 831,1100 w2 2,067,302¢ o
c1- 71 (100,555) (106 210)

Subtotal e ,330 555 .Y 961 092
- . WECO R . BRI . "~ . (31\)9»* . B

SL=RL" . T e BT (J\209)_eww~”"(75209)9m;:

Recast #1- Subcotal S e iw 253295335 wr:v14,959,883¢ 369,432
sale of CPE .. _ ... ... (38,100) (30,756) .m“.(veznu)

VRV PR . e "as .»nn.,c». - y, ‘(u-.. - R

Recast #2. Subtotal ] o - 2 291 215 ,7929 J27 ....362,088

“Construction Budget A -0 ”V"“‘(Tu 309)“‘"“1&;309

. L.L. - Transfer. -: -~ woloy o moraQianl \(19 Q29)c~ .48,029
Cogene ation & Electrical R e

Vnergy R - -0 (15“0%9)““ 67,049

Rate  of Return~ | - . {2;714) coozalvmnooQrooan  £25,T31)

Recast #3:-Total ... ~--, = 2 2889504~'~~rﬁ 879, TH0z zv - 408,764

SL -~ RL Adjustment added. back corvmannt nmimoanirae 192000 nac | Lan

T vt s s e v o 158805949 senn nonic

B (Red Figures) TRLOT NLRDaNI TonLoal

- B o ,.,.u‘v, et e
;‘.‘,_.n\, ‘\ .

The starf's estimate was presented by Hassan M. Mzrza,'

Y- ..,.is,.-,- W

P. E., a Senior Utmlities Bngineer of tne'Cemmzsslon 's Commueieations
Division. . .

g oW . -
Iee SN IR

.
oo ~ e -~
LoLTLualCinnog ey
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The starff explained that the $363,808,000 difference (the
first subtotal in the comparison table, Iable 5) results mainly from
staff estimates. of lower work indicaoor volumes, higher prodnctivity
levels, and lower nonlabor expenses-e Some of: thc difference was due
0 later available informationwthan~thewutillty—had~wnen it made its
estimates. The utility only had five moaths of 1982 recorded data
wnile the stalf had actual data-through November 16982. e
The remaining $4R,956 000 represents di*ference in ’
estimates of.the.effects of.CI-II,, the 1983 comstruction, budset;J a

transrer of” ntil;ty personnel to AT&T Long Lines Department,\T :;&

cogenerat-on, electric energy costs and sale of‘CPE‘“ PG 719

e e Y
RPN . o

The staff developed its maintenance expenses by eszimating
npkeep and cnanges for each maintenance expense account‘of tpe FCC
Joiform System of Accounts.; The upkeep and changes ‘expense, component
es imates were. made by estimatzng direct-labor and nonlabor expenses
‘separacely._‘f‘f" ' s ,

The’ direct labor expenses were made by multiplying: £ota17‘
sours times the estimated labor rate per hour. The total-hours were
-estimated by: mul tiplying workload (workload ;ndicator-volumes) tines
prodnc ivity” (.otal hours’ per workload indicator). The workload
indicators were: ‘selected by correlat;ng recoroed uotal honrs witn“the
various related work iladicator volumes, such as accean‘linen; inward
telepnones,.etc., for the last eight years.' The xork Lndicator with
the highest. correlation coeffzcient with total honrs~was selected.
Productivity was determined: by: analyzing historical data,” projects,;”
ete., and using engineering judgment. The: engineering’ judgment was:-
based upon analyzing utility responses to staff data requests,
project tracking reports and studles,- field investigations, and
meet ings with xnowledgeable utilzuy personnel. The total hours used
were normallzed by the utility for accounting changes, AI&T Plant
Cost Result Plan changes “eflecting reorganizat;on ‘of work © TSR

responsxbzltzes from the utility to the AT&T Long Lines Department.

- <30 -
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‘The-staff 19837 labor-rate per-hour was bised on the™ - cix
November 1982 actual amount increaaed by the Cost of Living"“” enn

staff. This 1983 hourly rate was-also adjusted to-includecestimates
for merit salary’ increases’and management bon@ses;~ The majop-<+ 27
difference in the labor rate was due to’the differences-in-COLA.: "
The staff's estimates for nonlabor expenses were-also based
on an analysis of the last.eight years of recorded-data.- The-.:..u2
nonlabor expense portion consists of Loadings-on“Labor;-Motor-"--
Vehicles, Contract -Billings (Measured as-well’as-Unmeasured),. <" ..
Engineering, Western Electric Billings; ‘Miscellaneous’ andCNets- 1=1"<
3illings, and Other. Sinée'most‘bf‘tﬁéfnonlabor”exbensés*areﬁf”” .
proportional. to ' dir ect ‘labor, these expense estimates were<made” using
nistorical ratios. Other methods were used® forithosetnonlabor " v
portions which are not directly related to labor.” Forexample,: to™~
estimate Western Electric Billing and Engineering’expenses for the
change portion of maintenance, the’stalf used the“constPuEtion“budget

because that budget is directly~related £o those nonlabor: expense-
LY E 8 A O X T R E o P T SO B IR

The staff witness testified that-it‘used its- méthéd"of”‘""
. estimating maintenance expenses because oft deficiencies’ that the”
ssaff saw 1in PT&T's methodology. The starf maintains: that the s <&
utility did not use consistent estimating procedures-toestimatetits
maizntenance expenses dbut’ that each™organization developed®4tsy - -0
maiatenance estimate differently.--For’ example, the Distribution »:3
Services organization used: the: Deceamber 1981 Conmitment View-of:-1982
as its initial base level-estimate. The:December 1981 Commitment .
View of 1982 was a "bottom up" approach with "top-down™ adjustments:
- to determine a funded- level. ' Then this organization® made- further
{ncremental adjustments bdased on April. and July. 19827 administrative.
views for volumes, ¢ost’ of living, management salary- increases, etcw,
t0 arrive at its final estimates.’ The Apriliadmninistrative view:o™:
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adjusted.thecbecember_198]rview7by3analxzipggtne annualized first
three moaths.of recorded 1982. This.was also.adjusted for-later. ...
volume, wage, %nd_PrOJect.iméactyest;@atess_;ihenﬁtb?;??BayizapiPQ:,
made- adjustments in.the. July .administrative viqygfoquaggg,Tetg?,;put
20t volumes. On the,qtber'hand,!thefBusinesg;Se:y;cqsﬁgrgan;zapiopﬁ
annualized‘five:months\orﬁrecordegx1952 expense.by equivalent.work. .
days o make;its.estimatg.,,rhis organization .also  incorporated
administrative-April-and July top-down:adjustmeants for voluwes,-cost
of living,-management-salary parameters,mandw198341ncremenzal¢impacﬁs
of projects.. As-a_ further, contrast, the Network:Servigces: .. . .-
organization.utilized 1981 reconstructed work units:and hours. _}g
adjusted. in_Aprilﬁand"Julva982kadpinispratiyg view;‘:o;ﬁvo;ug§§”ggg
_other parameters changes including- 1983 . incremental.project. impacts.

ther utility organization. entities used even.different amethods.than
those deseribed-here.. . - o o el v mo e e LTLLIN0g

. ~:+- As a further.complication. the staff.said:that, at AT&T's..

request, -PT&T: switched in 1982 from-a ?terminaping",concept;ofnbnmgg
dudgeting. expenses, using the AT&T. functional accounting: system, to-
an "originating" concept. In the new "originating™ concept, each.:-
organization. is.only accountable for. its own.expenses, not expenses
charged to- it by other organization.entities. ..Therefore, there.are
20 "ecross-charges™ between the organizations- using: "ordiginating™ . -
concept. accounting. . The-individual utility organization entities did
2ot have actual 1981 or prior years'. data- in-originating terms to- -
make their 1982 and 1983 estimates. The.Network Services .. . -.. ..
organization did-attempt,:as best 1t'could %0 recomstruct: the: 19812

actual-data Tronm terminating to originating terms.by-eliminating:
¢ross—charges, -however< .. s ce o0 moU Il Saw B3T00T

~. -, - The staff-also- discovered that, PT&T: is. hayiag dirfzculties,
including_data‘base errors, - with- the-new- MR/IBPS systen: described. by
witness King. As-with any: new- complex computer=based..system,: - .. -
prodlems are to:- be-expected. In addition,-there-is not a-direct - -
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translation between MR/IBPS' and the’ FCC Uniform System of Accduﬁﬁé,
30 the utility had some difficulties in diredtly translating - -~=""
organization budgets to FCC Accounts. e
‘Mizra'alse believed that-the staff eééiﬁxétﬁﬁé"ﬁé thods were
superior because the staff had the advantage of“utilizing data going
back to 1975 siance the "termina :ing and- originating" concept, as”
explained-above, does not affect the FCC Uniform” System -of Accounts:
' In rebduttal, 'King testified that Mirza’ 'in"general’-ignored
zore recent data’ where the loadings on”labor were-a higher perdentige
£ direct labor than they were in'earlier”years. -Speecifically, King
claimed that in two of the nine maintehance fundtion3,-Mirza“usedthe
1982 ractor (Service Order Test) or the-average-of the-1981°and” 1982
ratios (Truck Testing). In the remaining seven functionsMirza did-
not use the 1981 and 1982 ratios, though he should: have: done 80. The
1981 and 1982 ratios for all functions reflect thd reclassification-
of overheads, such as’ ‘plant meal‘allowances,~from“direct 1aborite ©
loadings on labor and an allocation of some additional-trainingt *°:
expenses to loadings on labor. King'agreed that~PT&T was“unable”to”
quantify the effects of these reclassifications, but it istalso’clear
that those hours must-be included somewhere, and Mirza had®not done®
50, thereby understating expenses.- Correcting th{s-understatement- by
using the average of the 1987 and- 1982 ratios world increase- the ~
staff's maintenance expense estimate by $28.5"million: King~said. <"
King disagreed with Mirza's estimate-of’the mumber  of -+
direct labor hours” required for’ Subscriber*Line Testing (part of the
estimate ‘or'Account 603, Test Desk~Work) '

lines in servite than was used by others in the'Staff) Mipza's =it i
calculation results in a-reduction im trouble® reports’ despite  an™- >~
increase in access limes. 'The 1983 estimate’ of troudle reportss<i "
should be computed by calculating the‘ratio or 1982 customer'trouble

.. e = i TR R,
U T e e / P N
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reports.to the.staff's 1982 estimate Of access:lines, and applying,.the
resultant ratio.to the.staff’s 1983.estimate of access lizes, Xizg. .
said.

- - ~ew e N e o~ AR Y .C' Ay e e e
JOZPT00 e S ) [ N

R

-Accordiaog to. King, correct;ng 'or this, apparently
*aadverten. error would result in an. increase‘-n Mirza's, est;ma?g o{
trouble reports for 1983 by 2&3 OOO.M 7
hours. per trouble report and- direct labor expense to this corrected
customer troubleaheport rate.would. result inyan- increase in the

Saff’s estimate of Subscrider.Line.Test expenses.by $3.2.million.
Using the corrected loadings on.labor and,Mirza's other.nonlabor: - .
expeases would Tesult.in an.imcrease in the. staffls estimate of, this
expense by‘an°th¢”$3'2_m111193: t9r;a;zqtal:incyﬁésegzesséya;? of. -
$6.4 million.. .. . e ir el mmLraeT et e

&*ng.claimed that Mirza s estimate of station- upkeep.. hours
ia Account 005 Repairs of. Station Equipment -43, low Decause his. : Lo
estinatve of trou?;edrepo?PS;isw$°9,10?-; Al:@,hia csp;ma;pﬁpﬁaétatipn
upkeep .hours 13 also too low decause.it.is based.on.a.decrease.in. the
aumber of hours- required per.irouble report. «Finglly3;Mipzajéjﬁg;xy
-estizate of svation upkeep expense 1s-.to0o low because. his. estimates
of nonlador expeases for 20tor vehicles -and miscellaneous and. net, ..
5illing are.too low.. Adjusting-Mirza's estimate of. .station upkeep.
hours. Zor both.the understatement. ofwt*ouble reports and, the.. ...
correction of hours per. trouble report would ingrease. ,the. staff..
estizate. by .$27.2.million. . .. Ll w Lemtosirownlh

- . King disputed Mirza's. estimabe of the miscellaneous and, net
b*lling loadings on labor for. Repairs of. Station.Equmeenmu . King- ..
claimed that Mirza.never requested 1981. or-1982winformazion.on these
items buz.the company. did. provide. soge. information. pertaining: to .
these. items although not: so-.requested... Mirza proceeded. to- base.his
estimate.on 1980 information;, without regard for further detailed:-:
investigation, and: therefore did. ot have a-true. "picture" on which.
to base an expense estimate. |

.
f ,"‘ P e YT ket
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According to King, tne total effect of“tnese tnree cnanges

Jome

on the staff's estimate of Repairs of Station Equipment expenses i

-
ot o e -

would be an increase of $5u 8 million. e BeesnE '“"“f
King challenged Mirza s computation of%tne”ﬁestern Electric
B‘ll‘ngs ‘and Engineering expense included in"the station cbanges' iA
portion of Account 605, Repairs of Station éouipment. T "w'*fw
- Station changes include the cost of replacing,.or ”fW"‘
relocating on the same customer's premises, station apparatus in good
condition and also tne cost of replacing station connections where”

...-,.._,-m_. platede

e*vice discontinuance is not involved._ lt also includes the cost -

P

[ eReTel

se—v*ce, and disconnection or deactivation of service for a customer‘

T e

at a particular location. Installation of station connections had ]
been capitalized until November 28 1981, the effective date of '

DTl

D.93728 which ordered expensing.” Station changes also include tne‘“
replacing of minor items of large private branch exchanges, the T
replacing. Of one small private ‘braden exchange wi 3% another,

nod icat ons or improvements to public pay telephone, and the‘% R
install .0g of jacks. :' R

W ne ey

Station changes and station upkeep togetner comprise S

e

Account 605. R LoDeNILouno

K ng said that Mirza s use of 1981 data did not accurately’
reflect the total ef’ect of expensing station connections. The 1981
expenditures ‘ref lected 25, of expensing ‘station connections wnile f
T5% remaized iz capital from January 1 through November 28 nce a
the '1981 construction expenditures reflect only partial accounting

B e

*or expens-ng station connections, the use of the 1982 budget and tne
1983 BAU budget would be more appropriate. By using *he 1982 budget

and the 1983 BAU budget ‘the correction to the staff*s estimate of
station changes would result in adding $40 9 million to Account 605,

Sl s

Repairs of Station Equipment.r R TR ITA T UL RLTLDe L 500

e T e Lo L S A IR -
[ R R T

o ] ety
L, o DY S [P R .
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Finally, King con.ested Mirza s estimate of tne Central
Or*ice nquipment (COE) upkeep portion of Account 004 Repairs of -
Central Office Equipment. According to King, Mirza estimated a 15, ,
improvement Iz productivity based on the implementation ot electronic
swit ching systems (ESS) King quoted Mirza as testifying that staf’
witaess Welss had accepted the utility s estimate of ;pe_‘;_ Co
modernization portion of plant to be added in 1983 (Tr.fi,'iSTf"
ff.)., Aing sa d tnat %irza s statement was not accurate.' &ing .
poiated out tnat Weiss estimate was actually lower than PT&T by 27%

"o ey

30, to be consistent Mirza s 15% increase in productivity should be

HOLNVT

*educed vy 27% to approxinately 11 ,'and tne Staff’t'estimate ’or COE
upkeep be increased by $6.0. million. I R

R R B BT e R N RN

win rejoinder to &ing, Mirza did not contest King s _
assertion tnat the staff's estinate of Account 605 Repairs of
a*ion Equipment, was understated by 540 9 nillion.m He did defend
all nis other estimates.(“' ' e

'-\,m

Mirza denied tnat ne had ignored recent data for loadings

on labdor. For two of the accounts staff estimates were higner than‘

1982 actual, and for a third, very nearly the sane.’ To ‘get them ne‘
used an average of 1980, 1987, and 1982 data or. else 11 monrhs'”""

annualized data. For four of tne ‘seven accounts mentioned by King he

W el

did not use recent data decause tne utility did not provide the
’actual data requested. To, the time of his rejoinder testimony,ﬂwﬂﬂ
June 14, 1983 ne still had not been provided tne factual data ne‘ih
required. ST

- -‘,»ﬁ-—p r-'

Regarding &ing s contention tnat ne nad used inconsistent

5
LIRS SO

access line data, Mirza also said he had not been able to receive
“rom she utility the exact dif’erence between tne access lines

reported on D'r&‘:'s 3-2700 report and tne access'lines used»in the A
staf £f volune estimate- The utility indicated that it would take a
considerable amount of tizme to get that information and Wir*a was

unable to verify what was included on the E- é?ob and tne staff volume

- 36 -
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access‘line*fiédreiim*F&rtﬁerf’miééainefefré&cto“tﬁ@‘ﬁottfon:of* o
King's rebuttal testimeny, ‘where “King safd:that; in‘applying-the- "t
ratio that King had derived, £&-the staff's 1983 -¢stimdtesr ‘access ™
line gain, Xing had used-a-1983 ‘year-end “figurel~ was tended toi“
overstate the 1983 trouble report estimate-because

the whole 1983 access line gain nad;odcdééedldn;themriznt,dax;oijge3.

To question King's asserted“correction-of the staff's

estimate of station upkeep hours for the understatement -of BothTr -
aumber of trouble reports-and hours per trouble réport; -Mirza oointed
out that the applicatlon of 'King"s: metnodology would increase -thae ol
utility's original NOI (and-application) ‘estimate-by -$27.2 milLions-

(thus indicating -a decline: from PT&T*s orfginally estimated
productivity)--_-';ffif L~

R T

- .

Mirza answered the - contention tnat he nad not followed up
on the volunteered information conoerning Account 605 Repairs of

tation Equipment, for the reason that he - had-other data requests
outstanding which he did not want 'to be delayed...=z=:l 7

To Xing's final contention that Mirza'stestimated 15%-- - -
improvement in productivity attributable t0 -ESS implementationishould
be reduced to 11%, Mirza said that-the utility-incorrectly dssamed®-
taat he based the 15% productivity improvementionia dfreet “tiil. i
relationsaip to number of access lines served by ESS in 198300~
Actually, his 15% productivity  improvement, -which he consfdered to be
a conservative estimate, was based upon engineering judgment plus. -
considering three factors, -a-20% increase in-the'number of~access: '
lines served by ESS in 1983, the estimated-12% fncrease in the aumber
Of'ESS central offices in- 1983, and the T0% annual historical
decrease in the- total hours per access line ror the years<1975 g0 -~
1980_ B R e Lo I LS. WD aCLalsn Tl

7 Also, according to Mirza, the company misunderstood his-use
of the 1982 construction bdudget. -He eclosed his‘rejoinder remarks:-by
saying that irn reducing his productivity:improvement-estimate tos11%,
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the utility was only .considering the. .modernization. effect .on -central
office -upkeep .and -ignoring the efrect~on central-officeuchanges.Lm
With ESS-moderaization, ‘the  utility .would -not.require- the hours. - -~
aeeded in-the past to replace-.COE,. nor would: it require the.. .

2

engineering efforts associated with-past.replacements. ... .. Ve

N - .
S R "

Discussion of Maintenance Expenses . . nl cane

e _,.‘ T e -

R e P

- In its brief, PT&T.dwells. upon wirza s-use. of "engineering
judgment? (PT&T's quotes}ﬁinnevaluatingftrends;in:pqoduqtigity,,ggq
states that in virtually every case the. stdff's 1983restimates~are
coupletely . .off the historical trends.shown.in.the. statr's R/0. report
(Exbidis 28, pp..8-41 chru 8- &6).LﬂPT&T declares, at-page:-30:.. .

"Thus the question.of what:is-a-proper.estimate . of-. .
maintenance expense for Pacific in 1983 becomeq o
largely dependent upon whether the Commission v-"--"--
- accepts the. . stalf's-'engineering- -judgment' as-~to
the proper 'productivity level’' that should be~ o
projected for-19383, -rather  -than-the- estimates~‘**“"
presented -and supported.by-Pacific. "™~ -~ - o oo sin
The Commission agrees withgtbat;assertion.,thebdifrerences
between the PT&T.and staff estimates-are the product -0f Judgment of
the expert witnesses making the estimates. It-is.incuambent.upon-the
Commission to. evaluate. the quality.of the estimates,-and, where.the-
estinates depend ong"engineering,judgmentyﬁthe quality grbsgch: e
judgment.f. :

-y
- o

. C e N TR T o B o
A e ncag [N R

‘Mirza's. study of Vazntenance Expense, -Chapter 8.of. Exhibit
28, o‘-vheuszaf: R/Q-report, comprlsesv127,numbepeddparagraphsuon_38
pages, -plus T-charts and-.2 tables. He-was ,Cross—examined. on~-nis. .-~
cdirect showing for. approximately a day-and-a-half.:- e meme anL )

- The.127 paragraphs of- Chapter- 8 are not-mere-boiler plate-
butuare'stocked:’ul; of- detailed and meticulous justification.of-the
staflfl position and its differences from the utility. PT&T, in its:
brief, correctly states that the staff. estimates-are completely off
the trends shown-on-the seven charts "ian.virtually-every case."- . Yet
Chapter 8 identifies these differences-and provides.an-explanation:.

- -c38 -




A.82-11-07 et al. cg/vdl

.

based on:such ‘information -as the utility made ‘available. to-thersins
staff. LT S DT e e T I Dn0Ne sunnnTonl welln

[P R R

For example regarding "loadings"™ Mirza reported: <viiTulz

"102. The staff requested the utzllty -to Justify Joos o
with factual data the 55% increase in 1982,

loading on labor expense (35% ‘increase in ””“ ““ '
1981) zrom the 1980 Ievel. 'The -utility dfd ~=7 77
not justify the total increase with the. .
exception of ome accounting classzflcatlon o
change.- Om ‘April 1, 1982, the utility -
reclass;fled Tools and work equipment ..
costing $200 or less from Captial to o ’
Expense. The prevzous~11m1t was $50..- The SOLTITL
utility provided the impact for this .
reclassification,

Because the utmlity dld not completely
justify the large 1981 and 1982 loedings ‘on.
labor expense increases, the staff used the.
1980 ratio of loadings to labor expense’ to

- direct labor expenses with an adjustment:
foxr the accountlng,reolassxfzcatlon. Ihe
staff believes that tremendous increase in’
loadings on labor expense in 1981 and 1982
w2y have also been impacted from the. MALCH .
program. The 1983 loadings om laber’ '
expense was then derived by multiplying the
1983 direct laborx expense .times the. . T
adgusted 1980 load;ngs on labor ratzo

has p*ov‘ded strong Justxfmcaclon for zts projected ma;ntenance SR

e,

expense levels in nearly all cases. The staff’ expense “Tevels are_?f“

in general clearly more reasonable than those offered by Pacxf;c.h'“'
. We will adopt the staff posztxon {n all areas of” ““_
maintenance expense with three except;ons F;;ﬁ; we wzll eor*eCt T

for the $40.9 mlllxon unders:atement of Aceount #Goslwh;ch both
staff and the company agreed was xn error Second we wzll adopt .

couponent of Central 0ffice Equipment Upkeep (Account #604). While
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we agree with staff that the: greatex: prevalence :0f-ESS: offices:should
allow increased productivity levels, we believe that the 15% Thoza
productivity. assumption: for 1983; is too severe: given:xecent experience,
and we will instead -adopt: a :10%: -assumption,: equivalent to.(the

1975-80 trend. Srmnlarly;_we bel;eve*that the” staff productivity
assumption of 18.5% in the direct Tabor component-of Station Upkeep
Repairs (Account #605) is too severe gzven recent experzence in this
area, and we wnll adopt -11.5% Lnstead The\-atter figure is

half-way between the staff assumptlon,of 18.57 and*the utilicy
assumption of 4.5%.  The effect of these .two addxtzonal adjustments
in the staff maintenance expense forecast LS‘to~1ncrease the

intenance expense Tevel by $29 255 mnllmon

vy

The mazntenance expense level forx the test year 1983
which the Comm_ss on. flnds *easonable ;s $1, 949’895 OOO on a total
California operat:.ons ‘basis. This number is, der:.ved “from the .

staff escimate of $1, 879,770, OOO corrected for the three aforementioned
¢hanges. It is a proper'estzmate of expendztures given Pacific's
sexvice *equlrements and assumrng'*easoneb y-effmcrent maintenance
operations on the part of Pacific.- o ,N_m_;_

Pacific must strrve €0 achleve-the assumed maxntenance

efficiency levels lf lt is to earn its authorrzed Tate of regurn.
We note wzth alarm the staff's ev1dence presentedln.cxhlbt 28 of

the recent declrne in maxntenance effzclency partmctlarly Ln the
1980-82 perzod. Inpllczt mn our adopted ma;ntenance expense leveIs '
is the assumption that Paczfzc w‘ll reverse thxs recent negatzve '

e

trend. To be successful in the zncreaSLngly competrtlve telecommunzcatmone

P —...,

marketplace and to contznue.to provzde servmce to ltS Calrfornle
ratepayers at reasonable cos: Pac;f;c must merove Lts performance

e

in chis central pert of ;ts operatzons - e

" .q,‘,‘m’,«....,-.. e,y g A s e e
B L R ) '

o

- .
e - S L4 -
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The: sta.f!"s depreci:ation expense' estimate of L
$1,217,998,000 was $9,015,000 or 0.74% less than PT&T's. The
slightly lower staff’ figure is mostly.. attributable to applying agreed
upon depreciation factors in the staff's r-esults of operfa'cions. )
Because of the history of the bui.ldup of this item, the staff's’ ﬁ:nal
Recast 3 estimate started after allcwing for CI-II and SRURTLL,
"represeription™. The development “of the two showings ‘.'Ls shown on
t.he follcwing table' -

My o

Ly
"

e L

I R T
Lo nLLIonLLen
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Table 6

PACIFIC TELEPHONE & TELEGRAPH COMPANY
RESULTS OF TOTAL CALIFORNIA OPERATIONS = = .
A.83-01-22 ESTIMATED YEAR 1983mmq”nn,:mu;;\~;
DEPRECIATION EX?BNSE)THROUGH@RECAST 3o
, , $000

Mo o~ - ,..,.\,,_ .

” L
.\-.‘.u.._w\\ ,v\\_,_,_

Iten R AT e -fﬂTH'W“PT&T““ﬂ“‘ﬁ‘ . Staff \2'“MCPT&I Exceeds

CTTE depmectasion Smpenne . 8, 517,358 10T
SL-RL Adjustzent iy o @8y 9“2

i s L e aww :. -
— B N SRR )

Triennial Represcriptiog | 2g1r957 Lrew ©d

CI-II W/SL-RL and Trienn*al it it tt e
Represcription 1,249,154 s1,2u1,000“"-*““~"$8,¢5u
Other Adjustments

Ratemaking 'Vertical’ :
SL~-RL Adjustment _ 1,390 (1,390)

Western Electric Price (9,839) (12,473) 2,634

IDC Rate (324) (324%) 0
IDC Short Term . 5,233 0

ESC Phase-In ‘ (2 :Mz) 0 .

Subtotal Ratemaxing AdJ. (8,586) 1,244
CPE Sales (14,416) (284)
Rate of Return _ (99)

Total Adjustments (23,002) 861
Depreciation Expense-
Recast #3 1,227,013 1,217,998 9,015

Reconeiliation:
"Vertical' SL-RL Adj. (1,390)
Western Electric Price 12,473

Depreciation Expense (Staff format) $1,229,081
NOTE

Staff estimate reflected SL-RL adj. for Maintenance, Traffiec,
Commercial and Balance Other- in- Depreciation Expense. Staff

report showed Western Electric Price adj. as a separate line on
the Results of Operations:
Represéription

Pursuant to Section 220(b) of the Communications Aet of
1934, as amended, the Federal Communications Commission (FCC)
prescridbes depreciation rates for the "carriers” subject to its

. . Y
ey s, JT " o vioalo iRttt
Vil - . A et i el A

- 42
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Jurisdiction, Including PT&T, and suchirates must e usedion ‘the:cconl

-~ -

carriers' books. - - . Lol mammn T Lnmn Lot anl L rmanmoontL oo
For ‘many years the FCC prescrided -depreciation ‘rates using
the  "Strafight-Line Total Life™ (SLTIL) ‘method. " ‘This{s the - v«”1'¢3f?“
conventional method by which depreciatzon rates -are ‘¢ommonly .. imod
caleulated.. - T A L “9'-;~";¢mﬂ€ﬁi

- In-D.50288, dated July 6, :1954 n A 33935~(53.:Cal s (PUC 275,
330) this Commission ordered PT&T ‘to maintain memorandum depreciation
records according to the Straight-Line Remaining Life “(SLRL)" wi.wvo-
depreciation method and, ‘since -1954 the Commission “has used that - -
me,hod for California Jjurisdictional rate setting’ purposes,~~w»3tT;“:

Some 26 years later, in 1980, the FCC,:byiits "Report -and:
Order™ in Docket 207188, permitted ~the ‘use of .SLRL anduPT&n-adopted
that method Tor its books-~ ‘Because rof the differing Federalirand ¢
state depreciatlon'methodologies over-the "26=year period, -there was a'
difference between the book and memorandum reserve3,3u TS R AR

Remaining life depreciatiom, by taking intocaccount ‘the-: .-
depreciation already .accumulated .and:..the life remaining to:the
property, insures that the total depreciladble .costof the: property*"“
will be recorded-over the life of "the préperty....... > . 2.7 .

'~ Because of the-difference "in depreciation reserves: i .-

accunulated over the 26-year period that the Federal and Californias:
depreciation methodologies were different, the book and” memorandum.
record depreciation rates will be different, even:though the  same . 7.
remaining lives .and. salvage values. areiused.  oing 00 HeaR e

The FCC.represcribes depreciation rates at three<year
intervals. Prior to represeription, it.is.customary.forPT&T to
submit proposed changes to the FCC and- Californfa Commfssion staffs.
After a de.ailed_review'of the telephone company ‘s Lnitial proposal
the sta s suggest any changes chat they consider“apgropriate and

then meet Jointly with the company to discuss ‘the depteciation

Sl T Mt Nt o

(X
f

3 On Decemder 37, 1981 the book _reserve, accumulated using SLTL,
was $3,048,763, 9&2. The corresponding SLRL nmemorandum record reserve
was $2,836, 1860 ,034,
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proposals :and,. if possibdble. to-agree on.alldepreciation factorns. . .-,
Upon agreement, the California Commission staff would recommend .

resolution. I' agreement cannoﬁzbe;:eaehedk 22&1:mayﬁtheq3nequqstw5:
approval by ap-applicatdon.. -~- ;. oo Snldw vrongurom lnsoilcovacs

N w R

Represeription for PT&T, according to the three-year -cycle,
came up ‘on 1982 "and:‘on May ~10,-21982,: PT&T requested changes which
would have increased acceruals by $427,943,000 or 53.8% o n-After~s 00
reviews and ‘¢counter proposals, tbehECC:andxCPUCwstarfa;metmwitanI&Tﬁ
iz San Francisco on July 12,713, :and::T4,-1982, -and ~agreed ~on - T
depreciation changes that. would~1ncrease ‘total -¢company . aceruals by-v-
$227,477,000, or 28.6%.7 - -: it - ~ODoLommooy 2Iouoa

. IR R ) /...--,

- The "large increase -was .necessitated bdy. tecnnological SR

obsolescence of "switching- equipment,eintroduction of .fiber: optics in‘
trassnission .plant, and by reduced lives:- fornterminal equipmenm

because of deregulata.on. TOONLLT UL T U TR T TrawI T o none LG
Deoreciation-Application-A. 82-71 QT = ormcon D me il

Because -of the magnitude of (the change, - tne stafll C
recommended: ~that PTL&T nequeatuapptoval.by;meanseotxanuappkication::ﬂ"
rather than a resolution.  PT&T thereupon filed A.82-11-0T7-whiech, ...
because of the pendancy .of -the general -rate - case, was: subsequently
consolidated with 83=01=22.: :.~¢ L: o7 mooteBD ad eeyn somelimpnio

T wd L aan - [ ~ w -

- By A.82=11=07, PT&T asked that. Cal;fornla -intrastate revenues: be . :
increased, on-a 1981-test-year base,- by ~$165,800,000; not;xncludxng;theweffects::,
of settlements. This proposed intrastate increase was-made up-of three parts:: .- -~

1982 represeription. .. sl - .:$156,728,000% -7

" EXlimination:of calculation lag~-:.~T,450,000 ~¢

-Rounding-Rates-to ome:- .. 2% - sz onamspno
cdecimal place . 1 66QJOOO
LT PN R e j e/ $165 8&7 OOO ?,‘ : -
A P*ior to the riling of A 82 11-07 PT&T had mé&e“the request
e elim*nate the calculation lag and’ rounding of depreeiation rates
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to one decimal place in the continuation of the last general (rate:  ::
increase A.S59849. ‘The depreciation “issues In A.59849) as Will be
explained below, were not resolved -Iim.D. 93367, DUt deferred ity ae
later decision in-that applicatfion. = -~  ©iu/ . o2 [70=0l-F0.0 Dt
PT&T has Indicated that 4t will not beginm charging

inereased Intrastate depreciation associated with ‘the new:
depreciation factors, -either on the books -or Ln ithe -California t ¢ o
zmemorandum records, until ‘the new depreciation factors are approvedb

by the Commission. - It has ‘charged the ‘higher ‘deprecfation on: ¢ «o.”
interstate plant, however. : Srnamenzong

' :ollowing-thewconsdlfddtibd“ofﬁA382é11367*ﬁ&€E~A183-01-2é,

PT&T distriduted prepared testimony by Joseph P. Tami, ‘district staff
manager - ¢apital recovery, financfal management. - :In'this testimony
Tami updated the total Callifornia depreciation:acerual -inerease by =
approximately $3 million; from $239,194,000: to $241,957,000.-°Since -
increased depreciation has an.offsetting.effect .on'income (taxes, the
revenue requirement effect of the updating would be: "somewhat -Tess ~
then $3 million acerual inerease.. . I i ML LLnT U000l e Tl

Tami, who represented PT&T in the triennial represceription
meetings, was responsible for PT&T's depreciation proposal “to PTET. -

The Revenue Requirements Division was represented .at the
triennial represcription and at. the ‘hearings by Michael :F.. .ee;*P-E-,
an Associlate Utilities Engineer. ~-".~-xn 10 o ooomds Cllo~l

- - G a e e

.Yee presented.a comprehensive report (Exhibit  764) .whiech .l
gave a complete history ofithe controversies Incident to .reaching the
represcription agreement and he recommended acceptanceroftheragreed
depreciation factors by the Commission. - As mentioned earlier,
decause. of estimating differences on other-areas .than‘depreciation..
factors, the PT&T 'memorandum record-depreciation-expense estimateris
$9,015,000 higher than the staff. . Because of.the truly-enormouscsize
of cdeprecliation-expense,:this .is- only a’ 0-7% difference -in
cepreciation expense:rlevels. .0 =0 oo 0ol snmoalzw

L

. . - ~
o ‘.
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Effect -of D..83-08-031 . T ems ia

.- D.93367 ordered further hearings om depreciation issueSrwv
which arose in A.59849 et al. and, on Augusv 3, 2983, .the Commission
issued D.33-08-031 in these proceedings. : D.83-08-031 made a. - -
$19 aillion -rate base adjustment .for "stranded -lnvestment™ and
allowed $45,000,000 in inereased rates -to-allow tonﬁhiénen K e
depreciation, prior to refillecting the represcription-rates in this -
decisior. .D.83-08-031 expressed the intention . that .the $19 .aillion-
rate base adjustment de - included as part.-of. .this general rate case- .
proc¢eeding. o vawD s

FOW D

VAT

"w*-'ﬁ" ,(—}‘w‘,-p"f\' ot
- s

. - D.83-08-031 was issued..after the.-taking- of*evidence in the
Lirst phase,of,this proceeding - had -been concluded.. - None-of -the —i-¢
results, therefore, reflect -the order -in D.83-08-031.. The changes .-
necessary will be -grouped -as -"Recast 4% -and will .be included-in the-
final calculation of ‘any revenue incerease required.. .- oL ransaan s

e e b

Single decimal rounding was -used -to calculate -results. in
D.83-08-037 -but neither -that issue nor the relimination~of :calcul:a;t:r.on .
lag was specifically addressed in that:decision.~:These :Issues will:

e resolved dn this -one. -~ - LTT oo osema e

Opposition to Represeription Resul*S"' R R AL TR KIS B RPIE

e

‘The inmplementation of the :represcription life-and salvage
factors was opposed by.Towards Utility Rate Nonmalization,(IURN),mand
a "Users Group" composed of Ameri¢an Broadeasting,_.CBS, California- -
Clearing House Association, -and Tele-Communications Association, and’

by tre-Commission Staff Counsel:(dut.not by-the-techanical: starf).. .-
TORN Depreciationm - - - mopioe o Do owomoawn

- . M

-t "\,q s e

. TURN. presented Ida B Pound, -2h.D. as Lits: depreciation-~wt
witness.» Dr. Pound, an-aceounting educator at College:of Alameda;: -
has- vtaught.-accountingfor T4-years-and has:participated actively:in:
accounting professional assocdationsy’. - o0 oler o monnooy DI2,E0ILT0

LI

Dr. Pound-was generally critical-of -the:represcription: -

process. She explained that the proper matching of revenues, . cost,n
and expenses is necessary to aveold distortion of net income.

- L7466 -
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reasonable ‘and” consistent manner “to all the: accounting periods
related to i%s use. ‘A’ frequent reexamination “of“the- asset Tives- ‘and ™
salvage factors violates: tnis principle and causes aet revenues “£o ‘e
‘subjeect to the- vagaries of ‘estimates upon - estimates upon estfmates-of
rezaining lives. The- resulting change in‘the bYases for' determination
of net income-thus appers %0 run counter to sueh’ qualitative" .
accounting concepts as comparability, consistency reliability apd=-"
verifiabil"ty. . - . oo T Tonnan .
'"‘Another“contention of Dr. Poﬁnd‘Gasrtnat“tﬁe”freduent"
represcription of service lLives lends itself to a‘ charge of "abuse- and
nanipulatlon in order ‘to-justify- a rate fncrease.” Internal controls
Bmust de clearly established and” publicly” recognized 3 “avoideven-the
suspicion of abuse and° manipnlation.for “finanefal’ expediency. R
Additionally, she testified, Generally “Accepted: Accounting
Principles while not per’ect, strive for.:the. use"ofmobjective-data_in
.ne reporting of results of operations and finanefal" position of an
tity. In the triennfal reexamination-of- asset Iives anad salvage
’actors, objec*ivity is non-existent. "In"fact, “this case, the-doetor
said, amounts to gazing into a- crystal ball to" rorecast advancing‘-3“
technology and other factors that: nay Tead £6 obsolescence orthe”
asset. Making decisions based-orn the-opinions of the “triopartite’’ *
committee of the FCC, the CPUC and‘PT&T edgfreers; with-séeminglya -
common interest %0 give the company”more"reyennes;“is‘tﬁﬁ§¢dééisionf5

-~

Dr. Pound was concerned that encouraging ‘dabious‘use-of- "
depreciation accounting as a- device for: seeking rate-increases -could”
place the - CPUC in an embarassing: anti-public’ posture«that“would be a
signal to other utilities to adopt-the same practice-to*tie-detriment
of users. ‘The CPUC would be legitimizing ' what, in her view, is’ an~“4

o

ipappropriate manipulation of asset lives and salvage factors~to
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increase .the depreciation expense and tnus Justify an. increase cim, .
revenues. .

o . ~ e e - ,._.‘,‘ ,‘,_.......,_.\\,‘, _,..‘,\...N,..,..‘A,‘..m_‘,.

. mw - o oot G et

_-According to TURN's witness, most enlightened -businesses .
would normally dispose -of assgets that become prematurely obsoletem
assets through exchange, sale, or abandonment .and, .if necessary, .
izncur. losses as.a result.. Sucn losses _also-result. in. tax. savings as
some measure of compensatiocn, bowever any .sueh, losses would beA.he_,
durden of the company, i.e., zlow _tarough .to. tbe stockholde:s, aod .
might affect rate.of .return. .. LLMACAOS nr SICLNAAA RALmLAnT.

In the case of PT&T, shou’d losses due %o obsolescence
result.ia a lower.rate.of return, net of tax. savings, the company
would nave a more objective basis. for seekingia revenue cioninsuimoon
readjuetmenti In other words, Dr. Pound . believed ~this. typeoof,h.ﬂ“:
factual basis would be . 2. more. appropziate predicate ’or -3 reyvenue.. . .
increase than recurring. subjective shorteaing“or service lives. and .
sa’vage““actors to"accomplisn this.pgpnose.hu
ZCA Group's. Depreciation Position . R O P

- American Broadcasting. Company, Inc., CBS Inc., Californ-a.,
Banks Clearing Eouse Association, and the Iele-Communications By
Association (TCA Group).sponsored"testimonynprepared by, Lee. L.i{:ﬁth
Selwyn, PhD. Dr. Selwya was retalined, by the. TCA -8roup.-to. offer
Testinony on. af’iiiated relations, d‘vestiture and rate. design. ‘..‘
Since his testimony dealt. only incidentally with depreciation, the,
parties st-pulated that ne need not travel- from his headquarters in .
3oston to spomsor the exnibit in person.. ... .. s osoesozsl omngs

Dr. Selwyn was active.in-the. last general rate .case and his

contributions.regarding depreeiation .as. reiatedﬂtohmig:ation strategy
are discussed.extensively.in.D.83-08-031. . ... ..

<
- PRES N v N -

B
L R I T L

e Vel
A .

Bl «—,A-'v e

o In- vh*s proceediag-Dr. Selwyn was.concerned. that—inoreased
cdepreclation-would cause. .PT&T ratepayers to pay-increased.; .- . .-: ..
depreclation on plant assets.scheduled Lo be.transferred.to AT&T, and
AT&T would then pay less.as the net. book- value.at which they.are.to..
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be transferred would be less. Dr. Selwyn alleged that PT&T adopted
remaining lifle for this very purpese. Dr. Selwyn also sald that, by
increasing depreciation rates, PT&T was attempting to recover
stranded investment througn higher depreciation expenses-.‘

Gibbons' Commeats on Depreciation. e N

-

e -~ ,..._‘na.,-...-l..qn

At the invitation of the ALJ tne Assistant Director,,~ -

Finance, of the Revenue Requirements Division, John J- Gibbons,
commented on Dr.'Pound's testimony., Gibbons is the Commission s
hief advisor in accounting matters. ann S

ibbons testified that, while he generally agreed with Dr._ﬁ

Pound's testimony, he thought*thene was some misunderstandiné’on“her
part of the dirferences ‘n accounting for utilities and non—utilities.

He explained that in, unregulated businesses, fixed. assets 5
and depreciation are far less important tnan tney are for utilities:;
In nonregulated businesses, major asaets are typically inventories m;
aad receivables. Depreciable assets would ordinarily,be buildings,
for which service lives could be selected and continued unchanged_
until sold or disposed of. At the time of disposition the enterprise

would report a gain or loss on tne sale of tne assets, and that would
be that. P \hh.ﬂ;_ .- ‘,nw,u.-‘A, hﬁu,, - -

- < o ‘.".

v o

oW

Al R

For a wusilicy to follow~this practice would be\undesirable
Decause 1t would tend to assign lossesnon retirementatoxthe wrong
geaeration ol;customers.‘ Should an asset with a*uo-year estimated
life be retined after only 30 yearse as. under Dr. Pound s proposed
accounting treatment tne entire burden of tne undepreciated cost
would be borne by the*customers atutne 30tn year whenwit was
retired. If, on the other Rhand, as a result of continuing
reexamination of asset lives, it could be determined at the end of
the 15th year, that the asset was only going %o last 30 years, the
undepreciated balance ¢ould be spread over the remaining years and
that practice would de much fairer £o0 the utility customers.
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He pointed out that frequent review of utf?ity depreciation

T . oS

rates was commonp!ace, not onTy in caTTford¥a,‘but“1n other“strteS““'
and not onTy for te?ephone companies. but for aTW kfnds of

oo Sl MRS

utv?utfes. Magor ut111t1es are audfted by CPAs who gfve unquaiwfhep
opfnfons in mos% curoumstances, so there was no questjonnin Gfbbops
mind thet they felt as he felt. L

.‘.'\.\, ; _— '-.\—‘\1. . | ..:-..., e e

aff CounseT s Position on Depfecfatfon SR . o
The Revenue Requirements vafs1on having part1C1pated i*;

the represcrip*fon process, and havfng presen?ed wftness Yee to

Staff

~

o~

Counsel, however “had a dwFFerent positfon. The pertwnent part of

e

!

the staff brwef wath respect to the A 83 11 07 deprecfa*won request
is quoted verbatim as FoTTows*" '

- Yo
JRSNR I

-~

-~ I P NN PRI

. “ PERY

““Some controversy surrounds the triennwaT
represcription applifcation. The history of the
represcription process and the.Commission staff's
participation in the current trienn{al
represcription is discussed Tn Exhibdit 76, - Iei9s - -
signiffcant to note that throughout its entire.. -~
history, at no time has this Commission, or any
other commission, been presented with a demand -For
accelerated cApftaT recovery and a consequent.. . . .
fncrease in revenue requirement on the order of '
the amount requested herein (STGG’mTTTfon\ I -

-~
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Resistance to this major request has appeared in
many state commissfons. PT&T has fndicated they
will not begin booking the expense unt{l It is
authorized by this Commission.

“On January 6, 1983, the FCC released its
memorandum opinion and order (FCC 82-58%) 4n CC.
Docket .No.789~105RM-3017, which} in effect;

- reversed its earlfer policy of .allowing each ‘state :-.
to determine Tts own depreciation rates for
fntrastate ratemaking. 1In fts January order, the
FCC provided that state commissions_are henceforth
precluded-from-departing from deprecfation rates’
set by the FCC. ‘This Commission has-appealed:the: " -
preemption aspect of the order.

"Notwithstanding the appeal by this Commiss{on of

the attempted preemption by the FCC, the staff
recommends that the company be required.to- - .:
continue mafntaining separate memorandum aceounts . -
on an fntrastate dasis. The Commission should not"
act upon the.requested $166 -million. until-there:is-

a2 final decisfon Tn the court appeal which 45 not
subject to further review."

At the oral argument staff counsel clarified that, in this

passage of the brief, the word "staff" referred to staff counsel, and
not to the technical staff.

Depreciation Discussion

Though dispelled to a great extent by the agreement
reached 2s a result of the represcription process, some confusion
remains in the two major depreciation Tssues to be reached on this
case, namely the appropriateness of the remaining 1ife method and the

use of the prescribed depreciation factors in determining revenue
requirement in this case.
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The stra:ght 1fne remafnfng TTFe method wgs qupted 30

years ago by alT major Ca1ffornfa utf?ftfes,,ﬁfth the ex&eption of
PTSET. o

s
T e .
‘ R ’ - - Ve SR BT R sl o I
I o . &_1.,-;4 o o -
» e T - ¢

i la el
C T N L R A At

At that twme rémainfng 11fe wa5wc6nce1ved“as:a -measure to
enable the. ratepayer to- recefve a benefit for deprecfa

tfon-accrua?s

. A
y -y - i
. P - R
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: . e aew
- ST gem ot cemesss SNoTamaTrn an:
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accumulated d””‘"g WOPTG War I when ‘prant- reDTACQﬁé'"Wfﬂﬂ~

-War nt was.greatly
curteiled. Now. because of.xhe acce?erating matewoﬁwobsoaesence

affecting: many thfngs asapcigted“*

wfth gﬁectronTCS"remafhﬁng
N T e g e e
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the fervor typfcaT of recent converts.v The merits of the method are
unchanged however. regard?ess of the fact that the te?ephone .company

[ RN

no lenger opposes it. As Dr.o Pound testfffed recognftfon in aurate
proceeding of faster depreciatfon ratesegfves the company more ,n.ee
revenues. The strafght 11ne remainfng 11fe method has a bui1t 1n:~:
self-correcting. mechanism to.compensate for the errors Tnherent in

estimates of asset lives and. saTvage.

ce -
: AR ey

-As to. or. Se1wyn s. objections.‘this decfsion w111 not

become effectfve untfl after divestiture. The effect of any

Tncreased deprecfation expense will be moot, and the problem of
stranded plant was,_ a1Towed for fn D.83- 08h031.;

ARSIV

- . _The. Commfssvon, 1n D 83 08-031. useo singIe decvm 1 p1ace
roundfng and PT&T 'S request that thfs practfseqoe forma71ym
recognfzed is reasonab?e. o et

We will eliminate the one-year 1ag in the revfew process, -
and use remafnfng,]fves. p1ant sa?vage and ‘reserve, bi?ances
applficable for the~year in. whfch remafofng 71Fe deprecfatfon rates.
are set. Such an. arrangement woqu benefft aTT coocerned. .H,ﬁﬁi,\:

It is unfortunate that rate fncreases assocfated'eftﬁ""‘“
faster deprecfatfon rates have been proposed at a tfme when retes are
,increasing for other reasons.. However . e, beTieve chaqges Jn_ R

deprec1atfon rates are requfredvaf this tfme to ref?ect'rap1d changes-

3™ n..,,',., \-\' A...‘..,-.,.,.

i -
- -~
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in techno?ogies end the resulting obsoToescence of much exfsting

I IR TP S oo o

equipment. fhe deprecfatfon expense recommend by“staff i's reasonabT

and wiTT be adopted-' R T eI ane T s

we edopt the staff number because ey fs reasonab1e not
‘because it resuTts from 2 'dea1" strucE“between staff] "the attTity "
and the FCC staff.  The Commfssfon Ts_nor ‘bound "By the°1nforma1v‘.°“

-

process of represcrfption.“ Further fhe eoproprfateness of that'“
process‘fs not an fssue Lo be decfded ¥n this” proceeding; PTLTOVT
R ¥ response "o staff s concerns. we note “that’ our “3étfontt
nere is not a concessfon to the "FCC on the 1ssue of “state® 36:*m3331.
Jurfsdfction over ehe estab1fshment of deprecﬁatfon raﬁes“for

e e N - '-r"l'-n LRV "-‘ﬁ
B~ A LSl Dy RPN Y TT R
o A - e - P o T

o

- N o e e v . e w
RV C L R A o ‘..,‘..f:"“,"'{-n,, e A,

fatrastate plant and intrastate ratemakfng. “In spite of” the “pendency
of “the Commfssion s suft over the" matter of < jurfsdfctfoh we must

rule in the meantfme on” the technical” aspects of deprecfat1°n
expense. . ‘ . .“‘4"""’ :-.‘ H“.:‘l

rrafr%e‘;kggaseg‘

-~ e

Trafffc expenses “cons{st of saﬁarfes wages, and’ “e.
adm1nistratfve costs 1ncurreo in” the hahd1fng of* te1ephone ca11s by
switchboard operators and’ the costs assocfa%ed with administerﬁng
the ut11fzatfon and‘performance of the swﬁtcthg network.
| The estimate that PT&T made ‘For thfs category of ‘expenses

exceeds the staff estimate by‘$39 283 000 ‘or- 10.2%. ° A compar?s&idor
the two estimates s shown in Table Fr ~¥777 7% #nres rorgnioosces

T T SO
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o | Table 7 ;f”"' el
THE PACIFIC TELEPHONE-AND~IELEGRAPH COMPANY
RESULTS OF TOTAL CALIFORNIA OPERATIONS

- A''83-01=22 ESTIMATED YEAR® 1983'% - T 0

TRAFFIC EXPENSES THROUGH RECAST- #3-. - -

('-5,00;.0:) -

. A SN TLLIIN T as Tand CPTET Exceeds
Iten PT&T Staff _ﬁ;wnn~8taff

Account - T - oo SN e mmIwnne TS uaT
621 General Trf Supvr.., $ 58,08M~~; . -3 55~56& x:;:m'ﬁn2152Q:
622 Service Inspec. and .- - .. e : O B TR
Cust. Imstr. = 6’720_W”,A - 7 701 et (987)
624 Operator s Wages ': 295 008 ::'M; 269 288 7 25,720
626 Rest and Lunch Rooma ‘fi*;i161'”f"'ffMC o ‘f;"” ;:. 161’
627 Operator Employment Db e e lane _\ T Y s PRRIAND RS IR et
Trafining - - T 10,869
629 C.0. Statiomery & Priat. 8,041 .. ur txi gogren’
630 C.0. House Service 4,782 .m,__";:;nk,Tgkf:;L_.m:;;_w59&~
631 Misc. C.0. Expenmse - = 47,049 = 27 37 T el 3,370
632 Public Tel. Expense =~ 7 7 U IgQ2~ . " ol Lpegc oviiatinootllpe
Wage 'ov‘éplay 1Y - Y- SRR B Te I o T
Subtotal B AR 7 1)-1 -k *o 1) $386"846“"“V34 °$39,285 -
Ad3 ustmen* Ll L e L L R ILWELMOLLIT L. mILIamorong
o3 % & R N A T O R R A -I TR i
Depr‘. SL-RL oo e L6y s e M e ma 0
Recast #1, #2, #3 Total $424,501 $385,218 $39,283 -
SL-RL Adjustment -added back- .. -+ ~x e ae -6

. $385 234

PO

(Red Figure) ,
Traffic Expenses are labor intensive and approximately 70%
£ the category cousists of Ac. 624, Operators' Wages.
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PT&T's estimates were based on its 1982 NOI "View" of the
1983 test year based oz a higner level of economic activity than that
ol the staff. The economy d‘d not perform—asxanbic1pated and, in its
brief PT&T stated tham,~wnile it had- reservations concerning the
consistency of the methodology used-‘throughout: the staff report
(Exh. 28), the staff evaluation ofTraffic Expenses appeared to be

internally: consistent and the utility had no reservations about the
staffiestimate. . 0~ PR ol

U it L

The PT&T showing was presented by Vice President King: amd;
vhe staff study by Arthur J. Nett}es, PE, an Assistant Utilittes >

v -

Engineer in the Commission's Communications Divisions- _ QﬁiVﬁ“f SRE
Because Nets les! excellent work, altnough diffeping“'

szgnificantly rrom tne company* s results, received prectically

complete acceptance by PT&T, the Commission will adopt his

Aty > b

recommendation of -$385,218,000 as a reasonable 1983 tes& year~ e
allowance for Traffic Expenses. - « . -n.wc | veyszor 25

L ) PRRAPE .

Commercial Expenses - Overview - .- . coplum T iias LS n T

R R N S ¢

Commerce¢ial -Expenses coasist. of salaries,. wages and :: -

administrat‘ve cests for handling customer service order. contracts,
the field co’lection of revenues, marketing and sales unctions

*sc*ﬁdiﬁg advertising, and the expense .assoclated with the - ... -

preparation and distribution of telephone directories. ca e
PT&T's 1983 test year estimate of $808,990,000 for this

categozy exceeds . the s.arf estimate._ of $711 778,000 by»$97”212 000 or

13 T%. S T Rl ColeT T S 0L runnat

The derivation of the two estimates Islshown - Lmov. <.

Table 8: ’ .
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Table 8 cemonennt lazomommal
. r,-...,a-. R I - - o
LA Vel e

“THE PACIFIC -TELEPHONE .AND TELEGRAPH LOMPANY ..
‘ RESULTS OF TOTAL CALIFORNIA OPERATIONS
C AL 83-01 22 ESTIMATED -YEAR' 198 3 i
- EXPENSES. THROUGHE: RECAST #3 . oo
($OOO)

. LT e - -
e e o e B o -

, B T T e R L TV S FS T P Rl PT&W Exceed&
""cem - prat [ ['statf 7 __ Staff
Account T f”;“f”‘~;‘f7 o
640 Gen. -Coml. ‘Adm.-" "7 STTU; TN " -5 $1T20426 -0
. 642 Advertising--.-- . .. 33,828, -2 -~ . 33,302~
643 Sales Expense ..ﬂ142 729 . 141,335
644 Conn. Company Rel. = ° =St 111 7iil’ codg 3ot
645 Local Commercial Ops. - 394 Q43+ - 359,529 . -~-.
648 Public -Tel. Comm, - - A“17y331, oL F1T,0588 L

649 Directory Expemse 171,783 ies,038
650 0tk. Coml. Exp. - -~~~ A I - e

Sub-Total befcre adjustments $935 ;589" '\’r'$89§ﬁ3&9‘5 RS $&f;730¢;,
CTI - . AR, (115 308) : R S u’a 09‘9\‘

Ratezaking Adjustments -~ - R LT =REETY
CI-IZ-COLA & CPI Adj:- -~ 0 . noann 7 978 -,
Advertising. o L -1
Mulsi-State Marketing e " - S S e R
Sale of .CPE: S e : ) o e o C935)
Depr. SL-RL L. s e Q.
Dues and Denations 2Ty R

Recast #2, #3,-Total = - - 85990 ¢ s'rw 7785 - $97,212

SL;RL“AdJuStmene;fd UGS U et 113 T Ne Ll Io. Ll
Dues:and. Domations. 7 -~ Il ool ot D LLivolliioowfoo s LEt,
added .dack. . . - 7L%L§2%“

T BT SNDOVE T RN NE Loolvone
e (Red Figure) )

g ~ oo M - »_,.,u o~

As can be 3een ’rom the .able, the major dir’erenée is in

esvimace of the efrects.or CI II. The second major'difference
iz Ac. 6&5, uocal Commercial Operatlons._h

R ~ e

PT&T's estimate was sponsored bf1V1ée Péesideht Klng and ..
staf"s by Associate Utilities Engineer Gerald H. Buseh, P TELUTér
Commission's Communications Division.




Commercial Expenses,
BAU and CI=II Differences

After- reviewing PT&T'S CI-II" overlay-td-its 1983 BAU
estimates of commercial ‘expenses,- Buscn connlnded the utility s Cl-II
overlay method did not consider all tne ma-jor ‘changes that needed to
be made to its normal operating practices, resulting in overstatement
of commercial expenses before applying the CI-II overlay. The starf,
therefore; made its~own estimate, using productivity and voinne )
estinmates, which affected Ac. 645, -Local Commercial .Operations, and B
different COLA and Consumer Price Index (CPIL) factors, whfcn af’ected
all of the BAU Commercial Expense accounts. - ”w’”“ff H*Hf S

PEtebat et

. Busch's Ac. 645 expense -estimate was lower “Lhan the:®.
dility s because: ne estimated lower volumes and“better productivity

.nan the utility did ‘for the Business Service Center (Bééﬁfand -
Residence Service Center (RSC) oﬂriceaii He fdnnd that_the utilit§
es,imated lower productivity for the RSC's proceésing of service‘::
orcers and live collections for 1982 than actually, occurred. .This.. .
vaderestimation contributed to the difference between! tne 1983-staff
aznd u,iliny BAT estimate of Ac.. 6&5 of’ices expenses. .. e

adjustments resulted in $317,030, OOO of the difference in: Ac.,eus, N
Local Commercial Operations expense. VT -

_ The staff. 1983 BAT commercial expenses are, also less tnan,i
vhe utility 8 because of the use of COLA and CPI estimates wnich -are:
less than the utility's. Busch used COLA and CPI.factor: estimates»
provided by the Revenue Requiremenca Division. The staff's’ COLA and
CPI reduced tne labor aad otner expense in eacn commercial ageount by
2.0% and 1.6%, respect_vely, resulting in a STS 8225 OOO difference
between the staff and the utility.“ The ‘$15, 822 000 in not shown o

G e T

separately but waa apportioned to eacn commercial account

_~y e
' A

pnoport onate to tne account s nmount of ‘Ldbor” and other expenses., :

—-. - ——«.\ - -"-'.n-- ”\_
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“Differences in-the PT&T ‘and staff's Commercial “Expense o.: i
estimates are difficult to reconcile because of ‘the 'format ‘adopted : °
for this decision, which was adapted from the :sequence.iof ‘events
transpiring durfng the company's preparation of {ts.-case. ».Theo.n 1
company used a CI-II overlay to its BAU showing, whereas .the -staff:-~:
estimated a one-plece 1983 showing, using the :CI-II guidellnes. The
differences between the 'parts of .the makeup .cannot be identified :on -
the previous table but. are spread out among-thelitems. : or u~omiZiin

The differences between the various accounts, “on:a:CI-IX . 7=
basils, as explained by the staff, are as follows:s oo oo Lovorao

Ac.640, General Commercial Expenses .. ~2. .° - <

PT&T's estimate of Ac. 640 on a CI-II basis:of $144,596,000
exceeds the staff's estimate of $143,512,000 by $1,;084,000 or :0.8%. =
The difference is due to 'the staff's reduction of the utility's: -7
$6,451,000 .PhoneCenter expenses charged to this .account by $1,084,000
or 16.8%. An explanation of this reduction .is ‘discussed .underci. Ii-
Ac. 645 because it. LsTdirectry'proportrondbﬁtc"the"large%reduction in
ProneCenter expenses .proposed by the starr An thataceount, . 1 o LT

Ac. 643, Sales-Expense . .. It uomin S T A

PT&T's estimate of Ac. 843 on"a CI-IL basiscof t$84,403,000. -
exceeds the staff-estimate of “$42,546;000 by $41,857,0000r 68 4% 2.
The difference is due to the staff's reductlioniof -the utility's-
estimate of Marketing:Sales force in Business Services. :Mdrketing
Sales' salaries and "expenses represent the major portion-ofsthisuo«n:
account. The staff contends: that;-because of.CI-IIl,.a Yarge -sales::~
force will not be required because PT&T:no longer will_ have an:..w.::
faventory to sell, especially-of:the-larger PBX: aystemswsucb as:

Dimension and Hoerizon. RS

“PT&T contended "that the.sales: force williconcentrate on
sales"of Centrex; a-system that relocates: switching funetions:of-ari:
PBX back to thevutility"s -central ofifice. "“Also, theisales:force. .~

P PR T - - . ve T om - . -
~ " ) o : . . ey B

v o PUSEEN C-
o i w e N T PR \"\'A.JA»‘J i
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would put more .emphasis on 'wide area "telephone service-and other
network and :toll ~stimulation. ~ . v/ oronmem 22 slloltion emn ononrorira

~ S Nt ot

It ‘appeared--to the .staff. that PT&I does not follow up-~on~c~
the economic Justification—Qn,the;eroﬁfepi&gs;tOwde;enminepLthhex;q:
are profitabdble. - WL T wlt IR LrL o Nvalmovg II-TO 2 v nTor

.:The staff‘recommended what~itrconsidere¢ to-dbear sufficient
sales force~to;senverthe¢utili¢ytSsbusinesswpremisefequipmenb:ovut";~
custonmers, to market Centrex, to 'sell network 'services, and:ito manage
PT&T"s ‘existing bdusiness customer -accounts. This-would beT9U4S5 people
as compared to the 1,600 proposed-by PT&T. - v Locioloxe oo oLoliad

Ac. 645, Local Commercial Operations~ .~ 0 . i{, n,

The staff's estimate of test-year 1983 _Ac. 6&5 ‘expense is
$33& n38 000 and--the utility's 1983 CI-II estimate is57.$379,652,000. ..
The utility's estimate exceeds the staff's by $46,214,0000r. 123.8%9.:7
Of .that difference $7,708,000 is-in BSC expenses, -$23,400;000 48 dnx:
RSC expenses, and .$15,016,000 :is:in PhoneCenter:Store . (PCS) expenses:

.PT&T maintains -BSC -offices -where its -business-customers can

place telephone - service orders, make billing-adjustments, and- 7 -::7

register questions, complaints and other .Inquiries with the utility.
3SC offices process senvice orders . .for-entry -to-the utilricy's
appropriate - computer or-order processing-systems; and-they.perform::
bill c¢ollection activitdes oo~ rumorn S nr oL onlowonanan,

- et . . . -

-The lower-.staflf BSC estimate-~was:dbased-on-recorded data:
:hrough ‘November - m982,.as.compare¢¢to;the-telephone_companyws,Manchuq
1682 data. The later data indicated:-te:the -starff that:1983 BSCrucoo
activities 'would be Lower, and7its estimate.of BSCrexpenses. ofw .~z
$121,978,000 ‘was. $7,708,000 lower compared to:PT&T's.6: B%thgher~ﬂ“~'
estimate of $129,686,000. T TR CIE T FOE N e

- TGRS S M

© The -RSC-offices-of the utilivy: perform~essentrally the same.
duties;aSMthefBSC offices .except .they are-for-residence~customers. ..
The lower-stallf estimate of RSC.expenses.was_caused dy-thes:s .- .2 3%«

ELR I

availability of November 1982 data by %the staff's lower forecasted
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work volumes,. by- lmprovenents in- productivity expected by.‘the:staff,.c
and by the transfer Of PCS £0 AT&T. ~. ~- - ool 5=l o cms noe l’ m--

LN . O - R T R v

The staff estimate allowed for the: effect of several. . hs
advanced business information projects ¢coming on’ line - which will

greatly facilitate street address location and assignment:of .outside-:
plant. o - “ - - L e e e, '. L - ;;j' . T T S MR TIPN

The transfer of the PCS:xo.AI&Imreqwired‘the;RscuofficeSLt0<
assume the utility related functions Tormerly performed by the PCS.:-
This CI-II impact caused PT&T to. assign an--additional 1,206,000 "
person~hours to RCS. Thé‘atafr‘consideredv889v00@cper30n—hour3mtonbe‘
more appropriaves ... o0 on D0 orIno L ots Thoon o0 D0 Dlulw et

- - - - - 2N R O Tl

PT&T estimated.1983 ‘test year. RSC: person-hours-at .zc.mtl:

U O -

12,359,000. The staff thought 10,789,000  a more likely. figure. . The:-
PT&T 1983 expense estimate for RSC office expense. was $207,639,000,
which was $23,490,000 a 12.8% higher than the. .staff estimate. ~.~.o -

v o

Before CI-II, the pCs were the utility's:-familiar retalil

outlets. PT&T positioned, through its advertising and other-methods,

the PCS as the place for residence customers: to go to-obtain the
utility's products and- services. . In-addition to-meeting the.:. .~ o7
customers' terainal equipment needs, -the -PCS. initiated orders for .-
access lines and any desired network -serviceus - -vooo o noLlun ot
In addition to PCS, the utility maintained and stilll . =o¢
maintains -Bell-Customer Service Centers .(BCSC). .. The BCSC--are. leased. .
spaced locations -that provide only defective equipment:-replacement.. . .
program;and return.-services. - They are typically -located :in small: -
vowas which PT&T deemed could not support -a PCS operation or:-where a .
PCS location actually :closed due Lo -decliaing activity. --The BCSCy - -
however, perform 210 order activity as do-the PCS. ~-Additionally, they
are typically open only fronm 10 a.m. to 2:p.m.,-Moanday through Friday.
The staff reviewed . the workpapers by whieh PT&T made . its .~
1983-PCS and -BCSC .estimates-and infitiated a series -of inquiries.  Not

- =~ - - O -~

o ~
[ P R Ve ey

) . S e e
L R R A
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belng satisfied that the companyhestimaxesadeq&ately:*ook:tne;manywza~
rapifications of CI-II into account,.the staff” proceeded o make its..
own independent ‘estimate for: thesel activitiesiirc "L oil

- The staff. also,: in the field, reviewed the :activities.cof.w
the. PCS's and.BCSCseJ,Beginn&ngwtn.Januaryuoﬁrisesg:zhewRCShwere“;m.¢
renamed "PTSC" (Pacific Telephone Service Centers), and the emphasis -
shifted Trom sales of termimal equipment :to: service. . -The.:starfrf
estimated that 80% of the 3,410,000:3ervice orders: that it estimated: .
for 1983 would be transferred to. RSCs..: The staff.alse .determined ..z"
that orders would be processed moreefficiently’ at ‘the -RSCs .because .-
tize would not be spent in lengthy sales presentationauforﬂtetephoﬁem
equipment. . Moreover, the: calling ¢ard campalgn .of:.1982 ‘required
credlit checks. while the: customer was placiag his’ ordersT  LOIOLIUE, Ar

e i

A fleld. Lnspection of. a2 BCSC, -and a .review .of::the. operating

opena:ing-rentrwthese\’acilit~esfexperiencedﬁsmatlusetuheplacement
and return actividty. .. .It o vll rLoanantor L Detnlironog THETE noell

- - ‘J\ P N L N T ™

The PI&T management Told Buseh that *essentially all plans .
for residence celephone.semndistributionwcamemfrom,At&tctmwNew;\;wn:“

Jersey. AT&T was undertaking field: trials: into. alternate set~.o:.ii.s
distridbution systems that could be more cost~effective than PCS .orco.
BCSC. These systenxs: included::contracting with serviceragents who
could perform multiple activities including .set .recovery, .orderin.
pickup, and dropoff. . Additiomally, 'the utility was ‘considering: ...
expanding its contract with PhotoMat s¢o that ‘acustomer,-in addition:
%0 telephone set drop off or return, .could also-arrange.pre~ ..
negotiated ‘set plckup and/or .defective equipment exchange,o.l. oo, Z5S
' Ratemaking Adjustments ... . .v.10. "INl Uf TAlUnel L neovowns
Both PT&T "and -staff reduced~tneir"CI-IImesthates forr
ratemaking- adjustments. The staff Advertising-adjust mentuelimlnates
$330,000 -that was ‘budgeted for PT&T"s Qlympic.Sponsorship -:Programiis:
The staff considered this institutional advertising. The Multi-State
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~ oo n-ﬁ\-‘ﬁr

Ma*keting over which there was no disagreement, was the portion the h
MSM benefiting AT&T’Long Lines. The COLA and’ CPI adjustments are“to'
reflect tne starf CI-II estimates of these items. As explained )

earlier, the difrerences Iin BAU, COLA, and CPI rates ‘are’ included in'

each of the BAU accounts. = - ST TRl T

Commercial Expenses - Rebuttal and Surpebuttal - - T TR
PT&T Vice’President King responded tnat PT&T must stimulate
and generate add‘tional revenues and it is imperative that"PT&T

retain its current revenue stream and. minimize competitivc :"wf””""

e

[ -

nerability. PT&T must remain responsive to customer_demands R dfw
order to meet i ts obligation to serve all customers. To tnat end it
is essential for PI&T to maintain its customers'hconfidence by naving
an agr essive, proressional sales force well positioned to serve its -
cusuomers. King did not consider the staff's 9&5-person pre"mi:se‘w ik
sales foree adequaue to meet PT&T's own revenue estimates'ror 198§ or

- P

the staff's estimates. o T T emeeE

. King questioned the staff 3 M-minute production time per e
RSC order, based on ‘the actual experienced 1982 time Pequiremenes

oo

In the NOI estimate PT&T used 20 minutes ‘and King said tnat the 1982
experienced value was atypical In 1982 80% of(the "inward" (new"“i
customer) orders’ were taken at tne PCS These take tne longest to'”"
complete and will impact 1983 RSC order production time‘because ‘of " g
their transfer to RSCs. Also, the 1983 Single Line Sales program

—

will impact customer contact tfme, since th‘s program was not oS
effect for most of 1982. AlSO, in 1982 "PT&T Initiated a one time_;
"ealls 28 card" Coredit card) sales campaign.‘“During the" T e

U

approx mately 8 months of” this campaign, order product on time':‘ff f
decreased to 8 minutes. A“ter the - campaign, it rebounded “to 21

L P ey Pl

minutes. " - : Lnoer Comie e e s e

King critized tne sample of 40 orders that'Busch took to
validate his T4-mfnute’ estimate'. - Considering tne §-nfITon “RSC”

sos o "”n",' ’(\ L R T
. INARINARY

- \4‘. W ¥l

-"63"-
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orders processed in 1982 uo was clearly not a 1arge enough sample to
produce a valid Judgment._\ ' ' o

- L ﬁ_v - ,,,,',‘~rn,,,,..- /v
Ml e

King said that the staff s metnocology was used to estimate

EITY RPN e

an allowance of 236,072 person-hours for.all work activities other .
than order segotiation {n PTSC. He said tnere would continue to be :
significant activity in the a*ea of set returns;’set.replacements, N
set distribution and payments collection'wo“k activities.mﬁ B
In response Buscn contended that the h gh 214minute order

PRSI

~

P

%o AT&T and the reass_gning of P“&T personnel from the stores to .
RSC. During the transition time ‘orders were'nandled Jointly by tne T
PCS and RSC. He introduced as an exhibit a shéet from a PT&T i, 'f
'-a_ning manual which ndicated from role-play studies and an actual

La
PINRLROAY,

shared conoact trial that this shared contact program would take\:““
service representatives an average of. 22 minutes for é new connection'
and 15 minutes for a transfer. Buseh verified th s by mon*toring
contacts in field visit to a PT&T office. h:i‘\" :!,“ o
Btsch also sa*d tnat the ealling card campaign involved

PO G

posteard replies, use of an 800 number and éCS as well as. RSCs.ﬂV”'

~ -

dhere an RSC contact was invo ved time requirements éeré increased

beeause .ne sales eps were selling credit cards as part of a total
package .nvolving "inward" orders and transfer orders.

-

 Busch conmeluded by repeating his assertion'that PT&T was:'"
gressively sell*ng services regardless of their profi ability, in

-

(DDS) as an example._ DDS nad been cited by Mr. King ‘as one of the B

1Y

rofitable services for which PT&I's aceount executives would be e
axing.a very aggressive and "proactive" role *n find ng solutionsw;;
or its custonmers' business problems. Busch presented an exhibdit o

showing DDS had. *ealized negative or very low annual rates of'EéE&éa

since. its inception, wnen tne provisional DDS tariff expired in \

November of 1982, PT&T did not renew Lt. I

B

T e e ¥
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Discussion of Commercmal Exgenses

Pt e e s —— N
- ol

From-a.careful evaluatlon of‘the recofd concernxng
Commercial Expenses,,the Coﬁm;ssion conclﬁdes that the stsff éééiﬁéée
is a reasonable allowance of an, axwunt necessary to fund'PT&I 's )
customer service, marketing, and sales funct;ons for‘tﬁedéeséyiear
1983. The s:aff s estimates. are based on later data ané‘e' o
realistic eppraisal of the effects of CI-II on sales actz&itzes.,'wué

P i L WP

We will, however, make ome revis;on Ln the staff estlmate .We&AA

Sk e

agree with Pacific that the staff estzmate of Account #645 is in

erzor because the staf not only reduced new . order volumesamn

[V

Phone .Center stores by 80% to reflect, their transfer to Residence
Sexvice Centers, it also reduced other order-volumes i éﬁone e
Center stores by 80%, even though these lacter volumes were mot
transferred elsewhere. The effect of this revisiom is to increase
the staff's commercial expense level by $7.8 milliom.

The Commission will £ind that $719,957,000 is a reasonable
allowance for Commercial Expenses on a Recast 3 basis. This amount
should be more than sufficient for PT&T to field a prudent level
of sales and marking effort commensurate with its transition to
an independent utilicy.

General Office Salaries and Expenses

Gemeral Office Salaries and Expense includes those

operating costs incurred in performing the executive, accounting,

treasury, legal, personnel, public relatioms and other genmeral office
funetions.
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though the staff's estimated General Qffice Salaries and
Expenses were $16,774,000 less than PT&T' S, the company contested .
only the starf allowance for Ac. 664, ~Law Depa omeour—wnxonmwass"'” =

o st A

$682,000 lower ‘than the utility, ‘and “a reduction’of” $125“QOO in

Ac. 665, Otner General ‘Offfce Salarfes and Exbenses, woien "“”:‘333;

represented cost of anti-trust Iitigation. e
‘This category of expensea was presented by PT&T 'S" VIce‘*ffz

Pesident &ing, and” by the Commission staff“s Randall C: 'CHina: Chian

was alse responsible for the category "Operating Rencs""and for4:‘":

m3alance Other Operat ng Bxpenaes" ‘except Ac 6723 Relier“and*"”” =

°ensions, ‘and also” fo. the Business Information Systems portion of=a-

- - - . s

Ac. 575, Other Expenses. Soooaut winT fox 2infe LI wimnsod Towmo

The development of “the- General Office Salaries aﬁafzipéﬁéég
caoegory is shown on 1hble'9*” TATO SMDLINT Gha P ETOIEed

N, ..
— A N T Ty

VLT L. eLt
S ERT [T
Tl G

P .»),....‘. v—
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' PACIFIC TELEPHONE AND TELEGRAPH COMPANY "~ """~ °
- RESULTS OF TOTAL: CALIFORNIA OPERATIONS: :z. .=
A.83-01-22 ESTIMATED YEAR .1983..
GENERAL OFFICE SALARIES AND‘EXPENSES THROUGH’RECAST #3

Item,

Account .
661 Executive
662 Accounting

663 Treasury -
664 Legal .

665 Otber .
Wage/Salary
Subtotal.

Adjusnmenta
CI-1I
Net CI-IT B
MIPP. - =~
Subtotal

Ratemaking
Citizenshlp =
Legislative o
Dues ~& Donations:
Antitrust
Shareholder

Subtotal Ratemaking

Recast ' #7T Subtotal
Sale of CPE

Recast:#2, #3:Total .-

($000)

et

PT&T

s 3:0&&‘
© 19&;320* 0

-T15930
10,645

n-\_.qn_,

" 259,044,_fm;“

220

| $483,203

(8;557Y
”"uT&fsﬁe‘“'
TR o -

- $UTH, 646

... L12)
T(48TY

(246).z -

(75) .
(99) "

“‘<9¢3>

) *n73 733 ;”“

L 373r733~

-~

Dues & -.Donations Removed -~ -7 ..

. . . R .
T . N “ P

P .

-":$M5&;5&3cxn o

e G2T)LT ot Al
L JoPlS6,932 Lol

tey - o

-, Sews e

Coooan smonon WPT&T Exceeds

Staff Staff .

Z§~g3fowu.if:tw¢' ;L- D
5139343207 -L‘$-5‘443
11,980 nnoss ot el Tl

-3 963 T .;:;Swgiégg

252»257 6,787

.

0. . 0

AR

’;;53?Qt95§'::;;5

$13,137

[ teyTe0y et e
' M Felnn e, 3R
T 16,103

«,~Cuﬂﬂ...P
‘ ‘H?(*u-s-w ), e
srnn l CRRBBYATT Lo Liue it
(200) . 22125
(99) . e

: :i‘cr 038) 125

165228
2. v546.
16,774

457,505 ~7oUET
g A*(546)! al ool

2 456,989 nn~LE

(Red Figure)
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The legal expense adjustment was based on the staff's
elimination of £ive new positions,in the Legal Department proposed to
kandle a claimed.50$ increase in.wonkloadguwﬁninn,was not able to
secure adequate justitication Of ‘tnTs staffing inecrease. from PT&T in
Time %o complete his report and”so remo;ed.the fineﬂnositzcns.

. The record is not clear whether the five positions were Tat
.tne-clerical para-legal or professional level. Even assumrng they
are all lawyers, $136 &00 per position is not cheap. A :undamental
budgeting rule for. submitting requests fcr new positlons;iswthat:each
of the positioas’ must ‘ve fully Justiried by adequate workload"
statisties. Lacktng specific sttification, new positions” cannot be

authorized. The Commission will accept Chinn's estimate which <°°
excludes the five#new—posit‘ons ST L AR

Chinn's ‘elimination of $125 OOO is part of an overall““l“é
antitrust adjustment prepared by staff accountant Jinmmie G Low{t~Fcr
*easons that w;’l discussed unden tne _heading "Antitrust anenses;
the. Commzssion will not make tnis adjustment. Adopted General:-Qffice
Salaries and Expenses, -through Recast:#3, are therefore $457,084,:000.
Service Measurement

Dalgiv.Singh, P.E., conducted an extensive revfewﬁf:"

analysis of PT&I's telephone service quality and prepared:ca
whlch was *eceived ‘as an exhibit- f*f

~

ingh concluded that PI&I'S overall service penformance is

- A e

in the standard service range. He believed the leve%_cgﬂtelephone ,
serv;ce %o be generally satmsfactory and adequate. ) Ei: Tl .'
Sizngh explained the uniform-standards established by the:
Commission's General Order 133, Rules GoverningcTelephone.Service;.:
and reported very favorable performance by PT&T as neasured by these
standards.

N R
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- Singh reviewed PT&T's internal’ service quality" indicators:
and was not impressed by two of° the telephone’ company’s. customeri®or
opinion service surveys, the Telephone Service Attitude Measurement-
(TELSAM)- and Telephone Consumer Attitude Measurement’ (TELCAM).

' TELSAM measures customer satisfaction’ with™ PT&T"sC'service’
after a contact by the customer with one of ‘the ‘company's service -
activities, such-as installation and repair service centers,
ProneCenter stores, business offices,” ete. - A sample of-such t. ..~
customers are contacted and are subjected to a°‘structured interview
in order to obtain the customers™ appraisal of the- quality of the
company's service. To insure objectivity,” the’ interviews~are
conducted by outside public: opinion ‘specfalists.’ ' ~- 777 ' 3%

~ Sipgh, while satisfied with' the sampling’ prdEedd?%s,;”J"‘i
thought that the TELSAM questionnaires were desighed  to obtain 2" high
percentage of favorable customer responses. He considered them £6 be
mere a measure of the -courtesy of PT&T"s employees rather than of
basic telephone service. Singh‘testifiéd"fhaﬁ‘Hfb*é&hiYﬁisrshoﬁéd*
that TELSAM results canpot be substituted for basice” telephone "
Zeasurenents, such as those required by GO 133. i

' Also, according to-s~ngn wextensive-revibfdns*On the TELSAM

ccmparison pruposes in observing specific treads.: <" 7n vl nonnil

‘The staff recognized that courtesy ‘dnd ‘responsiveness are
essential for good service, but recommended that, iastead of'monthiy,
TELSAM surveys should be done only twice a year, with-additfomal il
surveys for an additional thrée months for 104 of -the entities
reporting the lowest overall customer satisfaction. — PTET -estimated
$2,431,000 for the 1983 TELSAM program while Singh recommended thHat'
$559,000 be included -for TELSAM in ‘the -staff’ siestimatem“or Ad””665,
Other General Office, -Salaries, and Expenses.'” e

- 'TELCAM ‘was introduced by PT&T™s Public Rerafiéﬁs'ﬁéﬁarhﬁént
to determine the customers' attitude to PT&T's corporate image ‘and to
provide a focus for future public relations activities intended to
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produce an eavirosment supportive:of,-or,at least, neutral: to, the
company's. P'bjecfﬁve" -~ The. 1 983 cost- of. TELCAM- 13, ;e-,‘:’.u?a}e:%:?'oz be ..
$50,000. - . ... L —_— e e n LLIYALG BT o
The—staff concluded that~TELCAM providedﬁno bepelit: to the
customers. and- the staff' s~est;mate—ﬁontkc}<652,;Apooun§1ng, does not
include an allowance for TELCAM... . ~.--voivo a2 v

. -, L namne ~ M
N P PR, .. . - ‘ -u\- -

~_The staff service report also contalned. recommendations for
revision of-GO 133.- Revision 0of. GO 133 is beyond the scope. .of . this:
proceeding and will-not be considered. .o ni:n o cnas oo gnen: oLl

.. The PT&T bdbrief argued. that the Staff's. TELSAM . ;
recommendation waa.not.scatietlcally valid,. and- the. results woulc-\
reduce the conf*denoe level of.the survey and increaee.sampling-m,
costs.
be pres er,able %o, that r'ec,om.en@ed‘, ,H,ﬁ.-byaﬁtiashv But. ,,l.t ;“.4:11:.' adont. ;R’;&.;:
proposed allowance. The ?ELSAM~§urV3¥w§$.h?i@8L¢QPQPFtQ§fhaﬁxgh%ur
aspeots of,self-re*ntorcementvao& self-approval by -the.company. IThe

measuremen%&» Should be~m9:e‘Qbaneﬁgﬁr‘ciQQﬁxﬁe iﬁﬁ&?ifY}QEEEQWQRr:
dissatisfaction. : e e
L -~ The company did no*'contest—tbe-starﬂ.tELCAM -treatment and
apparently recognizes -that its image building_purpose& are not -
appropriate expenditures. to be .pald. by .the customers... mhe

N T P Tl
v et W --v-- N

,a*lowanceo_.ﬁo.‘ -
Operating Rents. . = .

P P T L X IR A - T
v P v e e b N g o

s ElaRels oo o
ERIN con - - e

.. - Staft witness Cninn reviewed Operating Rent& \ R
category includes -rental -costs Lor admindistrative. spacefoccupied by
work. groups- or equipment. . Examples. would-be leased .administrative.-
quarters, business offices, and operating-service .centers. Also:...
included are a few minor. items.-such as circuit rentals and .the.costs

- of rights of way.  The development.of this.category.ls shown in
~-Tadble 10s - ...,

L]
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It Tablera0 v o: nmaoT L

PACIFIC TELEPHONE & TELEGRAPE COMPANY =~
RESULTS OF TOTAL CALIFORNIA. OPERATIONS
.A.83-01-22 ESTIMATED YEAR 1983 ..
OPERATING RENTS TEROUGH RECAST #3
($000)
: = i o S Sl PT&T: Exceeds
Ttem PT&T Starr . __ Staff

3AU OpcratinghRents . "'$83,z3u‘ $50 015 $23’219
Adjustments - - . v; (8. Shs
.(4L8$g>n:;5. 36. .. 11

s,
JORRTOA

Ratemaking P L e e e e e
CAntinrust . S (62) ‘: (62) R wuch.o.

Recass #3 Operating ‘Rents 78,321 s 5‘% 091 23 230”'

~ — ' -
ol wa‘_,,u..,-

Chinn s revieﬁvcf this account revpaled a. 12%% increase Lor

the S-year period through the. end of, 1983 Because-of this. rather .o
ramatic rise the starf directed. partlcular attention to. tnis acccunt.

The staff did not queation whether the. utility s, operating
reats budgeting process reasonably approximates its expenditures.,J
Rather, tbe staff focused on the quest;on.of whether those
expenditures were just and reasonable To answer this the staf{_
cons;dered txo -ndicators°_ cost per. square coot of leased_cbace‘and
average -eased square footage per employee.”_Iheﬂ;;rgpLgpc;cgypr;yay
%0 test whether the price was reasonable;. the second, if. the. amount
or space was reasonable. S | '

e To-obtain cost per~square-foot of—tbe—leased space*the
starf simply divided the total California operating rents expense by
the average California leased square footage. Fron 1919 to 1983 ‘the
utility'’'s cost of leased space increased from $3.48/sq. fe.c o -
$5.78/3q. ft., a 663%. rise. Information received from real estate

drokers and property managers throughout. the -state. indicated to.the
staff that this increase was reasonable. | |

e S
RS

-
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The staff found a relatively stable level of average square
footage of leased. space per employee from. 1978 Lo 1981 In 1982,

[

however, is level” ;Lnoreased 26% over: the 1978—.1981 average and the

1983 level was 37% above the averége.m Ihedoompanyms level is shown
below. N

o

Average-Leased  —-—~.
Square Footage-".. - ;fgvi;g
Per Employee 95 98 105

- Year 1978 1919; 1980 1981

Wher asked by Chinn' £or an explanation of this sudden,
dramatic rise, the utility responded that the primary cause was ﬁhe

L

Business Service Center/Reszdential Service Center. (BSC(RSC)I v
consolidation. The' staff agreed that paradotically. codeoildétion _
¢an require extra space on’a temporary ‘basis. s’ the” utrlity
consolidates 1nto a mew looatlon, the old locations‘migut ot Ve 7
‘productively~reused Also, 1t way not be: possible ‘to terminate ‘the
ole leases econom;cally. The utility could, tnerefore, be burdened
with surplus’ space until old ‘Yeases ‘expire. ‘The” staft'adjusted for
ohzs effect, as represented by the BSC/RSC consolidation,\by
subtracting the new leased square footage required for the =~
coasolidation from the’ yearly average leased’ square”footage. "Despite
this correction, the data clearly indicated that" the  unusual

A e e m‘v\

escalation persisted, as shown below: ~ & -7 TTT meniiinocndc

ey e
. A

Year 1978 . 1979 1980 1981 1982 1983
Adjusted: Average Lo T Srmmnt il Il el Selivis vionlo
_Leased Square . I
‘FOO‘CB.EC‘ Per - P s e e . L De U W PSS SR AR ) PN R R
Employee:: .. .. ;95w"~“ QM e QT ;10#;f; “A122~*f "130..;w

secondary-explanation for the inorease in average leased square"

footage per employee. The 3tafr's analysis, however, showed this‘had
10 effect.
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- As PT&T could: not” explain the: change- in>the: averageT lLeased
square footage per employee Jdndicator,: the: stalf concluded that. the:
amount Of space leased by the utility was. unsupported. .. > =Li..n o

For its estimate, the staff started with-the: average of the
last 5 years leased space per employee figures. : The figureifor-1982
was excluded for being unreasonabdble and unexplained. . Multiplying -
this average by the 1983 forecasted force; -and then: adjusting-for the
BSC/RSC consolidation, the staff arrived at a leased 'spage ~".. I
requirement of 11,000,000" sq.” ‘ft. - Multiplying: this dy the wtility's
average rate per square foot ‘thestaff determined its 1983 operating
rents expense of $63,594,000. AR A e PR e

To check the estimates reasonadleness,- the staff used a
formula employeed by the utility"s real‘estate ‘departuent in - itsilong-
range ‘planning: By dividing the number of employees by two ‘and -then
zultiplying the result by 200 ‘8q. «ft.°, ‘the utility determines an "
estimate ‘of its ‘loug-range requirements. - The resulte of ‘this' formula
applied to 1978~1981 were very close to the actual averages, ~- -~

coufirming the reasonableness ‘of the ‘starting point for.-the sStaff's
estimate. In 1982 the result was significantly -below ‘the actual:. "
value. Applying the formula to the 1983 work force,’ the- resulting:®
requirenents are 710.8 .million .square feet, very wmuch -different .from
the utility's forecast of 4.4 nillion 'sq.. f&. bu¥ very gimilar to
the staff’'s projection of TT.0 million sg. f.” Chinn asserted - that
the utility's own forecasting: technique ‘confirmed the reasonableness
of the staff estimate. = . 0 Lo Lol oo e ons Lt onn T N
‘The staff noted that the ‘Utility realizes.it:can function
‘with less space per employee.  During April 1982::PT&T Lssued.a oniic
revised "standard 'space allocation ‘procedure. ~ Thi's revision -should: -
result iz ‘a 20%-30% reduction-of ‘space: r'equi:r-ements ‘when: conpared o
the utility's prior ‘standard. T eI LImen Lnirnnued ot Te T
PT&T, in its Drief, -argues that the staff's .purported
rationale ‘for ‘this "disallowance™ is deficient for several ‘reasons”
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First of- all, it-totally.ignores the most:recent:actual data
availabdble,. 1982, because. staff's;witness .felt 4t was: not indicative:
of historical data-and. it was.not adequately: explained..c: "o ool
~ 1t 18 ¢lear, according to PT&T, that the staffiwitness was
arbizrarily,selective“infhis;use,pf;recorged;daxaxyuHe_&Ldmnpu;kook.
at data prior to. 1978 because- he wanted. to. take-as- close..a; look as.,
possidle at the current time frame.-- He.excluded 1982,: however, the
203t current year's data available-'becausewhe«Judgeﬁ;imgQQ:be,oup:pf-
line with historical trends. - data obviously:-should
have been considered\sincegix'iSrmoregrepneseutatiyeucfsm983¢&&hey;;
company argues. S LD oL LI

- - .
- ™ R P AN A
R A \.r;,.dr -t R A [

. Further,- PT&T. contends, although—tbe atalf’s: estinate is
completely reliant: on a selected: parameter of floor space..per. . .-..-
employee, it completely- ignores.-the selective method it utilizes to.
derive the -impact -of CI-II.on rent expense... Instead, the staff .- .
adopted the -company's CI-II g;@imaag,,whichuitjadmitted-more~w;;~¢,
aceurately identified expected rental -expenses. -
stars totally~failecqto;accouathfor';hehzloqn,spageyandgemplpyﬂ&&c;
transferred_unden,CI-II;andythqﬁpbvious;impaptfphxagactﬁod,wqulthave
on the remaining "average". . This interjected evenr further .. ...
‘oconsistencies into the stafl's -footage peremployee rationale. - -~

Apparently, PT&T speculates,. the “staff witness .chose .to .
ignore the fact that most of the rent -expense :being -added in 1983 4s
for consolidations of company .operations, which are .cost-efficient -
even if the old space cannot be reused or terminated... <~ .-. ..« =

.- Finally according to PT&T, the .staff's -basis for its
operating .rent expense level i3 impacted .-heavily-by its -lnordinately
low estimate ptx?I&Ip1983rwork;force,leyelg,xthis;fagmo;miurtnenyrw
demonstrates. the staff's fallure to-justify its comnclusion .that .. .
PT&T's operating rents expenses are neither -Justified nor-reasonable.
~-.In -its-briel, -the staff argued.that .1t evaluated every
reason PT&T -gave to - justify the leased square=f oot per -employee . -
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increase in 1982 and estimated 1983. In each instance the reasen
given was inadequate in the staff's opznlon.ﬂ The staff examined the

J—.A ~

last 5 vears and (excludlng 1982 as unreasonaEle, xnadeqdafél?
explained . and therefore unjustmfled) arrzved at a reasonable estzmate

N i /4-\4[

of leased square ootage per employee. Th;s led to an estzmate of a
—easonable ooeratlng rents expense.

The drastlc lncrease 1n'space per employee clalmed by PI&T

[P STV

for 1983 requlred rlgorous demonstratlon, partlcularly when a recently

adopted company pollcy calls'for 2 reductlon in. allocated spaée::;”

A rxgorous demonstratlon for the need or more floor space per T

employee was not forthcomzng, and 2 competent lnvestxgatxon by a

stagf engxneer more than cast doubt on, the company" clalm.p“y e
The Work ‘orce levels to whzch the staff s ave:age space

per employee were applled is oons;stent wzth the“expense levels |

being adOpted bv thls deczs;on., The staff estxmate of operatzng

zents of $55,091,000 will be accepted. o

Rl

N R R
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Generni”Senﬁicesjnnd*iiceneen”

The ‘Revenue Requirements Division s affiliation
invesvigation teanm presented its findings -and " recommendationa with
respegt to the affiliated relationships or PT&T “and AT&T’ general -
department, Bell Telephone Laboratories, ‘Ine. Business Information
Systens Organ zation, ‘and the Western Electric Company In the starf'
Sxhidbit 30 Ihe history of" thene ratemaking adjustments “i's contained
withia the report. The procedure for these adjustments has ‘become ™
routine in recent years and has been the subject of major discussion
ia briefs up to this rate case.: No new major issue was nresented in

Bat regard in this proceeding, “and PT&I did not,‘for the purposes”of
tnis proceeding, oontest the'general concept. The utility d‘d,
noueve.; contest the General Services ‘and’ License portions of
Antitrust EZxpenses and Business information “Systeas. These items o

ohale

will bde considered under separate head ngs.“‘The details are shown in
Table 11.

Table 11

PACIFIC TELEPHONE & TELEGRAPH COMPANY
RESULTS OF TOTAL CALIFORNIA OPERATIONS
A.83-01-22 ESTIMATED YEAR 1983
GENERAL SERVICES & L%gENS?S THRQUGH RECAST #3

000

. PT&T Exceeds
Iten PT&T Staft Starse '
GS&L $184,681 $182,164 $2,517

Adjustments
Cl=-II 40,874 46,880 (6,006)

Ratemaking 72,202 69,455 2,747
Recast #1 71,605 65,829 5,776
Sale of CPE 800 0 800
Recast #2, #3 70,805 65,829 4,976

PT&T did not contest, except as noted, the general staff
figure, which will be adopted in the amount of $65,829,000.
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Balanece "Qther Operating

Expenses™

The makeup and

Operatiag Expenses" is shown oa Table 12-

~ o~

PACIFIC TELEPHONE & TELEGRAPH COMPAN$~;
RESULTS OF TOTAL CALIFORNIA OPERATIONS -
A.83-01-22 ESTIMATED YEAR=19&3= 7307w L.o .

BALANCE OTHER OPERATING-EXPENSES: ranouen»nzcasr #3

fﬁitéﬁf*ff
Accounts T
668 Insurance

669 Accidents & Damages: ..~ J456507. war 0 Fp6O&TI 2% 1,044

- 6T2 Rellef &Pensions
675 Other Expeases . .~

" 677 Expenses Charged: 7 -

Cous%t. CR o e
‘Wage/5§lary . L
Total .- .
CI-1r . . ...

Net CI-II . _ . .
Adjustmenzs oo

-

: Ratemaking- - -~-<

SiLegislative-ST4 fo°
Dues & Donations
Depreciation SL-RL
Antitrust
BIS

Shareholder

Recast #1 Sudbtotal
Sale of CPE

Recast #2 Subtotal
Triennial Represceription
Reeast #3 Total

SL-RL Adjustment
Added Back

i 27,680) T {39187y L 2'é§}?;;:
. 838,986 .. 8763,328 ' §15,708
- oran i CH06) T ond Lsfige)Rs SUC,Lvil mave
(926) (926) Zeshim fox
(79) (79) -
(1) (106) 105
(2,742) (2,800) 58
— (13 (13) -
$835,079 $759,208 $75,871
(4,900) (2,171) 2.729)
$830,179 $757,037 $73,142
(5,073) (5,177 104
$825,106 $751,860 $73,246
_T5
$751,939

difference in the categony !ﬁalance Othe:ﬁ,

e =

R - - -~
[ ot Sty v:uC z .

Py

Table 12" 2IEDLL TaumraT

S

- -y

(#000) L nanoo .

~ . - e
PRI

"myq‘Ff&f'E§Eeeds

-
- o s..

PT&T’ T ‘Staff Starf

’,--,.. Al ay L. -\.—AC

$ 1,157 $ GRATSTI Znunl il

JaAiyict St

2UTTY0L54TL Lt ‘130;63&w3~__u“SQWQﬂﬂw;xw
Tt .e79r003.~;:r o TRSTON ST o2 300 Lol

o~y . -
N - - b ‘u .. oAy N

eeeeee S RWRLDLl oo oulmeab oo
(20 RBQ) R E:fcjg*ggo%u:;;'*c3“59a)
17:755 e O: - . 11,755

$866 626 $793,216 . $T3, 416

(Red" Figure)
- 77 -
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T&T contests $29 605 000 of the $73 2&6 OOO dofference as follows-

s,

Ac 669 Accidents and Damages o TE IR e TEaleiRE LadIenuah
Antitrust Settlement . - $ 937 000

Ratemaking Adjustment N
Antitruat Expense SRR T :Jf*ﬂ;j 168,000

Ac 675 Other Expenses"-'v~~~~~mr~ ~ ‘
BIS Losts.: (Includ. ng. $58 000 NS
BIS "Ratemaking" Adj.) 4,400,000
Ac 672 Relief and Pensions
1% Poor ?errormance Penalcy 24,100,000
<= $29, 605‘000

e s e - e P,
[PRvEA DA AR

Aatitrust Txpenses’ R AT

In addition to the $125u000 adjustment for antitrust: 2
expenses includedin’Ac. 665, General O0ffice Salaries.and_ Expenses,
the staff is proposing an adjustment of $937,000:in:Ael 669, -
Accidents and Damages, and $168,000 in "Ratemakizg: Adjustments” for
cosSTs associated with 1982 ant*trus, litigation. ,‘ e

~Zn D. 9336?, the Commissxcn-excluded 50% of the ‘costs or“zwo
ant*;rust suzta,lzftton and the’ Dapartment of Justice (DOJ) suit.
Accord ingly, Pac*f‘c-did not seek recovery of 50% of those costs in
this appl;caulon. ‘The staff through witness Low propoaed in this
case to exclude 50% of the costs of all antitrust suits,aincluding

over $900,000 that.was incurred in 1982 and not included. in Paciric s
1983 budget. — S :
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The' staffialsc proposed- excluston’ off$937 000 ;ndgptitruip_

settlezent costs by applying the ‘stafs nonlador inflation f?“?,? :J::
$923,000 actually incurred in’ 1982 <eT . TE TLRI wolli Of T rIirmeld

P o U

The staff did not-isvesty Sate whether the antitrust 998t5»:
proposed to be excluded were ineluded-{n” PT&T': 1983 estimated, '

ey -

results and the utility contends in its brief that theh$937 Qoovwaa“

- - - » oy
- - e o -t ry Y (O v
not. . . « - IR ~ AN DR ) -w ———m il PRSI -
e - e . . R e est e v
h

belzeve the company's request-is reasonable,Tand:will-~adopt.it.

-
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Business Information Systems

Since 1967 Bell Labs, in conjunction with AT&T and BOCs,
kas been undertaking a program'of research and development on
Susiness Information Systems (BIS). These systems are essentially
sof ware packages prepared by.Bell Labs. for: use;by:.the: BOCs to allow
thex to 3ather and.analyze data-concenn;ng.their day=to—day:nom lIion
operatlons,.o allow them to administer: more- efficiently-theirill 0%
opera.xons, and to plan for future operations and services: The
developmen, costs of these specific progranms, are: charged: direetdly: to;
toe BOCs through the BIS ag:eement. The fundamental. research on BIS:
priori iies, reasibility sﬁudies, and planning of future BIS programs:

1is charged.to AT&T . which in turn: bills the:BOCs through: the License
Contract.

Costs of the BIS program have increased exponentially
since its inception at a 20% to 25% rate and for 1983 PT&T budgeted
$30.8 xillion as its share applicable to California utility
operations. The total Bell System BIS budget for 1983 was $280

zillion, a $55 million increase over the 1982 budget of $225 .
aillion. 7The staff witness, Kevin P. Coughlin, P.E., was not

satisfied with the cursory explanation he received for this item so

used AT&T's 1982 budgeted amount and applied the staff allocation

factor to arrive at the staff's 1983 estimate of PT4T's share of

$26.4 zillien.

For the estimated test year to function succesafully, the
ﬁtilizy must be able to Jjustify its estimates with solid data and
logic. The Commission has examined the AT&T memo that PT&T furnished
to Justify the total Bell System BIS budget of $280 million and it is
indeec superficial. The staff report on affiliated relations Exh. 30
does. desc*zbe.in detail the BIS bdudgetary activities. and budget
controls. We wzll adopt the staff number.
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Relief and Pensions

- Maurice F. Crommie, .a Research.Analyst:in .the -Revenue
Requirements Division, recommended a. 1% penalty’ reduction in:the.-
2ormal ¢cost rate used for pension accruals purpoaes-tor the test
year. This would~ amount to'a penalty of $2u 106"000 or approximately
5.4%2 of the pension .expense requested bymPT&T ron~the test year. The
penalty was based oz what the staff considered to be a lesa tnan
adequate performance of the utility 3 pension investment fund for the

riod 19T4-1981. - ' ' sl ‘-“‘

o eval uate ‘the per? ormance of PT&T's pension fund Croamie
compared the return on investment of five najor California util‘ties
with a norm composed of median averages ’or a sample of 100 large
investaeat plans witn investments greater than 3100 million,eacn as
published by the investment advzsory firm of A.G. Becker. Cronmne
found that four of the five utilities studied have been earning one
O LWO percent less than the selected nore- consistently over the last
5 t0 8 years. PT&T's pension fund had the worst performance of all.

LT R
: S e
PR e e s
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“““ ~‘The relative: performanceof’the -“the Calfforniz Wtilities

are shown on the following tables.: - imncie~ ,2t.nivil srioezeniiles

Cem e - iy e T Ml

Annual Rates of Return on Penéion Investment Funds

~
Cm e e - - »
Pp——— P . e . P - TN, e -~ W N e e e ] I-.--.--.ﬂ Tt

) Year - ,PG&E uf¢SCE: .- 8SCG, .~ ,SDG&EN-hA,pT&pﬂ "

T (29.8) (1.7 (19.5).. (25.8) 1,361 -
. 1975 .29.8. . . 19.6 . .24 .o 26400200

B T [ ’ P PRI

1976 15.8 15.0 18.0 15.8 . .iAT5
17T L83 - T G080 L CT B 25)
1978 T8 T, 2ﬂ na b 3*:>vu: bl mmiion

- ~ el

eTe D 21 _'1“ 1.0 1T.6,
1980 T 2815 2d.d Ll* 32,4

B RO R K
L - (Red Figure)

- N - T (R

- - . B S e - ok - - PR [P

PPRBESAT

-

Compounded—Llnked Annualxze¢ ‘Rates ;0f--Return.
on-Pension-Investment Funds .~ —=&

PG&E SCE . s¢6 SDG&E PT&T
1974=1981 5.4 T.4 8.u 5.5 £.5
1975-1981 1.7 11.0 13.1 10.9 10.2
1976-1981 8.0 9.6 1.4 8.5 8.3
1977-1981 7.7 8.5 10.1 7.1 6.6

In rebuttal to Crommie, PTET presented i{ts Director-
iavestment Management, Richard E. Holmes.

Holmes took exception to Crommie's statistical methods and
T0 the inferences that Crommie drew. He also disagreed with the use

£ the Becker universe. Only Becker clients are included. Very

large c¢corporate plans, such as the Bell System, General Motors and
General Electric are excluded. Furthermore, the Becker data includes
profit sharing and saviangs plans, ineluding the Bell System plan
which is composed only of common stock and reserves.
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To evaluate the consistency and predictability of returns
over time, Holmes determined the standard deviation of the 197&-1981
aaaual compound returns of Crommie's five California utilities and
the Becker Norm. Statistically, the lower..standard deviation the...-

(RN )

zZore consistent are.the returas over. timei Holmesfdivided the ancual
compound. returans. by the standard. deviations to determine‘another -

LR TR

neasure, which he designated "*eturn per unit. of LSk The high??g:
tais number, the nore. return .that.has been achieved per.unit of
risk. Holmes' returns, . standard deviations&vand Letarn PEX. unit, ofl. .
risk a“e‘snown;in_tne following”table.. o )

-ﬁ'- T oy w e
P A

cmivs oo L Eight-Year-Date ~TOTU<198T ¢ roovel

P R - Cupsa s o~ - A i

A:nnual Compound”"’ R U o Koy TOANSL L LonL LISt na
.-~-» Return'- u~z- . .~Deviation.-~ +- .Unit.of Risk ~.

(‘b‘) A T St r;,:':':v(a“b)'::.a':'::c
5 .5% : '

,h-=

‘e N - O L TP,
- e . . o o e Aa - -

PGRE TS E%.

~
-

SCG 8.u
SDG&E . 5.5

S P - . g -

1777
5.7
5.6

D P " e b

1
SCE T AL
:
1
1

e a e
.

1.9
o 14 1 o O
To Holnes, tne use of these standard evaluation tools

g e - RPN

e T 5 S

“Beckér T %L 3 _ : , e

uu\-

*eveals tnat P &: nad tne second lowest standard deviation and second

-~ .__.,--p.....

ghest return ner unit risk of the funds snown, indicating it ia

L I

well above average in these areas when compared £o tne other

., -~

Cali foraia utilities utilized” b& the’ staff in thei*ievaluation.rd"'

o«uo\"«

also outperformed .he Becken median.' Fes e mTE "“"‘““‘f

~ e, . . Som e g, W dad
“

Discussion of Pension Fund PenaltiL“ Tome T s
© The “assessment of a" penalty for inadequate performance ot
pension fund ‘{nvestdents ‘is tantamourt to~ imputfag better -~° FhET °F
performance. The Commission in the past has used a higher actuarial
interest rate than used by PT&T in its pension c¢alculations. In
D.0o7369, cdated June 11, 1964, in C.T409 (62 Cal PUC 775, 841-848) the




e

a.s2ctis0r erar T T
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Commission imputed a 3=1/4% aéturial- interest ‘rate in'place of the 3%
being'used by PT&T.” ‘That adjustzest wis- made;“nowevery on~£56‘o§£fs
that tae actual ‘earnings on ‘the- pension fnnd had for ‘WARY years, -
consisten ly exceeded 3’. B A A N O FE SRR SR Rhe A N b SRS P

of” ecting a proper mix of " yield -and" maturity of‘high grade bonds.
Now pension funds typically also- Invest in commor’ stoeks and reaI“
estate. Tke element of volatility that changed investament policy has
iz2jectec into fund management 1s clearly.evident in Crommie's table
of amnual rates of return, where in 197§¢Halt*CaIirornia utilities
uffered- large negative rates of return, rollowed by a rebound %o
evez la*ger positive rates of retura in 1975. ': e

— el e
-
[

- ey
W A

- The stafl did not cnallenge'Holmes' calculation of retsrn
per unit of risk. That analysis purports to show that, consider ing
tde risks assumed, PT&T is not doing too badly |
' ihe Commission will not impose the pension performance .
By ~ejecting tne starf proposal the Commission does not
tatend to discourage sta se efrorts along this line. The Commission
woulad welcome the star ‘as, part or its continuing studies of .

p_oyee bene’its, 'ormulating a standard definitine_ﬁest that tJf
could apply to determine pension expense. Sucn a- tesg_yonld enabie

the u.il y to know in advance what results were. expected Tof it, and
to take sucn steps as it could to acbieve sucn,results.ﬂ SR

[P, [ RO

penalty

Lo Lo

~
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Acdopted "Balance Other Operating Expenses™ .
The Commission, baving resolved all cf ‘the contested o
aspects of "Bal ance Other Operating Expenses" in favcr cf PT&T, w;‘i
except for the BuSiness Information System estimate, will add $25 205 000 to the .
staff Recast #3 total for a total of. $783,458,000 adjusted for other adopted expenses
Early Retirement Incentive Plans . e
In May of‘1982 PT&T accelerated its cfferings cf early
retirement incentive plans because or "rapid advances in tecnnclcgy
and "unant-cipated declines in tne economy 'y amcng otner reasons.
Duriag 1982, a tctal of 2, 515 managers accepted Pacific s Management
Income Protection Plan (MIPP) and ST4 ncnmanagement personnel took
advantage of the Supplemental lnccme Prctection Prcgnam (SIP~ .ﬁuw.
Zssent aily, these plans provide incentives equal to. T-year 3 salary
over a 2-year period for managers (MI?P) and up. to a. u-year period
for 20ananagers (SI”P) ‘There were-two HIPP orrerin33° one was
boocked ina uuly and tne other in.Octobe:., The SIPP booking took place
Z2 December. -~ . LT T e e
lnese expenses averaged $36 OOO rcr eacn Pacific employee
who Took advantage cf tne plan. PT&T's incentiveavwere ccnsiderably
nigher than other companies For-example, General Telepnone Company
of Califorania cf’ered«mﬂy a nalr year s 3alary plus $SOO a month
until age 62 and $250 a month thereafter until age 65.
On its books, which PT&T maintains in accordance with the
Urniforz System of Accounts presc—ibed by tne FCC tne ccmpany charged
the entire 598 millicn relating to- tnese incentive plans to the
various expense and plant acccunts to wn cn,tnese‘retired emp lLoyees
nad been ¢harging their salaries.", - ,T; o
Tor Califorzia intrastate: ratemaking ‘purposes,. however,
PT&T cdeferred $56.4 milllon, represent ng tne intraatate operating
expenses portion of. tnese early reti*ement incentive expenses nofr

book™ by debiting Ac. 139 Otner Deferned Cnarges, and ¢crediting Ac¢.
675, Other Expenaes. B TR L

D I Nl - e
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NETRORS —— T ,..,f'« ~ ,..r\_ G L T e

SLLLS 2y 2
The company” amortfzed the Idtrestdte‘pb?frbn of‘tHEBe"

expenses monthly starting in July 1982 on a "cash basis" when the

z‘ﬂw" "
N

first MIPP, payments were made by charging Ac 675 Other Expenses,;wv

Tt

"of’ book"' '&‘9illion or thege

-

early retirement incentive expenses had“been amortized, T A

Approx-manely $2. 275 m;llion will be amortr*e&*monthky:4of%4book‘“iﬁé
.983 for a total of $27 3 milliod;“"rhis amort;zation will ¢ontinue

M A oy e By

in 198& and 1985 untiI the remainder'has been eompletely amortized.

retd rement incentIve plan expenses should not“be allowed ror

“a.emak 38 purposes” for the" rollowing rexsORET TS '=“~‘f

"1.."These expenses are wone ‘time™ abuopmal it ErUTE -
- - -expenses-whiech should not»be~con51dered Ancanniznozn
rate, case test year._
awards whieh are .reated on a "cash basis" LTS D
for "off dook! ratemakzng purposes. ) e

Accouncing Principles should be cons*stently
applied-for ratemaking. ' ‘PT&T ‘should no*‘be -0
allowed. o pick-and.choose between.--~ -..---
alternative accounting methods. In 1982, ,
PT&T-wrote off these expenmses ‘for book - LTIl
purposes, for tax-purposes, for interstate .
revenue purposes, and for {natrastate plant

T accounting purposes. [-PT&T. therefore, should
-not.be-allowed.to amortize 3 portion of. these -

“expense:accounting ‘purposes. . There: isimos” :
future benefit to California ratepayers ’or,hﬂ

these expenses and ‘they should not be =~~~ )
ineludec for ratemakings . .~ ..o mIvnD o pnlmmen

v co-

‘Tnecresultingusavxngs.tnomnhaving'34077 Lewer
employees on PT&T's payroll will have covered, . -
all of 'the costs associated’ with these =" 7
incentive~planscby.fune 1983, » To require. =22
Califorzia ratepayers to pay for these . . .. . .
expenses in future ‘years after these ~ VT -
terninated employees have deen off the:~.zul =ancz!
payroll for many months is unfair and
uareasonable.




A.82-11-07 et al.

Kupiec recommended, therefore, that these early retirement
incentive plan expenses not be considered for ratemaking purposes in
the test year. In its application PT&T:included the amortization of
the first MIPP offering for the calendar year 1983 in its.1983-. - . -~
estimates. These MIPP costs were charged Lo _various. operating B
expense accounts and. totaled $2O 193 000.? Paciric -did.not include... -
any amortization of the second MIPP ofrering in October and-.the SIPP- -

flering iz December because Pacific'did not, anticipate them when %?m-
prepared its application. Kupiec recommended however,ﬂthat all the .
costs of Pacific's early retirement incentire plans be considered
expensed in 1982 and that none of these expeases.be.amortized. ror "
ratemaking purposes in 1983 and later:years.q The ntaff ,estimates for

those accounts to which PT&T had charged the costs associated -Wwith,

ke ’i st MIPP ofrering do not include the early retirement incentive»
plans’ expenses. o

. -~ - - i
- s o " ARG £y~

he e - L e

The .otal amount of MIPP and SIP? in question,ramounts to.,

B < -

320‘1'mil on in operating expenses and $S 1 milld ion.ia plant, all, of:
which is attr*buted oy PT&T to Californ a intrastate operations,cthe

PR

_nterstate portion not being shown in the Total California Operations.
in cross-examination Kupiec conceded that MIPP .and SIPP

Ve e e

resulted in savinga of about, 540 million in test year 1983.: Kupiec .
contended however, that the retired employees were surplus and

- - LI S
(R

impl_ed that their employment costa'would not be properly included inu
a 1983 results of operations.

- e - . oy
L sl - ~ A iy

LoD Ow Lo -

1 we were to accept PI&T 3 proposal we Qould be agreeingh:
to a fora of” retroactive ratemaking. We do not think it fair that

o ialie

— -

PT&T receive the bener‘ts of its early retirement program of suo
million, and aak ratepayere to fund $20 million in costs._ PT&T

b e (PR RN

cannot have it both ways. We will adopt the stafe proposal-

ney
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R OPERATING TAXESJ__;g:

. - -
~ - s Th e o e TATR A N

RPN . R - e e __-.'7,‘._._ o~ S P R ) PRI
Tax DifferenceS" e -

Y] Lo e e

"PT&T did not’ dispute the tax methocology emnioyed by tneIH:j

Comm.ssion stafs; althongn i did not agree'witn the atsolute level i

RO e PR S

£ the staff's taxes.  The tax- dirferences are attributable to

BE
- e

differences in other elenents of “the results of opefations, such’ as fb

revenues, expenses, and construction Ievels, some of which are e

- oy

comtested, - ST - aT. T LTTeTnL fmeuonoloen
Cali’°’nia Corporation- Francnise ‘Tax "~ O

“Because of the use” by Calirornia of tne "unitary method"‘of

s

assessing- corporation {ncome’ taxes PT&Ifs California Corporation”

Fraanehaise Tax (CCFT) 'is determzned by means of a "combined renontﬁ of:

AR

the Bell System. The combined report allocates the Bel’ System

taxable income to- California by means of a three factor formula whiech.
e RV .
compares the relationship of Cal‘fornia wages,_revenues, and average

net operty of all Californ a Bell System operations to tne“totaiwnh
Bell System- o

- i AT SR .-‘-. LN

N omo- - i T e ey

Tnis ormuIa operates so that PT&T's 1983 er‘ective tax o

rate is- est mated £to ‘be 21 3%. Because of the small incrementai

[P
-~ YW L PR Wi e e -

ffect that a DI&I rate {nerease would nave an the entire Bell
System, nowever the ineremental’ CCFT rate‘isdonly 1 40% Any rate

4...u4 --._.-.u

increase would affect only one Bell System factor, revenues, and only
the" California lntrastate portion of tnose.v Bell System wages and

-

n
h WDl . BRaRb Y NELSINETE e

- -

property Wwill be uncnanged. e s .
 The 1.40%" incremental CCFT rate is used to calculate the

-.~-.¢ - [ Dl “ \J-....-—--A»

1.901 net to-grons muItiplaer used to calculate any revenue increase i~
o S el . e PSR o ATOC S 2 UVwie wive-ses D
required.. "~ UUER e

LoD e
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T - Wken-divestiture becomes effective on January oy 1984 ;o PT&T
will be an independent company-and,: except for: its relatively small
operations in Nevada, will be paying the:statutory 9.6% .rate..:The~
staff suggests that the Commission consider.adopting .the :9.6% tax:.

rate for telepnone rates:scheduled to. become:effective January 1,
798& e . e T A S R L TS o E SOnLINLDTLS

4 tr
e e et R PN

.The starff witness for:taxes based on income :was Cherrie.d.
Cormner, Financial Examiner III. Looanncl LL e neal
Proper CCFT Rate for 1533 " Thoxumoanom caiouwen fontoant |

The Commission will- not reduce the 21.,3% -rate toc9.6%cnor
raise the ' 1.40% rate used to- calculate the net toigross multiplier:
By accepting a 1983 test year. and applying the BAU eonceptito - "o
determine results of.operations, it Decomes -Laevitable that- a’great
many factors, both plus and miaus; impinging ‘on PTE&T Im: 1983 will'not
be carried over after divestiture. The study of PI&T as divested-is
tae subject of the second phase of thls case and since z-9.6% CCFT
raze will only apply’ after divestiture, the ‘use:of‘a 9*6% rate will
De consicered in that phase. N
Adopted Taxes : e ot anZioong ol ot ol

‘Taxes adopted‘aa reasonable Tor Total’ California*““°?:'
Opeﬁé ons are'” N A N R
' 7 - ‘réderal’Income ' - 3513 7054000“3‘
‘califs Corp “Franchise 281 169 000
‘Sodfal Security TR T T 87 01950007

“Other T ¢ SRR © 166, 080 000~

CUSTOMER PREMISE = -~ - %= Tiro-
TEQUIPMENT: SALES . . . -

Nature of CPE. Issue . B eom T e

This issue arises out of the sale of customer premise
equipment (CPE) required by the CI-II decision. On August 4, 1982
the Califoraia Commission issued D.82-08=017 in.A.59849 et _al. which
deci ion-author;;ed,an.ady;;e;Lezwe: proposal by, PT&I to implement~

o -

P RN o o~ e o ﬂt‘s'u
Ve e Ot d o B

ot e L PRI IOSR R
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- plan-for the direct sale-of . the.six-major linesofvsinglei»line
teruinal -equipment.’. PTET requested~$423028;000 4n adddtional ;annual:
revenues. -A.83-01-22 .to:offset the revenue.loss that PT&T iestimated
would be .occasioned Dby. the direct sales program: I, .0 _J2onzis IT.I2

- PT&T's .CPE proposal: was investigated:oby a-team. of ~i7 .. =
accountants and engineers from the Commission's Revenue Requirements

ivision:. The team's report.of: investigation:was’ preaented by
Gregory P. Johnson. LT minimond

. - -

-
-r-_"»-u».. Cw("‘NA
B T Sam e

The 1983 revenue requirement effectof~sales of “CPE i& -nade
up -of - two -general ‘components.. The sale of.the telephonersets will
reduce rentals from month-to~month. service and.there will :be-a gainm~
or loss.on-:the:sale 0f -the sets: themselves. :The CRE-sales  team: :
confined-its investigation. to the gains:and-losses, leaving.the~. ;.-

flfect of removing sets -from- month=-to~month, service -t0 be~covered ~in:
tae sTalf-R/Q report (Bxh. 28).r | o v o inon st move s iee e s

L i
P . .~

w ¥ e e e - - w

. ‘The staff review developed thazathe-$u2 aillion-revenue. -
requirement © .was based upon. an estimated sales.voluzme of 6,200,000 .. @
"Big 6" sets.? i mam e mee m y o

o e e [V RS P e e ]

The net gains or losses on the sales are equal Lo-the .net
proceeds . ’rom the-sales~less tne book,value of the. CPE sold and the

Nk e .

associated tax consequences. The staff found that, based on. PI&Q»§:
riginal view or CP? 3ales effects, the company-estimated that it
would generate 53& 1 mill;on in gross gains,hless»$29 S million in
taxes, for a net,gain of $& 6 million. . Inﬁlate February PT&T
informed the staff beam :that a later view had reduced-these rigures
<0 $14.2 million less $9 ngy%;;og:§9§J§dpet gain of $S.2 amillion.
The corresponding revenueZrerirémeﬁt?étfects were reduced from

$42,028,000 %o $15, 196 000, based on sales of 3, BOOWOOO Big:6 sets.y

;

Y Lt .
. . PRI

i
H
1

\ T e Ty o
PR P E- [P [N * -t .;u... ek e 4 oy

. - .- e TR e e e e, e e e TR [
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1
13

'

i
ry

o -

_—
-,
- - Wl ey -k, - ».»N..,,..u.-‘p’

~

LT . - - PN - .
- P LULATLL DOLUCIRIL . JTIOTNMT LAl n

Lo
e

~

O The "Big 6" are the rotary ¢ifl ‘and toudhteone versionsTof thew-Tl
three ¢common telephone sets; the 500 type, Princess, and Trimline.
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Ordinary"and'Exfraordinary’ﬁetirement'Acconntfngx' T Sl
‘The reason PT&T was forecasting a profit on the sale of CPE
and also asking for $15 2 million to offset an estimated CPE revenne
loss is to be found in the retirement accounting used. ““PT&T accounts
for the sale of” CPE" equipment by means “of "normai retirement fl“‘“““
accounting ’ adding the gains to the reserve for depreciation, where
they are deferred and written off over the remaining Tife-of tne

- -

plant remaining in the account. cooe AT My oW ST ST

~

The staff contends tnat normal retirement accounting fs“'

aot always appropriate. ‘For example, should a large portion of a
utility s assets be destroyed by fire, normal retirement accounting
would" de er tnis loss over the remaining life of the remaining assets
and not allow the utility a speedy recovery to” provide ror the ““‘"
*eplacement of the’ assets. Ia sueh’ Instances FCC accounting e
negnlations permit "extraordinary retirement accounting" whereby “such
losses are removed from the depreciation reserve andramortized cess
separately over a shorter period. ST e

' FCC extraordinary retirement accounting addresses only N
extraordinary losses, but tne team knew of no reason why it snouId

e o o

20t also iaclude extraordinary gains. The teanm specuiated tnat the;
nistorica’ limitation of" extraordinary"retirement accounting to _
losses only is probably expiained by the fact tnat _up “untfl- now,
.elephone ut lities have not’ experienced any extraordinary gains.ml"
Jonnson testified that there snouId be no doubt ‘that the "
_renent of 35% of PT&I s single Iine” sets 4n- one year is an
ex‘raord na*y event. Tnere snould be even- less doubt that the
defer: ing and’ spread ng ‘the gains on these’ saIes over tne I*fe of the
rezainiag assets is totally inappropriate. S A
) Snould PT&I prevail in“fts accounting recommendation, “the”
g*oss ga-n on sales would be c edited to the" station apparatus”““‘é
portion of the depreciation reserve nhe§e¥tﬁeyidaﬁia*céé%éaée“éné net
D00k cost of the remaining station apparatus. If this station




el
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1]
at

apparatus were to remain with PT&T, the ratepayers would receive the

\'\-., e RS L S

‘benefits of tnese gains overvtime througb“réduced“statIOn apparatus
depreciation expenses._

. - . -
-~ meam --7,.\,4.

.-
(TP o

‘- 5 IV W -

According to tne sta f'team, the problem is tnat‘the

...... QU b S

station apparatus will not remain with PT&T because theSe assets are

L 4..

scheduled vo be *etained vy AT&T when AT&T divests PI&T “Becausemthe

'*ansfer wi ll be conducted on a, net book cost basis, AT&I and not the
ratepayers would receive the benefit of an accounting metnod whion
*educes tne net book cost of umsold sets.m_ pn M e am

The rCC in Docket 19129, stated tnat gains or'losses fronm

tae sale of property sold from or previously inciuded in a rate*base
account should flow .o the ratepayers._ ihe California Commission has

[

also stated its desire tnat all gains or losses from the sale of CPE

RNV .

[ep—_—

should be borne by tne ratepayers.; Should Pacific s accounting

aw v e

proposal be adopted botn the FCC's and this Commission 'S polioi‘es',:~
woule Dde ‘rustrated tne team declared.,

Vo c‘...,' --‘,.1‘1\M‘mr,-‘~ o

QUL

‘l‘he tean recommended ..hat, consistent wit"x extraordinary .
*etirement accounting, gains or losses on. the sale of C°E by PT&T
should be “emoved from the depreciation reserve and credited o .

[

Ac. 609, nxtraordinary Retirements, immediately upon recognition.u:w
he team saw 7o point in deferring *ecognition of these gains beyond

1983 because all tne other el ects o CPE sales'were to be . recognized

'.ig..... (o

inmedi ately, and PT&T is aot likely to be in tne CPE business on a .
regulated basis after 198;., . - e e

In the staff's original Results of Operation Report,
xh. 28, each _stars wi tness was, responsible ror p:esentinghthe )
effects o‘ CPE sales on the indiVidual accounts,for which they were

_c.- -

responsi ble. Because of coordination problems,,nowever, some sta :

o ol

recommendat ons were omit ed ’rom nxn 28‘and some whicn were
included required rev*sion. As a. result,ﬁJohnson submitted Exh 6?

oy s o e

.to sbow a reVised sta r negative *evenue requirement estimate of

L Soead .u\._’

-
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$27,804,000. The areas of” difference between the stéf}3; revised
estimate in Exh. 67 and PT&T's estimate’ are summarized belows © N

Incone e S R R, ‘- I
Accounts PT&T4 .- Starfrf LT Stare Witness

Maintenance (27,586 (30,756) SITL-03,170TEIC 0 Mirza
Coamercial ( 3,754) . ( 2,465) TR0 1,289) = Busch
Extrd. Retirements - (475,099 (47,199) Johnson
CCRT - . U rA0,28200 19,8569 o v 567w L Johnson
FIT o o (,T726) oo 1597 0 cno (2459230 noc Johnsonn s
Plant Accounts I S T e pe S el A R e A Al T
Deprec. Reserve: . (30,437)." (44&,760) .- . . 294,323° to Johnsons .o
Ded. Tafoeserve?”“CZ?;“QO)"(Z“'9039'” ! ( 2“587)*”?ﬂ “Johnsons

T - - (Red Figure) sao ol aag TRUDT munmln
Tax Effects . : T T o L Lemen ma wma oo oA

The treataent of the sale of'GRE as: extraordinary
retirements would: affect federal income: taxes.: Because state tax o
effects are flowed through for ratemaking, there: is no:effect: oo CCFT
but, Yecause normalization of federal income taxes: (FIT) is required:
by federal law, the Tederal tax allowance computed for regulatory-:~:
purposes aust be.consistent with book aceounting.. ’ The federal tax: .-
effect of the CPE gain must therefore: be computeds . For: this purpose:
the team recommended that the federal capmtar‘gains rate He used,’ and
caleulated the FIT -effect at $14,651,000% "~ .. ~orLluiviy o
. After considering rebuttal testimony by PT&T-witness -

Gueldner that the CCFT effect of the reduction in: CPE revenue oo -
requirenent was wrong in that the staff team used.'the 16 .60%
effective CCFT rate that the PT&T ‘had used inm its CPE::sale:::. T
computation, instead of .the 21.37% used by the staff in its Results::
of -Operations report, the stalf agreed that' the .company. was .correct.
The teanm accordingly recomputed its ¢calculation of ‘the effects of CPE
sales on-PT&T's taxes based on income and, .since :CCFT is a deduction
of FIT, a change in CCFT affects FIT. R ST RN R e Sl S e

= e
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A comparison of the efrects on, the staff s recommended

e e

taxes based on inoome is shown below._

-y
.

0ld Amount New Amount a
NP (5000')#."_..'
CCFT. " - (4,726) LU C(2,879)7s
FIT --- " (7,997)  .=i-.2 | (9,,&50)3
I (Red?l"igure) - LonunnemlinR
In testimony prior to the: ¢orrection, Johnson had indicated
that the: team had computed the tax: on” the sale, of telephone sets 7=
according to the methodology employed by the company in:ltsy-estimate
submitted on February 25,1983. At:that timer helalso stated that:~z:C
should PT&T respond: to the team's calculations, by recommending -that: a
higher CCFT tax rate Dbe used, the team: would want to reassess PT&T's

entire methodology for computing the tax effect of sales.

et o

S Y
P

Upoa: receipt of Gueldner's. prepared rebuttal, the team
proceeded with its reassessment.-: During. the reassessaent,::the-team.-
discovered ‘that the: Bell System is freatingsales of tfelephone:isets

-

as ordinary retirements on its. tax returns and .that. PT&T had:ifiled.x
preliminary tax return using the.ordinary retirement treatment.: By.:
use  of ordinary retirement accounting, $47,199,000.-4in gains: aceruing
from-the CPE sales would:de transferred to AL&T- on divestitures. This
is because station apparatus will -be transferred :£0.-AT&T -at: net -Dook
cost at divestiture and ordinary retirement accounting will  tend:to o
redu¢e net bHook cost. The revenue effect -of -the team's revised
recommendation would be. a .megative $58,475,000-00 0 ol weaiaell
" In rebuttal to .the team's accounting recommendations; PT&T
called upon John 4. Gueldner,. divislon ‘staff manager-service costs’ -
Gueldzer testified that the' extraordinary retirement .accounting . u::
recommended. by  thevstaff was not. consistent with the FCCrs . Uniform”:
System of Accounts. : He said that -the FCC .is:-very specific. on the .-~
procedures for recognizing extraordinary losses in . servicevalue:of:
telephone plant retired. ST uroenn o TEIL mlIowmnnes oo DI OC

-~ Wt - - e e L ar L ) -
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As rebuttal witness on the tax aspects,- PT&T presented: %>/
David James Snell, district staff manager.’  -Snell- handles PIT&T's

taxes and has spent extensive time researching the tax ‘consequences  :
of sale of single line sets.  He has taught 'classes :to-other Bell:. I "
Systen c¢ouparnies on the tax ¢onsequences of thei'sale of 'CPE and how -

0o compute taxes and ‘how $o .acerue the: taxes on the books ofirr . ..lroo
account. The methods that he: developed ‘have been” adopted: in time by
the Bell Systexm and are used“currently in- the' Bell* System'~ .. .".7.07
instructions for the consolidation: of the 1982 tax return. .. . 1 ¢
Snell maintained that PT&T would be Trequiredito follow: the:l
IRS' Revenue -Ruling 8C=23T7 (RR 80-3T). " He said:ithat theustaff .. .~ Tw:

argument for capital gains ‘treatument, basedion a-liquidation:of CPE .
was not realistic because the CPE sales will mnot be considered as~ .
extraordinary by the IRS. ' He observed: that, "You..cannot -have aw . '’
ordinary retirement and a capital gain at the > same timeM™. .. o I
Iz its brief, PT&T cited three ‘cases to suppory its . .. .»
. prediction that the ‘Bell System will be denied ‘capital .gains = ..
treatnent for sale of CPE and prophesied that the most likely IRS -
positicn will bde to follcw RR 80-—37.7 CUon emaTue noen en T

Refurbishment =~ - 0 7 omoee oo, LT TR 0 e LLlons Ll i oL

The -staff ¢laimed that PT&T -proposed charging: the ---+ "C.0«
depreciation reserve for $15.4 millicn estimatedicostof X% sric. von
refurdbishment of sets prior £o their sale but the company has mnot-.
decreased 1ts BAU maintenance by 'a similar amount,  .thereby ‘requesting
recovery "of -the 'same .Ccosts twice. " " "I L. ool mopnoo. DUl

PT&T did not deny this c¢contentionm dbut -alleged in Lts brief:
that later data that the c¢ompany has obtained shows its refurbishment
costs are relevant and should be ineluded. OQur adopted:. figures: will:t
reflect the staff positfon. ' 0 7mas 0 DT Teowsooroal

T RR 80-37 deals with sales of depreciabdble property in the ordinary
course of dbusiness.

= 95 -~
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Vondisposition Materdal -~ - y0 onr v2 onoaariu Lorraces

R N T N IENSS S i R

- Nondisposition. materials:.are; items, which: are .too -numerous: .
and,inexpensixeftq individually track- and .account, £or, 8o .for - .-,
retirexent purposes. they are-"loaded" onto ltems like telephone r . -:
sets.. As a seft is removed from service, :a propoertionate: amount 0f ...
nondisposition materials are simultareously:.retired. - ..: wrutwo. s

The staff team asserts that the, fact that. nondisposition -
materials are aot individually tracked for-.accounting punposes tends.:
o disgrise the fact that many of these items:are individually-:, ~»--~.
tariffed and charged for on a month-to-month: basis.: -Although
ownership of these items will not. pass upen the.:sale. of ‘CPE.-gets: and -
in many cases PT&T will continue to-collect monthly::rents for these - -
i%tens, the company preoposes that a proportionate:amount: of . the cost .«
of these assets should be factored -in--as a component ofl net: HOOK -~
costs of sets sold by recommending-inclusion of ~the rnonddisposition o ~¢
naterial in the calculation -of gains. and losses;: PT&T .is effectively
requesting ‘full and immediate: capital. recovery for -items: it will oot -
ln -~aC"' Se’l. BERES o S L anes B ST e

" - o

. .u,.,‘“,...s N~
- (s [ [

The tean estimated that only::13% of. thexnondlspos;tlon»;uff
materials included in PT&T's loadings represent actual material§::g,;
wikich will de so0ld -and retired. as .sets: are ;sold retired. .-The o
remaining 87% are recommended: to be excluded from- the net BOOK -« ~z.:
calcx.lat 035., e . e er e e e Tial e e

R N
~ - e - - ' v PR

--PT&I s rebuttal witness Gueldner—stated that use of.. &he~—,»
staff's loading factor would not reflect .the retirements whlbeh -will-
be zmxde on the company's Dbooks: and :should be rejected. 0ur adopted

figures will reflect :the starl posztion.~~-» cooorsnd nlnsomenalodons

.ol .. I e e T [

Discussion of CPE -Sales = - . . - : e L r e L Doe e s e

o -
PSRN . e we -

. - f
- A

Iz 1its brief PT&T recommends that the Assue- of -single-line
sales be considered in further hearings in A.59846 but should the

Commission c¢hoose to decide the CPE issue in this proceeding, it
should accept PT&T's $15.2 million proposal with the provision that
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R aas

any nec¢essary adjustments be"made-in“further hearings in A.5984%
regarcing a CPE balancing account. ML EDIVE SRR wriEiand

" PT&T believes that the CPE sales:effects should-reflect the
usility s actual’ experience and’ not a!series- of estimates- based on:-

-

supposition. Tl oo o m G T B S SR SR T
We do not agree with’ PT&T ‘that' ratemaking: treatment.of: CPE
sales should not be prospective and  permanent;” and will adopt. thes
staff's position. Recognizing that the CPE sales program” is’ a-unique
business situation to which ‘ordinary accounting principles and
r:lings are probably not applicadle’,” the Commission will assume that
the starff's position regarding tax treatment is likely %o prevail.’
We also agree that extraordinary retiremenc accounting 1s appropriate
iz this iastance, and that FCC-rulings do- not appear-to prohibit such
treatment, part;cularly for purposes of ratemaking-by'state
authorities. "Without sucn treatment PT&T*S'ratepayers~wouid not see’
tne gain from the CPE sales program, since upon divestiture PT&T will
transfer equipment and accounts to an AT&T affiliate. We have found
that DPT&T's ratepayers snould .see. this gain since they have.borne the
risk of the CPE {nvestment. Under the circumstances,- we see .o - -

- (-

reason to delay this decision to another proceedizg. P B
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TELEPHONE PLANT

fokn e, e e e e e s
ol R P
amwd Y, - ATy

P

Telephone Plant - Overvmew Canwnl LN inrAlen TR0 L mmssesnon

“ PR : e D e e e e L

: AS- shown on- Table- -2 in the article enti&leg;"zstimated 1983
Results of Operations™,: 0.22% of the. 1.26% difference: between PTEY. .
and staff estimates of realized 1983 rate of return for Cakxxppn;aﬂgv
Intrastate Operations. is attributable: to-differences. in- rate base.

T this, 0-.19% comes: from differences in:estimates.of-weighted. . . .
average plant estimates. . . .- o - s momureud O N Y T R

) g .
.-l ...@...__.,r‘......_:. L =

A. spread of the: difterences .arranged according. £o .the. -

- e et . e W

—.‘..an.\i

i m oy R L e e
- L

...... e

e amroo L Table R SRS mOLTL 20T LTTTIaze T

The Pacifid Telephone and ¢eiegrapb Codﬁany T e

* Results ‘of Total Califoruia Operations’ ¥ i. .I70 o

A. 83-01 22 Estimated Year.-1983 Weighted: Average e e
Account 100. 1 Telephone Plant in Service Through Recas #3_J o

BSEN BEEEEE
. OO C S S e .“:1‘;" .o PT&I‘
T Lol Tl ns Tl LTt Lr Inunlluie T Execeds
Item W e ... . . _<-DI&T - ... ..Staff .. .- -Staffi.
1oo 1 Plant in. Service-(BAU)AA $49 son,7so 349mm32v%17 -+ $369,633
CI-II e e (19&,%%HL_,;~ (185 6001 or (12,544)
Subtotal 19,303,606 18,946,517 357,089
Recast #1 Adjustments '
wisthout WECo Price Adj. 104,666 104,700 (34)
WECo Price Adj. . (176,014) (169,474) (6,540)
Recast #1 Subtotal 19,232,258 18,881,743 350,515
irect Sale CPE (128,200) (128,028 (172)
Recast #2 Subtotal 19,104,058 18,753,715 350,343
Recast #3 Adjustments (1,772) _ 0 (1,772)
Recast #3 Total 19,102,286 18,753,715 348,571
Per Staff's format.
WECO Price Adjustment
added back 169,474
18,923,189

(Red Figures)

—98 -
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‘The actual experienced 1983 BAU beginning-of-year plant in
service turaned out to be $152,200,000 lower than“forecasted by PT&TV
in the NOI. PT&T is not contesting the later figure.

- .: The buildip of the PT&T and staff BAU figures for weighted
average plant' is shown below::

Plant xn‘Serv;ce
"Business as Usual"

T pTar
o viee VIExceeds
Item : PT&T Stafr-=- “-**Staff
B : (Dollars {n MIIlions)”-

Beginning-of-Year Balance ' :aaﬂq:;:? Iomered
Telephone Plant in: Service $18 615.5 $18,504.3...0% $111.2

weighted Average Net _ _ . ‘
Adcitions coe -~ 88643 627.9 258.4

Total Weighted Average. et e DD nm T eaT
Telephone Plant in Service ...19,501.8  19,132.2 369 6

-
I -

PT&T's Plant in Service Eseimate

- PR -~

... PT&T"'s. plant.estimate was based on. its, capitalnbudget and
the budget process was- explained by Vice President King. .- . ..

- According to King, the 1983 BAU.capital. budget..is. $2, 6&3 5
aillion, a 5.5% increase over 1982. . These dollars were forecasted to
enéineer,_purchase,¢ang;ins;all,newjpelephone;equipmen;qxo meet
customer demand and to. support the utility's work:force.with tools. .
and equipment.- The capital budget for:. 1983 was-developed: by: five. ..
major capital categories: -COE,-Station Equipment,.Qutside Plant. - .
(OSP), General Equipment, and Land & Buildings.

-~
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.o - PT&T's_estimates, as of:the time-~of,the
CI-I¢, are as-follows:z.. . . .- -~ a2

TS L mnLrLeInee QEAITL TRTY LIlUNest i
AR e o s dmpaet: ... . ~m  CI=II
(Dollars in. Mill;ons} PR

Land & Buildings % 205.2 . .3 (8.8) $ 196.4
Cenzral O0ffice ﬁj_. PR
. EQuipment 1 006 6 1,006.6

._Outside Plant
Equipment-.- - - T45.1 zecs TRS.T

PR, PR

BAT -

Station’ zquipment T 524.,7 (383.2) o 141.5
General Equipment 161.9 _»(11,2)ﬁh,;_3ﬂ .~ 150.7 =
| Total- . . - T $2,643.5 S (u03e2) T 2 240, 3

v e s e
- . e Vel DUl

. (Red Figures) .

P
— - — B

The Land & Buildings category 1ncludes the cost of all‘land

.nsualled. R A N P T -

-The COE category provides” for the“engineering’- purchase,
and iastallation of the majority of the exchange* and: toll metwork.:
Toe category i's broken- down and” analyzed: ih termst of four major
subcategories: 'Manual;7Circufts;‘R&did}”&nd*bial?Swihbhi ST el

Manual,” which has” virtually- been” eliminated, inmcludes all-
manual switching® equipment. - Cireuits and Radio” provide interlocal::
and lohg?d*Stance”cbmmunicatidn”paths"lCThe"fiﬁhl‘éhbcdﬁé@&rr;“bi&l
Switeh, represents: switching equipment expenditures»for'bo%h locab
and vOll vra**_ . P oo I R T s B UL S oS- PRSI

Station Equipment is grouped into two main categories:
station apparatus- and large PBX. The apparatus subcategory contains
all the equipment located on the customer premises. In addition, a
portion of the former station connections account remains capitalized
aad is included in the Station Equipment total. Large PBX consists
of business customers' on-premises switching systems.
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. -
e
R

Ihe OSP category includes all expenditures associated with

-

providing customer access to the exchange and toll network as well as

NG VRV A\ oy

some of the network trunking requirements., This category,covers the
engineering, purchase, and installation of telephone poles, manholes,

[

cables, and conduit, including costs of trenching and repa.vingw
associated with installation.l N ) '

The General Equipment category includes expenditures for ?

S

Surniture. and office equipment motor vehicles, and t°°13-‘ﬁe.,“,"P,

King described PT&I's capital budgeting DPOCess . aie
COQSLStinS of tiers of actiVi‘ies deSisned to assure efficient ‘

tilization of corporate capital investment. He said that the, LU,

s ta s

process is a dynamic one, with changes in forecasts triggering a new

P

cycle of updated requirements, management review and analyses.h In
addition, the. ut*lization of standard engineering criteria assuresut
that capital expenditures provide telephone plant in the right place'
at the right time and in a cost-effective manner.rv_ﬁ ‘ L

The utility s, capital budget guidelines specify that the é
company will' ' '

A,n..,ua "»,.-. -

LRI
e

.. .m‘

- ST e e e ey -

1. Meet : orecasted demand for services, ..

2. " Plan a modernization program in’ accordance o
- with'corporate objectives, v v ~-TTes ‘

3. ‘Replace~worn-out'equipment‘as reduiredl” TLLTTnLnn aed

~To develop the budget,*each capital account*is analyzed in
-e*ms of formulas or ratios,’ ‘which when examined” over a‘period of
oime, can provide 2 reasonableness check ror capital expendituresu

[T
“y

Specifically, some ‘of the ratios’ analyzed are Dial? Switch‘
dollars per main and equivalent main telephone gain, as” well s’ '
- Station Apparatus dollars per inward movement. " For' ‘osp,’ ‘Subseriber
Line dollars per main and equivalent main telephone gain” is‘tested.
In the Land & Bui ldings category, the' ratio of Land & Building
dollars to COE expenditures provides a check on reasonabledess. - ¢
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General Bquipment requirements are reviewed ror alignment
with overall force additions as well as testing the project costs

against those ot similar projects._ T RS Ry Ehes L VEnE

ey e

The budget process begins witn a new volume forecast. “%Hé
forecast is used as the basis of budgetary COE and OSP. The Station
uqu..pment budget is'based on forecasted quantities of the various o
types of terminal equipment. General Equipment requirements ape
based on field requests for force’ projections, project needs, and )
forecasted replacements. These requests are reviewedmby PT&T' T
capital and budget group for alignment with overall rorce additions
as weil as testing the project costs aga‘nst those of similar e

”~ ‘,-u-..ﬂ -,

proaects_ P . . - u,‘»n.. LoD PR J S I

Land & Buildings category proJects are triggered by related
COs projects, operations requirements, or administrative needs. R
Building engineers aceount” for all existing owned"and leased space
before’ proceeding with economic studies for new si tes.‘ Land & T
3uildings requis ements are reviewed by the segment budget ‘groups
charged with overall management of the” account. - They crecik that
requirements are justified by forecasts timed to meet in-service(:
dates, and are priced in relation to.trends and averages.

King described the efficiencies‘tnattderive from PT&T's
zodernization programs.. Should. the company. £ind it.necessary to
defer these programs, PT&T would st*ll make capital expenditures to
expand on older techoology. . The wtility would contimue, to. incur.. .
higher operating expenses.and. work force‘ievels.‘ And.for many Qﬁ;ﬁhe
programs,. it would miss an‘opportunity to.expand the,serVicer_:::ciq
offerings. available to the consumer with .a commensurate loss in
reveaue opportunity. o -

- - - - oS N(F\' e -

. Ty
. e e

. If zore. runds-were to become amaiiablep\and all otner.needs
were to be met, King.said that. there wasrabsolutely,no.quest ion that
2e would spend tne . money on. aore. modernization. -3y, taki ng advantage

of improved technology. and introducing greater efficiency.in PT&T"s
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operation,” the. company-would more" than~pay for-these expenditures
with future” expense savings... .- T AR S PP L O B S Pel e P b

" King also explained” the"budgetimg-of-econtingency-o s nwixst
allowances, which PT&T™ defines as "Corporate Held Funds."..These: uo
allowances are not included- in the ' 'field-budgets), and® their™dimension
is not knowdﬂby nor is it available to field budget groups. The
corporate held funds currently contain $30.6 million for 1982 and
$77.4 millfon for 1983, representing™1.2% and 2.9% of‘the Tdentified
budgets, respectively._ As specific requirements are identified in
3ubsequent view processes, 'PT&T intends to distribute these funds

Crem e
e AN -

within the field dudgets as appropriate. fﬁﬁns;;?g
taff Plant in Service Estimate - R

- The staff's estimate of Telephone Plant.was:prepared.and
preseated by Senior Utilities Engineer David H. Weiss, P:E.,. of the
Commission's Revende*ieduirementgwﬁitis;on. e

On a Total Califoraia Operations Basis (Table 1) the staff
Recast #3 estimate of Telephone Plant in Service ror estimated year
1983 is $348,571,000 lower than the telephone company. “The T
difference is prlmar;ly the result.of tne~staff having later
information than the utility and the use of different estimating
procedures. The utility had»access ‘T recorded data~up to
December 31, 1981, wnile the»staff had,accessﬁtoamucn recorded data
through Decembder 31, 1682.° -'””.f; : TS ‘df y

The staff estimates for weighted average Telephone Plant in
Service are less tnan the utility s-estimates by $3A8 5 million for
estimated year 1983 The principal reason ror the difference is the
estimates of construction expendltures where the starf estimates are
less than the utility by $416.3 million. Two' basic factors leading
to the starf's Tower estimates of ‘construction expenditures are
staff's estimates .of telephone access line gain (ALG) and capital
expenditures required for each unit of ALG. -

- T R T A

. et L
I a LI S - e wilon e W

R

e

P “ e
X e

- 103 -
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_&n-discussing-the staff: estimates-of construction~,:r. ~..

- W

expenditures, Weiss followed the utility. practice.of identifying:. .
components .of the-construction. budget- by subdividing: it~ into

categories.  The differences,. by category between: the. utility. and: -
staff, on-.a Recast #1;(adjusped;fongCI-IIngasdségnee T e

e 'PT&'I.'i LAOTION O OND mwWLhN Tono ook
Cow \v-w---u ‘-_,'-'y"‘ Exceeds

Cagegory " 0 PIET © starf " Tstare
R T (Dollars ;n~Million§7::::7

- -~ . -
e N

Land’ & Buildings o ;‘jisf 196 u s ‘189 T 'f” $ 7 3 _”ﬁff”
Contral Gfefes = " tT - T L aneme Y
Zquipment -1@00636‘3T< e BUILERT St A5
Outside Plant 745 .1 :533 : 831¢€f “i'fzja“ﬁ'c
Statfon Equipment’ -~ I AR5 oo Tliiipggngh
“General: E‘dui’pmen-t R 1o B IS § 3-6 pECBG PO 13 .A9; Lol
Total 12,2503 T A0t ug T

- - e

~

‘The lower staM estimates weye mostly}caused by the“

o

foll owing ‘actors._ : NP

N~ e s -

.J. Volumes Estimates - PT&T ALG exceeded staff

by 84,200 Yines. - That 1S, ‘the stafr estimate* e
is. 27" below that of the wtdlity. oo oroar molr mera

2. - Corporate Held- Funds - PT&T included ...~
$TT7,400,000 in its CI-IT budget for a .
eontingency fund of 3.5% of ‘estimated -
expenditures. The staff did not include

anythmng for that purpose.’

Inflation Factors - The staf f used the latest

estimates of inflation -for -each fandividual

-category as reflected in. the most current .

Bell System Telephone Price Index (BSTPI).

On a- gress basis, PT&T ‘used a eomposite’BSEPI
£ 2.72 while the staff used 2.58..

- Method. of- Estimating Central,Office Equipmenm-
and OSP Categories - The staff used. different

methods -of calculation and ﬁhe lower svareoe
ALG estimate. - .~ .-

' - oo R BT St e k]
N

Method of Estimating Station Equipment - The
stafl did not accept the utility's most




»~
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recent CI-IIl-estimate because ofa lack of -~ -~
recorded data:and:no.approved: policy-for.~:"
handling expenditures. , The staff selected
appropriate NOI and Decenber 1982 view e

. estimates.- Sl o AT

6. Method of Estimating Land:a: Buildings~and -
General Equipnent. - The starf used its lower o
inflation rate. - PR -

There were otner dirrerences vetween tne utility and the®
staff estimates because of staff's use of‘different gross additions”
as a percent of gross construction expenditures, deferred taxes; P
beginning-of—year plant in service, and minor ratemaxing adjustnents.

In preparation of its estimate, the staff used’ utility e
¢efiniti ons wnicn explained tae purposes of the e;penditures mads’ Ln
each of the’ ‘five capital cat cegories used” oy PI&T in its budgeting
process. Tnese purposes were: . ‘ IR

' T Growtn B LR AR
‘Modernization ©
Customer Movement
Plant Replacemeat =~ o

The staff referred to combined éustoner4Moyenent“and;Plant
Replacement by the old term, Standing Still: Tne“sta?r‘s"analysis”f
therefore consisted of a review of each of the five" principal plant
categories in terms of the three purposes of‘tne expenditures*”” -
Growtn, Modernization, and- "Standing Stilli":" -

The staff estimate started with-a’ company document whicn
tne utild Ty develops and’ publishes twice" eacn year usually"in April
and Oct tober; which is’ entitled "GConstruction Budget Summary e e
Analysis. "It contains recorded data rrom the previous year plus
’orecasts for the currentjyear and two' years into the future and is
commonly referred to- as a "view.™ For the purposes of the current
proceeding, the April 1982 view was further modified by the utility*
headquarters staff in ordér to present a prudent‘budget for the “°°°
current application. The budget summarizes the expenditures required
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$0 carry out,literally thousands ofvjndividual-projects ranging in
cost Irom thousaads to- tens' ofemillions_of dollarsv b
The staff analysis of. nhe budget was based upon extensive

discussions with the utility, supplemented by- some 50 ‘data requests
walch were responded pAN exped*tiously by the utility 7 Based upon
that nformatxon, the Commission‘ooaff attempted to develop
relatively simple and reasonable methodologles. to, test"COB and 0OSP,
tae mjor portion. of .the budget.l The starll, feel; that, tpe pse.of
those metnodologies should y*eld reasonable edt;@gtes ofkeaoital .
expend;tures needed to achieve the util~ty s constfuction goals in

nose a*eas., ;he *emaining areas, Land & Budlddngsﬂ Station, and
Gene al quipment, were. *eviewed us;ng more conventional approaches.

P

. GOE and OSP expenditures constitute over T8% of PI&T's.
p-oposed 1983 budget.

L AR e TaladitodiEryes ,..'" -‘."-ﬂ,“‘
R " RSN

According to the staff report Exnibit 28, tne utmlity has,
in recent years, overestimated. annual growth as measured by ALG, and
nus has placed into service more facilxties than were required. As

a result when the recorded costs of. such facilities, or parts of then
sueh as COE are divided by a typical recorded quanpity measuring
need a "dr ver," such as- ALG, veryﬁhigh unit costs‘are .recorded.. -
Such un costs would have deen oonsiderably lower ‘had the forecast.
and recorded volumes macched each other.. The utility typieally,uses
unit ¢osts, e.g., Dial Switch Dollars divided by.ALG, to measure the
reasonableneas of its.proposed, oapital expenditures.dyzn the course
of explazning this.use of unit costs, the utility implied, that. it did
oot have the abillty readily to. cnange COE oapital expenditures after
detailed englneering is. oarried out about 1-1/2 years prior t?-???,
The staff_’ound anooher example of this situax;on DY mar
dlvid_ng uhe hlstoric, normalized cost of COE by recorded ALG to

P

obta n unit costs. For the NOI the utilixy figures indicate a unit

.A‘~u-

cost ”or COE of $2 227 The unit oost based upen reeorded figures

PR S R NGNS b VR A0

-

. - B - .y & .
e e e e e e e e e




A.82-11=07 et al. ALJ/3t/vdl

,188. The increase in unit costs appears "to™ come about “when-COE-1s
ordered in proportioa to a-“certain ALG" forecast ‘but when’ tne
equipment is installed, theé ALG'is Duch smalleér®® Dividing“the
relatively high COE-dollars by a"smaller-ALG than ‘was planned-results
in a larger unit cost than’ was envisaged at thé-time-of forecast~--~
preparation: The'staff declares that Undue relidnce QpoR the-use of
recorded information duridg periods of*volatile-access-lihe éstizates
may be misleading in estimating“COB‘andlosP&&nicn éatEQorieéfsu“"'
constitute together the major portion of the utility '8 proposed
CI-II- construction ‘budget.” T 7 BEARTE e LITMOND NG niont

"° ' -The staff’therefore sought out another “means oftestimating
‘the CO” and 0SP- portions of “the budget’ and conciuded that-she ‘useof
the utnllty s owa view rorecasts which were" developed in conjunction
with its own estihates of need- such” as ALG, etc., “would® “provide-the”
zost reliadle indication of what recorded‘nnit cost” data 13 most” -
valid. The staff found several’ years ‘for~which recorded expendltﬁres
and ALG were close to- the average of forecasted expend‘turee and" ALG'
thus, the- effects of" tne use"of missed ALG estimates with“committed”
expenditures has-been minimized:  ~To" gulde ‘the”3éTection of "those--°C
years, the forecast periods had to first ve” established**”i o
~ " The ut‘llty in- Justzfynng engineering rorce’ additlons in

©3 previous general rate appl cation, ‘A. S98u9, had® pointed out that
excnange and tandem” switching replacement programe “must be- engineered
up to two years prior +o when- capacity is- -placed-into’ service:>~In~*
response to a data request, PT&T  confirmed that the-COE and 0SP"
categorzes were” generally ordered via firm commitments approximately
1=-1/2 and 1 year prior to- use” altnougn“it then said’thére’is” some
ability to shorten those time intervals. Data from: those time”
perlods were ‘used- to-obtain: averages of‘rorecasted valnes of budges’
dollars, ALG, and Access Line Inward Movement CALTM)S® The sum of
ALIM ahd aceess line outward mevement 1s ALGS-" (ITnwaha movement’ £3-°
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connecting a. customer to receive telephone segyice? ,Outward -movement
is disconnecting a, customer ) v r i nt we; nmz AT L3RG
.The staff fonnd several stable data. reference .years,..the. .
years in which the conditions.were such that the forecasts ?ghQQ}%%?
expenditures and thelr associated.. drivers .approacked recorded "
values. The staff fnrther -exanined. the data.for.each.year. and .
determined that 7978 was the.year. closest o 1983 -whic¢h generally
showed decreasing.unlt costs. with. increasingﬁALG.i_Ine year 1978 was
therefore se-eeted as tne reference- cyear.

-

T e

o e ey L
FICTYRPR VR S - [P O R,

-The staff felt that.it . was, important to seperate out the
erfeQts of growtn as growth was the major cause. -of . the, enlargementm
of the budget over the. last ten years. Io account for price charges,
tne stal f -used . tke BSTPI . The . complete budget is. based ‘Dot only upon
the. element ol growtn but also upon the. Moderniza ion and”Stengingﬂs
Still elements.‘ Modernization for.COE. most .often.refers o . .. .. .
*ep-acement of existing COE equipnent such as step by-step with the
aore nodern electronic equipment when -a, central,office is, enlarged o
 zeet growtn requirements. Some modernization is, nowever, carried,
out. rrespective of growth needn"vStanding Still refers to simple
plant. replacement with 3~mila?=eaeipeﬁne;999;al§9¢§°tshaess§t959uspt
about by customer movement. . ..

e
vl

-~

P -~ -., LI N - -

(R US4l

Tae Modernization. and Standing Still (Customer-Movement and
lant Replacement) portions of COE and OSP were handled separately‘:
vw*tn tne uzderlying. basis of. tne utility S, projections bedng... -
adopt ed., However, since most expenditures for modernization result
directly fron»customer growthlrequirements,ﬂtne portion of Lomacan
modernization that.was. considered independent: of. growth was., fully;:i
credited. to the. budoet wbile the part.of modernization that.is -~ -
propor tional.to.growth.was credited only ln propontionito growtn ,
volume. . The Standing Still.part was. ully credited. £o_the; budget,."
For OSP, the stafl used tne same -basic, metnod as. ror COE
out the stafl considered.- the. shorter lead time required to purcnase
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osp components. Also, ALIM was selected as tne driver, since_QSP
must be provided. to handle inward’ movement of customers irrespecti;e
‘of changes in ALG. Based on the selection of shorter lead. ‘time anc_
of ALIM as, the driver tne staff selected 1977 as the reference year.

The major portion of OSP is Excnange Lines and Aerial
Wire. Discussions with the utility indicated to the staff that as ‘a
general rule, approximately half tne cost of Exchange Lines and T
Aerial Wire arises from’ tne need to supply feeders which are a f"
‘unction of ALG while tne balance of such costs are the result ot
adding distribution facilities which are driven by ALIM _The’ staff_
developed an equation for OSP wnich assumed that half its cost was a
function of ALG wnile tne other nalf was a function of ALIM.‘ Since,
the structures part of the "Other” subcategory i3 basically “;i‘—m
underground facilities for distribution purposes, the entire Other )
dollars were assumed driven by ALIM. That assumption appears . :
reasonable as feeders are built to provide for customer growth in a
particular region whereas the distribution plant is required to bring
vhe customers' individual lines‘to a“particular“feeder“point“and“tnus
is a funetion of ALIM. That is to say, tnere may be no customer o

rowta, but the movement of customers from one part of a region to )
another may require additional. distribution plant.r{;

The stafr made & check by varying the ratio of the fraction
of dollars attributed to Feeders vs. Distribution plus Other dbut no
significant changes were observed and therefore the 50-50-split was
accepted. - - ...

. .- e T e - ,‘ - -
- o~

) . I e I
- e e - o8 PN . - chowd Ay

:lhe,Station.?quipment.category consists of Apparatus»(such
as .elephones) Connections, and Large PBX.: Qﬂ:?l;;¢§3?899?¢59:§@:si
will be”.ne most heavily impacted. by- CI-IIt. PT&T - estimated. that-.
21.9% ol ivs BAU Apparatus dollars would be required.under CI-II.wnen
the FSS takes over the CPE function.

PT&T was unable to satisfy the staff as to any sound bdasis
for its 21.9% estimate. The staff therefore modified the utility's

:”{og'-
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original NOI estimate of $77. 3 million for, apparatus, the December
1982 view estimates of $28. 1 million for Connections and $8 2 million

Lonmpe e Tekate

’or Large PBx to conforn with tne staff-adopted BSTPI and used $75

o~

m.llion, $27 9 million, and $8 1 million, for a total of $111.million.
' The staff's review Lead it to conclude that PT&l 37
estinates 'or the Land & Buildings and General Equipment were

e Dl

reasonable. anougnout the development of tne staff*s budget -
estimates, discussions were held with utility personnel vnicn :‘i

resulted iz the staff's final lower BSTPI value tnAA“%hose used in

\wt-u.h

the NOI. ,lne starr's estimaces, including tnose for Land Buildings
and or Gene*al quipment,:reflect tnis lower BSTPI value. :T-

‘The staff did not allow ror Corporate Held Funds becauae it
believes’ that this is' a redundancy ' The staff found the budget fj“
alreacdy has contingency buil“ into it, and tne stafr's experience is
.na? Pl&l nas been over-optimistic in its forecast of groytn.a Weiss

RN el

tnougnt vhau expanding tecnnology snould yield lower not higher,4ﬁ

" e

capital *equlrements. e

- - I e ] ~

Property Held for Future l'elephone Use oo o o

 The lnstructions for FCC Account 100 3,‘Property Held for
Future Telphone Use; require tnat-"f ) T :M‘N“‘ o

"(a) This account shall include’ tne original cost .
of property, other than station”apparatus,.-" " - - -
owned and held. for. imminent use.in-telephone

service under a definite plan for sucn o
use.™ - I. .. : R N PO

vacant real estate in an amount of $777,000 fon which PT&T had mo'~-
plannec fDiture use. This vacant property was- being carried in
Account 1007, Telephone Plant in’ Service,-and ‘the' accountants -’
recommenced L{ts trapsfer to Account 103, Miscellaneous” Physical -
‘Property, a nonrate-base accounts -~ Weissy following tnis EERR

man, S
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recommendation, inadvertently removed the approximately‘$800 000 from
Account 100.3," rather than’ Acoount 100 1 .ii meInoan .

Were it not ror this adjustmen PT&T“and‘staff estimates
for Account 100.3 would have- been. identical. .Since- the- $800 000
would have been removed from rate base in any'event"there was no
effect on the staff's- overall results.-ww.r Clana :a:ft -
Plant Estimate - Rebuttal, e o - i}' EEERE
Rejoinder, and Briefs - -7 oowl "~f~‘1 A j@rf:

Vice President King, as rebuttal~to Weios' piant estimate,
took exceptlon to Weiss' selection of 1978 as a- referenoe year for
the deviation of" unit cosos for COE" growth expenditures.ﬂ King stated
tkat CCE growth expenditures Ln‘1978 were: got. sufficient?to provide
for all the 8rowth requirements, as evidenced- by the“'service levels
azd held orders that the company experienced.' Since"service levels
and held orders in 1978 indicated that PT&T was not: meeting‘Quality:’ﬁ
of service standards, because not’ enough<COE was being provided'~1978:
was an -nappropriate Vear to derive umit- cost figures' for COE."  The --

D e

uzit costs thus obtained understate growth requirements. " -97"C

Slmilarly, King said that- 1977 was not an appropriate year
%0 base a unit cost analys s for OSP growth expenditures beoause not
' enough OSP was’ being provided and ‘the” quality of sef%ice was not” ‘
being met in 1977.
' Ki ng ‘also testi‘ied that Welss, at transoript page 1179,
recommended that $37.1 millicn of Station Bquipment (SE)* be ‘expensed *

rather thar capitalized but the ‘staff made no’ provision for the $37°.71
million in any expense account.

In rejoinder the staff addressed only the alleged failure
%0 expense SE. Welss testified that he had made no recommendation
that any $37.71 million be expensed.

"Q Now, I ask you, did the staff make any

recommendation regarding the disposition of
the 37.1 million?

"A No. I think the staff did not recoammend
either capitalizing or expensing that amount.

i
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- Instead, I believe if you look. at.Yclume 10.
‘page 1180 line 17-19, plus Exhivit 28,
chapter 13, page. 13-30 Tables 13-E, apparatus. ..’
subtotal of 75 million, compared. to an NOI . ..
value of 77.3 million,” 1f you “look at’ that, we
made no recommendation that this item - be:. Szt
expensed. Instead, it was. nmy. 'eeling.tnat the_n..
company should try to get by with the 75 - o
million while c¢arrying out” the recommendation'” == [77"7"
we made in Volume 10, page 1179, line-18-19,- . ..» ... -=c
which was to provide some sort of inventory.of L. .. .-
the existing amount of equipment“betore*"*"“‘““””*“““”‘

“proceeding in the purchase of“additional A
equipment.. - .

g : . [ o
\.n-\ ‘A

"l still can't quite understand how oneepan SETRS
decide to purchase additionmal equipment when

. one does not: know: how much: equipment‘he n Lo
already owns." . (TR 2867.) .. PR ms D me

) In its brief, PT&T disputes the staff 3 use-ot,awfactor oﬁsz
0.18, based on a 1978-1982 average,. to be.applied: to. estimated - . ...
capic al expenditures. 0 get the weighted average nettadditzons-w..r&n
contends that. the Iigure should.be 0.50, representing. 2 uniform rate.
£ expenditure throughout. the. year.  The.use of, é unironm;}ate'and7§5:.
0.50 factor would raise.the. staff's rate dase. by $18 3 million.
"Also in the, brie RI&I alleges that Weiss,made a. $40 . .

milli on error in COE and admitted the erron.but declined to correptl‘
it. ‘

W
P I

~

e . :
g SLoLen o nnIod
~ -

Another point that PT&T makes n its brier 1s that Weiss
was not. consistent in,his se;ection of the NOI estimate for SE..,ﬁﬁ -

Apparatus aad the December. 1982 view for SE. Connectionstand.Large.PBX.

S e et R
. F ey A ¥ o Ao B s e aly phe A




Evaliation of Plant Estimates

The formulation of a reasonable allowance for the plant
portion of PI&I's rate base depends not only on the plant estimating
techniques used by the utility and the staff, but also on whether PTLT
is being induced by ‘the level of authorized rate of retura to invest
for the purpose of producing a return on the investment, rather than
iavesting for the purpose of meeting a real demand dy the publie for
aacitional or improved ueillty service,'“ o mere e wem

Tne evaluation mnet‘also depend on tne con&enifen of the

a e A L e TRV WS I K

sta"_‘hat PT&I s\plant is already overbuilt, and plant costing in

excess of 3600,000 000 is not be;ng utilized.wrn_,ﬁ s e
The 1983 capital expenditures budgeted by PT&T are massive,
$2,240,300, 000, or $218 for eacn or the company 3 10 275 000 ﬁl. EEACE:
telephones.; The $1 810 100,000 recommended by the staff is notl_ e
exactly a parsimonious allowance, it would stlllwamount to 3176 per‘:_
customer, 87’ of the amount being advocated by PT&T.” Such enormous‘

capizal expend;tures must bear carerul exam;nation. R

=

e e

- -~
e

W, !

E S T o ST ey e
- e A e A Y du e o b e s

4 -
I VR [

i )

. - P -~
.
CenTinmLan: ELD es

Y

a0




A. 82=11=07 et al

expenditures ‘or COB ‘was insuffic;ent;“the Annual Report SE pTat
filed with “this ‘Conmission CFCC Form M) 3hows nnat‘in i§f§* additian'
to Ac 227, Central Office Equlpment amounted to $u26 u87 393 ‘2 233
increase over the prior year s additions “of 3%5 3T0 556. Tne~1978
acditions were 10 5% of tnévﬁéginnzng of year pIant. Durfng 7978
PT&T ssued $900 000 000 in debentures, $106 650 ooo'in non-voting
prefer“ed generated 31&9 67& 000 in retalned earnlﬁgs; accumulatéd\.
$195, 098 000 {n "deferred taxes" and charged depreéxation accruéfé‘éf’
$697T,411,264.
~or funds available for capital expenditures nor were the gross
aaaitions to COE insignificant.

As for 1977, the staff base year for OSP additions, PT&T

added $370,355,000 to $2,805,836,000 of outside plant, a 13.2% gross
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- e

addition rate. Thin rate, wnile dwarfed by'PT&I's present spending
levels, is a respeotable rate of‘gross~additions. -Jndn

After considering the recorded'data for the base years
selected by *he staff, and the. distontion in unit»costs provided by

the utility's method, the Commission concludea that Welss' estimating
methods for COE and OSP are- sound..nn_ SlLe Ivmounoon IV

- SUILU LSS -

Ihe Commission cannot accept PT&I*S contention made in'its
brief that consistency demands the- stafr aocept ‘thew unility s
December 1982 view for tne SE category in its entireny. Weiss, in

cefending his use of the original NOI- estimate explained on cross-
examination at Traaseripy Page 1178z o0 oo LA

- o

iRy

"Q Okay..’ Why don t you tell‘ne where I wasi.
wrong. -

A It goea beyond tnat.M,I was first of all
~suspicious when the’ company made-the’ statemenc
that -- and I will read from paragraph 38 on
page 13-16 and the company said:

"The. utility obtained its CI- I L
figures by estimating that®21.9. 7
percent of 1ts BAU apparatus
dollars would be required under
the CI-II condition.!" L -

"I questioned the company on where the 21 9
percent came from, and I was. told it was’ a
management decision.u-nml ‘ BT

"I was not able to find ont wno in management
estimated. 21.9 percent. ..

F“Fnrnhernore, I wasn't able to L nd out really
where the 21.9 percent: came from. . | .l .-

"The only impression I.got was.that. someone- sat
back and said, 'I tnink it is about 21 9
‘perceat.'m™ . .

. P -
Ce - -

And, after an interruption by staff counsel“"at Tr.
and 1180: . RESNEE _

— 4 \.‘ e

"Anyway, that sounded awfuily funny to me.‘ I
Just couldn't imagine how anybody would make
that kind of management estimate.
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"I was further surprised and appalled,ﬁrrankly, Ry
that company,-with over-1003,000" employees, * T '
would not- know.how-many: telephones it-used in::
its own operation.”m e e

;"And based upon those two factors, I became e e
suspicious that-there was ' no real sound basis* T
for coming up with a-number.. .-- . .

P .ol Ja L e e = e

"I discussed with your. company-the:fact that 4t
~seemed t©O me, without a record of equipment. ..
on-hand, that maybe the most” prudent thing %o

do would be to go forward with a zerovbudget Do
for station equipment, and.during the next

year or so, try and-find" out how much e
equiprent you-owned: | - -~ N e el m A0

St = - -~ - i PV

"And due to the fact:also that you:iwere:l . noili
centralizing a lot.of offices,. possibly you -,
wouldn't need more- than”you already had

"Because of this, your staff furnished some .
~additional’ information;’ Data” Request "I think

Cdvids 11175 whi ch contained’arlist or*'j‘"
X equ;pmene., _ . Sl

PR

"And then we. got into a dlscussmon of what was
the basis ef procuring that- equipment and why
did you need that- equipment’; - "and your people
*urnished us witn a series- of guldelines.

"And as I have indicated here thesee LT
guldelines, none of them were actually in. use,
and- tney were the subject of‘discussion._;

"I then asked our fiseal- peOple our-accounting
peopee,_uo come in and give me some advice,

"And the net result of~myﬂdlscussionew th Mr.
Galvin and others was that they felt many of

these- items should- be’ expensed,_and the whole
thing seexmed very cloudy. ‘

"So, I think to- sortiof sum-it’ 1338 in’ paragraph
43, where-I say that I think there is a' lack
of firm. guidelines, there are reductions:of
growth in customer movement, at leastcas a:..
result of CI-C;I and a reduction in work
force, centr ization of operations, plus.a
lack of an hzstoric background“‘“' P

Y o
~

- ~ e

o,
. . ~ e = Nt o
e w b [ T VR
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"So I went along with your origimal’dellars, ~ *7-77-*
and: -frankly, I-.thought, you }cnow‘,w ‘that) didn"%- ~ .
really seem right,‘ ,

nT hesitate to recommend a-budget,_in all
honesty, when I feel nobody knows what is out
there in the first place.™ R o Tl

Without some kind of Justification for PI&Tts,Apparatus
dudget figure, the Commission will :select Weiss' estimate. . ... .. 7.
Nor does the Commission have any: difficulty with the ..~ <.

staff's use of a weigntingnfactor»ofwonuswinsteadvoﬁ‘O‘50: _It:is~ndt

_4._.,,'_“ C e -l

o

Upon eflection, the- reason.becomes;obvious-_>Bud3etedmexpenditures
tend to bunch at the end of the .year, when-the December 37 .expiration
cate comes.  Plant additions rarely are at a uniform rate and for -
this reason the Commission'nas'tradktionally‘usednaxweigbted~éverage
rate Dase. -Were the net additions not to be weighted,. the .plant in:.
service would not be weighted. : Without weighted average plant, the"
ratve base would not be weighted. -Welss was merely-following the
longstanding practice of the agency and his recommendation-for-a -0.48
weigating factor will be accepted. . - A o SEh e mad

A . TR Sy e o e

The Commission has attempted %0 verify: the company’s. roolc
contention, as made in d%s brief, that Weiss acknowledged.-a $40
million miscalculation in its estimate ¢f . -COE circuits,: but declinmed.
to correct for it. -PT&T refers-to transeript 'page 1194 but. it..did -
20% "specify how the -$40 million was determined. . The .development 4s -
‘00t shown in the brief nor-is:it clear from a reading-of -the - . --. .-
transcript that an-error of anywhere near that magnitude -was made. .-
Weiss only admitted £o the possibility of small errors, and. -indicated
that they prodably would be compemsating. ...~ L sl rcF ampsne LaT

Of the $348,571,000 difference between the. PT&T and staff
estizates of weighted average telephone plant in service, $111.2
aillion is due %o the staff's opportunity to have a laster view of the

beginzning of year 1983 BAU plant. The remainder is due %o the
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estimating-dif:erencesuror weighted average. net. additions that have
Just been *ev*éﬁed‘ ~For. the reasons-given, the Commission believes
that the staff estimate of plant in servicé s reasonable and will
adopt the figure of $18 7537?15 OOO for 1983 Totgl Cglffornia
Tstimated 1983 Operations. . .. - = oni7 np sl aegse

Similarly the Commissionm will -adopt: the . staff.:estimate
$55,100,000. ffor Plant Held for Future Use, recognizing .that,din-.soic
coing, Telephone Plant 'in Service will 'beroverstated by ~$777,000 and

Plant Held for Future Use understated by “the.same amount. :o-. =~ T.0r
Plant Underutilization ‘Adjustment Proposal & ~oo<o.'l ot I.-:

[ - -

- In the course of this investigation of. PT&Z"s-pIant
lavestment, ‘the staff plant witness Weiss ‘concluded thatthe utzlrty
has, {n recent years, consistently falled toladjust rexpeditiously -
its rate of expenditures for decreased growth .needs. :As acresult-of
tals fallure, Weiss believes that PT&T ‘has placed in -service morel. "
facilities than are currently required. . . =% los 0 TCo L ludW LoUvmel

" Welss predicted that, for the.period T983-84&, .there will-ve
average underutilization of: plant "o ithe .extent 0L $652, TOO,OOO.;NQ

Should 1982 expectations be considered‘ ‘thie value -of un&erutflfzed
plant would be even higher, 7 7o orr o8 ncoopunmolownt

On bYehalf of the -Revenue Requirements -Division, Wefss' 7 oio
proposes an ‘adjustment be ‘made Lnrannuali-Californfa-jurisdictional .=
revenues of -$93,700,000, to-aXlow for the portion of -rate base ol .0

comprised of underutilized plant. . .Weiss proposed no adjustmentitos
plaat in servige, per se, but instead .proposed "that the underutilized
plant be recogrnized by his gross revenuve adjustment. JALI the plants
in service figures discussed !in the preceding consideration of t..un
Telephone Plant iz Service including the staff. e&timate includefthe
"underutillzed plant.‘~ Wl nrem T LLL T

-

[P . e R S
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4The'§téff*ﬁi€ﬁe3$°app?aise&zpiéﬁﬁ"ﬁtiffiﬁefen“fg terms of
Cetral Office Utilizavion (COU)® and Ousside Loop Fifl (Lp)d- > <%7
percentages. Ihese ratios are- prescribed by AI&T for use in its

Taw e

Construction Budget Summaries. - -o~col0 L F “‘“'""‘ﬁ ﬁ*

[ D e

Comparlng probable 1982 COU ~and’ LF £o°© historical averages,
Weiss concluded that-serious plant underutilizatxoﬁ'eiists.' He
developed the dollar “amount -of- unused . plant: by taking-the:average COU
and LF for the 1983-84 period:.and:-applying:facility-unit costs to_- .
then- to determine -an amount-of“$652,700,000:ofcunderutilizedaf; ST
facilities. The staff recommends that no rate of return be.allowed:
on the underutilizedeplent and that the._gross.revenue. requinement'be
" reduced by $93,700,000. The-staff is. proposing. no adjustment-toT: 7,
cepreclation expense, ad valorem.taxes or.other:expenses:associated:
with the. undernt;llzed plant,-however.. . - . e s soss sl s

The- staff proposal-is mitigated by -a rurther recommendation
That two.years .be allowed for-.the-elimination of the: exceSSnplant and
the adjustment terminate at. the end-of 1984.. -Should thecutility: .
utilize the plant before.the end of~1984, it -should petition:the .
Commission to revise its rates to:reflect inclusion-of underutilized
- plant in-rate:base..: .. -’ '

it

o lu

8 COU is the percent of the Central 0ffice Capacity (COC) that is 7d
being used at the 'end of the year.‘*It is~ determined by dividing the
auader of year-end operauing lines Sy. the: COC Q"‘ -

LN
[RNER}

9 Loop Fill is the percent’ ot outside plant loops that are

operat ional or used compared to those that are availlable for use. A
100p is a pair of wires between the subscrider and central office,
which is c¢onnected or may be connec¢ted to a telephone or other
apparatus. Loops may also be called access lines.

- g o
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. Ihe .proposed . .reduction. in revenue, requirement was
determined as -follows: . .. . . :

v

P "

-~ '-w .".,,"- PR Soe .
] P R

-
[V RS — e

Underutilized Plant (Total Co D $652 700, OOOA
Intrastate Factor™ o “Th0TE U
Underutilized Plant (Intrastate)f"* $4833500,0007 vins
Staff Proposed Rate of -Return .. .... .12. 51%ﬁ5
N/G Multiplier (Adj. for Int. Exp ) 1.55
-Gross: Rev.-Reqt. Effeet o .7 020008793, 70050000 00 wuosw

" After-he-had c¢ompleted his report~whichcbecameuExhibit”SO;
Weiss became aware, through testimony of PT&T Vice:President:Kingy:.
that AT&T routinely monitored and’evaluated-the construction budgets
of the Bell operating companles.on atcontinuing:basis:i” Asta.result”
of King's.testimony, Welss-asked PT&T for the.correspondence-between
AT&T and PT&T.for the lastifive years concerninglAT&T's evaluation of
PT&T's construction budgets:. Reviewrofitheseievaluationsiconfirmed-
to Weiss that his earlier recommendation’was~indeed.correct, and;, .«
upon being questioned by PT&T, he referred toimany exerpts from these
evaluations.® TURN-asked:-that-the- documentsi tolwhichoWelss was> - .0

~
I PSRt

referring -in his cross-examination-be made exhibits.’ In'response the
starff reproduced the correspondence that: Weissceconsidered:oto be ...
pertinent and presented: it as. Exhibit 70.. -~ oo suoven DI acauzimagl

Weiss supported his recommendation with.exhibits~consisting
of graphs and tables for the purpese of demonstrating that the trend
of that plant additions was ocutpacing service reporting standards.

Weiss was cross-examined for all or parts of seven days.
His consistent response during this extended time is illustrated dy
the following exchange between Weiss and PT&T's counsel, concerning
Chart 6 of Weiss' Exhibit 51, as reported at Transcript Pages 1033
and 1034: ) L

" Now, is it your view that at. that point, PR
Pacific should have.done. more’ £o. 20% spend the, [T UL
money for 1982 for-cemtral office equipment in™~

- April of 1982, that they should have somehow

stopped‘that process°
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"A I think you c¢can only surmise what Pacific
should .have done by looking at the previous
charts in cvoncert with this. And that is the

reason why the c¢ross=hateh line is in the
lower left side.

) ”So, if you take these charts apart and lay the
 ¢ross=hatched area.oneon -top- of-thelother; ~°:
you would get an idea of what the.company. .. ... .= -;
knew, for example, in 4/82. But that has been

improved ‘upon by -Tthe last chart,  where-we can-
-look.at 1982.wf~,n, Sl s wielzs oan: o fnoiens

e . R ..'\in L Y

"And if you'll. turn to. tbe last. chart, and.
“youtll draw a Iline up, say, the middle” of‘
1982; and. then:take a.piece 'of. paper andilay-: .::
-1t on.the right.hand side so you do.not. koow.. . . .
company'knew ascofearly 1982..: And- there you™ - o
can see the company knew in the past. that. its.
access line gain forecasts were all dropping -
for all of these years, for 1987.plus-1982:

"They could also see where -their central office.
equipment budgets had either inc"eased or ..
- remained essentially level. o

"And that information combined with' their -
service .information as to the quality-of ~;-r
service being better than it need be, and if
the audit information -was avaiflable as to-
errors, plus I guess if-you.went Dack uoﬁtheir,
nistory of discussions with ATST where the L
company admits-that people Iinm the field were-- " !
aisplacing the timing.errors.and.other things.
of that sort, the compnay should have been

- guided-to be much:more cautious and maybe . SC.d
undertaken emergency .effort $o. see. where. i;,q -
was in the construction budget business, o

- especially since' complaints were being made ~:7° -
that it was.very difficult to raise. money with .
the high interest rates ghat existed 2t that

Lol o imen™ s Ilw Ll meem LS DNETL ANLCTSLNSS wnLLLTne
~PT&T VicewPresident ‘King-testified Jn webuttalc to:Weiss
proposed adjustment. He claimed that the .utility's: coastructionss =:
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economic forecasts available at tbe-time. He also said that Weiss'’
nethodology was - incor*ect. ”'1”"'"~ t ToTvk TaaTe

i ,-\"

King sa_cﬁtnat, Since-1979, many leadingﬂforecasters had
falled to predict the course of the economy - and Pacific's forecasts
were comparable- to thoae madc by ‘the leading forecantcrs. He
described the costa and difficulties of. canceling ordered switching
equipment and-the practical inability of transfer*ing gordered
equipment from one area of the system - anothcr.‘,_“tf
Fisally, King said that Weiss had fncorrectly applied the
CCU values. Had'thcfstaff'appliedfthem-correctiy;'Wciss' estimate of
uaderutilized p-ant would bde reduced: by $354 100 OOO.V-
ing, in h_s rcbuttal tcstimony, made no nention of Weiss'
*e:‘ercncc to the.many. warnings that A‘I&'.t had. isnued to- PT&T .
conceraning PT&*’s optomistic projcctions or construction expenditures.
Stalf counsel objected strcnuoualy and repeatedly to King s
rebuttal *eference to econonic forecaats, on- tne grounds that Wels
had not relied in any way oa such . types Lof- tecnniqnestp Counsel for
PT&T replied that the economic forecasts were:part of the total
information available to the management-at the-time. it. made its plant
investaeat decision and are abnolutely vitaI for thc cvalua ion of
woether PT&T acted reasonably ~Ln making its plant investment
decisions. The ALJ denied’ tne staff'a motion“to strikc RKing's
testizony concerning economic. forecasts, with the- reservation that
the Commission: understood: that Weiss_had-anot rellied:on’such forecasts
in formulating - hds:proposal..m. ;. <o ooni. .o 5 L roonronloo Tonioon
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Undervtilized Plant - Dzscuss;on LDl R onn s iomame emAs e
_ "It is:clear-from the. record that during -the.test-year
1983 a substantial portion of PT&T!s plant:will.be underutilized. .
PTsT did.not argue thatithere. is:.no.underutilization,.although..it .-
challenged. the methods used by staff for-estimating.the .amount.of ...
underutilized plant, and associated costs. We-believe that.the- .. . -

taff's estimates are:reasonable-and will .adopt.them for purposes of . .
of this proceeding. PT&T has 3$483.5 million:in intrastate.rate base -:-
plazt that will de underutilized in 1983 -0 oo oos wonn AL o suisItn

PT&T's overinvestment in ‘plant-occurred .at Least -in-part .
from questionable -management judgment. HindsxghtciamnotuzeQWired@to::n
see that PT&T's -aggressive construction progran - siould have been: ..
reconsidered before 1982, .The company received repeated warsings . ~~..

~on AT&I‘: budgetaryﬁexﬁerts,iandtignored standard service indices. - .:
developed by the Bell System;’:PT&T'argue&mtnat:its;reltance;od:awum;:ﬁ
reputable ecconomic forecasts was reasonable, and .that it madecits . >c~.o
investment decisions on the basis of those forecasts. Howevér, as
staff argued, the company appears to have relied on those forecasts
in spite of the fact that the company's own indicators of plant use
were declining.

Even taough management should have reconsidered the pace of
its construction program, we agree with PT&T that its decision-making
environment was volatile and did not provide clear signals during the
period in qQuestion. The effects of recession surely contridbuted to
the lower growth of access line gain. The extent and duration of the
recession were unprecedented since the 1930s. As evidence of the
unpredictability of the economy at the time, PT&T points to staff
projections of access line gain in the last rate case. Those
estimates were substantially higher than the line gain that actually
occurred. Further, PT&T did curtail its comstruction program as the
recession continued into 1982.

Under the circumstances, we believe staff's ratemaking
treatment is too harsh. Instead, we believe that ratepayers and
snareholders should share the risk of the underutilization, which
occurred partly as a result of economic volatility, and partly as a
result of poor manageament. Therefore, we will find that the
effective rate of return on the.plant at issue should be 6.35%,

?7&T may ask to have this penalty removed as provided herein. We

-
P
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will consider a normal rate of return on this plant if and when PT&T
¢can show that it is in use. . SLalolnnil e 2, I8 D [l el
“Qur-action today should serve-as a-warning-to:PT&T that we
will not automatically ‘pass-through to-ratepayers:the costsrof.futures.
construction projects.” We-believe-that-in the-future: PT&T should:be.T<

more attentive 4o the ‘demand for-its-facilities. andtservices.: Wes.. ..=

also note that our routine-authorization.of -PT&T"s securities.issues. .
in no way ‘binds this Comm{ssion as to-the>reasonableness-of:the R
company's construction budgets.. .Contrary to PT&L"s assertions, -.-.7 o
aotaing in those decisions implies a -finding of-resonableness..-: :-..:
Commission staff resources .do not permit. a thorough review.of

construction budgets every time a .utility requests-authority to.issue.-

securities, requests-.may aumber in. the hundreds annually. ~Under .:.:

curreat -regulatory practices, it is-the-responsibility - of-PT&T. .. .:z25 .-
masagement _to: make decisions regarding-additions to-plant.: wé?naveggmt
reviewed, in:general -rate cases,.the prudency:of.those decision for. . .:
purposes of .ratemaking. : - |

A
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.Rate-base is the -net valuation- of that property of-a- -~ -~

utility that is-devoted.to-public..service.. It.is-composed. ~q= . ~i--
priacipally. of the.weighted average depreciated.original.cost.of ..., ..
plaant and equipment used and useful in serving.the public.. Im ;CA“MMV
adaition the rate base includes an allowance. for, working.cash and

rials and supplies. If there is a reserve.for so-called. .. - - ...
"deferred taxes™, the amount, the accumulated difference detween the
amount of .income taxes allowed for ratemaking and the amount actually
paia to inconme tax‘agenciest q "de:erre¢wtax"ﬂreservehis deducted as

by e ws

being funds provided-by’ tnewraiepayers.'T;
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In this proceeding thejéﬁiyiggétested item in ratebase was

the plant ia service. The differences in the other:items; suchias .3
working cash, materials and supplies,- depreciation reserve,and
reserve for deferred taxes, areieither“ﬁhe“resurt‘or’the“:tarr’s“444“e
having later information, or the resultiof the impact ‘of “others”
elements of‘the ‘cost of service, - S T RN B T Ta i O YR T ;:u’_

" The differences- between the“components of PT&T and*staf AST.
sotal Cal ornia'raue bases, on’ a Recast 3 basis, ‘apess

D -~ -
- - - PR . [ :

Table 1&

2w,

TEE PACIFIC‘TELEPHONE & TELEGRAPH COMPANI
TOTAL CALIFORNIA RATE BASE .
A.83-01=-22 ?STIM?TED YEAR 1983~ -""-
$000

RECAST 3

PT&T Exceeds
PT&T ' Staff Stafe

Telephone Plant In Service $19,102,286 $18,753,715 $348,7T1
Property Held for Fut.Tel.Use 55,877 55,100 177
Working Casa 219,936 123,255 96,681
Materials & Supplies. 148,369 103,930 44.439
Depreciation Reserve (3,447,992) (3,427,486) (20,506)
Reserve for Deferred Taxes (2,257,858) (2,209,957) (47,901

Rate 3Base $13,820,618  $13,398,557 $422,061
(Red Figure)

The rate dase adopted for this decision, before Recast 4, the
depreciation adjustment mandated by D.83-08-031, is the staff rate
base adjusted for the effects of adopted expenses. That figure is
$13,404,457 ,000.
Adopted-Results of QOperations

The table-which follows- summarizes the-results.of
operations at present rates adopted by the Commission on a Total
California basis and that portion allocated to California Iatrastate
tarough the separations process. The higher realized rate of return
for Total California illustrates the profitability of the interstate
toll service. . .
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Qperating Revenues "~

L . -
/ALY /g /val 15
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY I
RESULTS OF OPERATIONS ERLEIENOR
A.83-01-22 - ESTIMATED YEAR 1983 -
($000) . . )

RECAST #3

. Total. . .

Local Serv':(ce Revenues _
Toll Service Revenues 7
. Miscellaneous Revmge.s .-

' 'Uncolle_c:tibles o

AT S - O 4
California Intrastate
- S U PO T B Y SR ST ?
-on WOLLL

s 5977 964" s 2,976, ey

" §47846,7355 - -

Oneratine "Expenses and ‘Taxes -

'rotal Opemt::ng Revenues s,

Current. Vraintenance
Depreciation & Amort:‘.zm::tan
Traffic Expenses - * "
Commercial Expenses T - : )
Gen.0ffdice: Sala.ries & Expenses L

Operating-Rents -

Gen.Services & I.icenses R
Other Oper.’rbcpenses B

Total Ooe:at:.ng r-.bcpenses

Operating ‘ra.:ces -

-
-

CPE Gain After Net  Adf.
CPE Gain Tax' Effec;

Total Oper Expenses & 'I.'axes -

Ner Revenues

P \..m-.,-—..—.._.

Rate Base

- sion et blgpgs3asTit
442,1.34f, Cm e m e 462,136
s Ll e _.._L_w G :#{g"
Cou R BANSE T ar on¥ 549970044 -
TTuI LR U e 31 '95-9'.;.8'925:;,. N 51 ,404,830 T
G T 12;217“",993;‘ I P ;_‘,-7; ~ 897,324
T TeBsSRIe. SoiIie Siin 309,060
Loooem ool 1779578 €l 598,708

A57,084u-u~-

2o s 15 355,866
. . N '-*55 ‘091> Mmoo et T 42,767
N Ry M /;'53‘.,‘829@. '."::f.“:..‘:‘f: Tz 48.760
'f“‘ -.783, 458’ r_.:-‘_rf; 322 588,560
s 5'634)151 Lac.Iuz 5:4 2451875
- LR ,z;.“:\_:
’Federa.l Tncome. | or 513,7osw-- ARGLLUT 335,649
*‘Cal. Corp.Franch. - 169wt LLionLnIl 1) 800 .
SocLal’ Securtey:  In- ‘-:437,0_7-9-%: e 25 140,586 .
Other Lo St .2":'.‘;-‘.‘.I66;’080L, " o5 I 123,015
Elp TTWTA99) noE Tt B (47,199)
S 1&,651 , 14,651
":""”$-6,‘749 576»-» 262 50 2T54,994,377
Toenom oans SOOI Dol
N _ s_ 1, 406,54m EGEEE *sz'v 002,667
s sz.s 753,,715 2 .- $13,857,679

Telephone Plant .-In Se:vice‘

Property Held for
Work{ng-Cash -

Materials and Supplies. . -
Depreciation Reserve’ ‘

Reserve.for- Deferx:ed 'I.‘axes L
.’thal Réi:e Base' ‘

Rate of Return

T

Fat.Tel.Use S 55700 "
ittt 12999950
103,930

“(3 427.486)

40,967
It 97842
e 575 317n~.,,
(2,489,285

Sy -
- e at W

0
1§

Do 23209957 ¥+ 7S 2(1,665,655) “-
o 313 404,497‘ ’s'"§,937,66§
10.49% . . 10,09%. .,

R
roa

(Red ‘m&;;@ -
- 132 -
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Realized rate of return 15 the. natxo of the adopted net
revenue at present rates to the adopted rate base.

N The adopted rate- of return is a percentage which, when
multzplzed by the rate base, determznes the net revenue-that-the-.
utxlzty is to be allowed an opportun;ty to earn. A reasonable .

tal T

return should be suffzczent £o.enable a ut;lxty to.ma;nta;nvxts,e
financial integrity, to attract capital, and o compensate 1nvestors

e e e e

for the risks assumed. (Federal Power Commission et al. v HQE¥

Natural Gas Co. (1944) 320 US'591, 605, 88 L ed"333,°346%) -
Prequent reference was made in prepared- testimony and: ¢

briefs to the Bluefield case, where the U.S. Supreme Court sazd.

"A public utllxty is entitled to such.: rates aSQMHW:

will permit it to earn a return on the value.of- ..
- the property which-it employs for the convenience:
~ of the public equal to that generally being-made::

at the same time and in the same general part..of.

the country on-investments in other business. .. v~ 2

undertakings which are attended by corresponding ... - .-

risks and uncertainties: but it has no .

constitutional right o profits such-as:realized .-

or anticipated in highly profitable enterprises

or speculative ventures. The return should be

reasonably sufficient to assure confidence in. the- .

financial soundness of the utility,..and.should be

adequate, ‘'under efficient and.- economic¢al management,

to maintain and support its credit and- enable it

to raise the money necessary for the proper dis- - o

charge of tis public duties. A rate of return. - =
“may be reasonable at one time, and become too

high or too low by changes affecting opportunities --

for investment, the money market, and business

¢onditions generally." -

(Bluefield Water Works an Improvement Company v

wWest Virginia Public Service Commission (L1l923)

262 US 079, 092, 693; 67 L ed at LllV6..

As' the Bluefield case specified, the~rate of “retarn is-:
applied- to "the value of- the: ‘property which (the publiclutxlxty)ﬂ
employs £or the oonven;ence of the public," yet: the rate of retu;p
is determlned by exam;n;ng the capital structure o£~the'utllzty'
wlooout'refefence to the :ate"o;se. the "value of the prope::yn
of the Bliefield case. Thus, "the rate base is found bv examinlng
and adjusting the left side of the balance sheet, wheréas the” rate .

of retura is obtained by independently determining the cost necessary

;.._3‘1 3-3_



A.82-11-07 et al. /ALI/vdl ¥ R St L R

. to pay interest on-debt-and provide “an- -allowance’ from' wh:.ch to_’ pay

dividends on stock ‘and to invest in the “Business as“reta;ned’earn;ngs.
" In. its original "application, PT&T’ reques:ed'a 14 31% Tate

of return representing ‘an ‘embedded cost of debt of TO. 16% and a =
return'on-common‘equxty'of-l9 00%.'~In‘prepared‘test;mony d;strlbuted
on -April-l5, 1983, PT&T's financial pol;cy witness’, ‘former” v;ce"‘
President and Treasurer Robert ‘M. Joses -lowered these flgures to a
13.49% rate of return, represent;ng an embedded ¢ost of debt of
9.95% and a return on equity of 17.5%. DPT&T's other witnesses
revised their prepared testimony as -they testified to conform to
Joses' revision. - This revision:was.made.to.reflect.changes in
the capital market between the f£iling of the NOI in August 1982 and

: " » ¥ T " el N - ./ ~
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£y

. The staff witness presented a.range.on-equity,-and. . .- .
thus on rate of :eturn, Mowrey . selected 15.80 t0.15.85% in. equaty

and 12 58% on rate base as reasonable. po;nts within his recommended
-ange. The 12 585 was used by the staf‘mxn ;tsacalculatxon of a-
:easoneble revenue requirement. gne_gederal witness .recommended.

11. 2% as, a reasonable rate of return. -The-following table presents
the, recammendaexons ©Of. the DALELICS . -\ 7 s o awm i Ao oovd -

iy

-

s

Table 16

‘The Pacific: Telephone - aad~Telegraph Company SRS
Rate of Return Recommendations- T T

R o STWIS oL ~¥34~Ke*ghted
=xzibit component ... Ratio .. .-~ CO8L .. o .. COST

A.M, Joéses = PT&T .
Long=Tarm Debt 47.80%

9.95% 4.76%
Prefe*HDQ Stoek 3.70 §.&5 .31
6% Zquis .60 5.00 .04
Common Zauisy 47.90 17.50 §.38
Total 100.00% 4

Z2.W. Meyar - PTE&T

Common Zquity - 17.50% -
Ex. 41 R. Litzeaberger -

PT&T

Cozmmon Equity - 16.9%-18.1% -

" Ex. 32 T.3. Mowrey - Star?
uoag- Terz Debst QT 20% 9.70% “.05%
e’e*-ed Stocek .30 8.45 .32
bP "'Qh y 60 SnOO -OL‘
Common EQuity 47.70 15.75-16.25% 7.51<7.75
Tozal 100.00% 12.52%=-12.76%

Ex. 79 M. Xrooan - City '

of L.A.

Loag-Tera Debdt 87.0C% 9.50%. 4.465%

Preferred Stosk 3.7% 8.45 .318

5% Zgquisy .60 6.00 .036

Coazon Tquisty 43.584 15.337 7.460
Total 100.009% 12.279%

Ex. 80 M. Laagsaz - Federal
Senior aecurizies 50.00% 8.90% u,gs;“
Cozmen- Zquity 50.00 13.0-14-.0. £.5=7.0
B Tozal 100,005 . 11,0531 4%

- 135=143 =
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Ca p‘ta‘ Structu*e

S

"_-xcept fbr tne federal government showeng, the capitafhf"
structures ina tne preced ng table represent the w*tnesses'L__w_
uncers;anding of wnat the 198; year-end capital strdétufe Qou d be.
That of stafs xi ness Mowrey reflected PT&T': financing plans aa of
April 3, 198;. PT&: contemplates 20 new. dedbt or. nonvot;ng prererred
stocx 1saues in 1983 and AT&T has announced that it would provide .

T&T wita soOO Billion of common. equity ia 1983, $300 million in May
and an add‘t_oqal,SBOO‘million‘lane: in the year. .This equity -is.a
conversion of outstanding short-ternm advapces'quplgxét,; In addition
t0 the common equity, AT&T haaialsoeag:eed'towas;umeuf;ye.speciric,
CedT issues totaling $850 million at, the time. of. divestiture .as well
as advance an additional. $86 milliom in 1983 to. PT&T which will be
usec oy & 2TET to ret_re aigh cost long-term debt. currennly outstanding.

The capital.structures\used by Joses, Mowrey, and Kroman
are %o a ninor cegree fictitious capital structures in that -they ..
izpute a 6% cost to the -$82 million of PT&T 6% voting preferred.stock
That was converted to common equity as: a-result of the merger . . - -
transaction by which PT&T became a wholly owned-subsidiary .of AT&T.
i2 D.82-05-007, dated May 4, 1982, in A.61045, the  Commission
authorized the acquisition of the-minority holding,of PT&**s.stock“by
AT&T. | . ' oot : Tl

. . PN SRR T L 0
-

v--SubJeot L0 the condition-that:in applicant 8 cooonannl
next general rate proceeding (and_in subsequent . e
proceedings, for 30 long as-is appropriate) - - v
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PT&T's actual capital structure shall be amended
to impute a 6% cost to $82 million of common
equity..."

As he did in the last PT&T's general rate case, witness

Langsam used the 50«50 equity = senior security ratio he considers
appropriate for the Bell System as a whole.
Six Percent Equity o

The Commission described above how the hypothetical "6%
equity™ became part of PT&T's ratemaking capital structure. , Sidney J.

Webb  urged that the pract;ce(pf imputing this hypotnettcar”etéhéﬁE
of PT&T's Dde discontinued so that’ PT&T could spart ouf’db‘én

- oot

incepencent utllity and not’ éarfy forward a nonéxistent 3tpck.' T

Accord*ng to WEbb, most 6fAthe stock had been issued 3t a discoﬁht o
anc the minori y’part was’ bought back at $60 a shggg.” :j““ e ““:f
. "% “The Commission agrees with’ Webb that it would be nibe fbr

the new company‘not‘to be~ burdened with an imputation of'
phanton -stock. - Elimination- of the' phantom sﬁock'woutd raise the

fraction of common equity by 0.60%° and the recommended‘rate“of return

by -0-06%.- (Using staff figurés, common-equity*ratio‘woul& rige” from”
LT.T0% to 48.30%.7- Overall’ recommended: range -of ‘rate Of return would
go from T2.525-12. T6% to’ 12.58%-12. 82’.) TR ERLLLEON muaeel. Toel
- PT&T is start;ng out-with-the excess’ baggage of the Western
- Zleetric adjustment for plan“*purchased from its “old arfrriate, but‘*

this adgustment will gradually disappear a8 plant 1s~ret red. The

Commiss*on:notes that the staffts rate-of return recommendation has™a
range of ‘0.24%, 3. width: four times:the: amount-ofvtne‘effect'of=the 6%
equity on ratel ofireturn.. (-t w ovnmiiol TaTEossutw I et
. .Considering: the’ relative.lack of precifsion in: deﬁbrminfhg -
rate:of return land the desirability-of. embarking. PTED free Mromia: o
nagging insigaificant phantom element %o its capital structure, Lhe -
Conmission will accept Webb's: recommendation and Wwilltno *onger

Cr N T .~

require the imputation of’the 6 equity;: T -anonan cxel

- maa i s
S . L RAELLDZLIoLTG

- 145 -
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Meyer for PT&T -
" The first witness" to testiry for PI&T nas Eugene W Meyer,
a vice president and director of Kidder, Peabody ¥ Co. Incorporated

New York. Meyer is manager of the Utility Corporate Finance

Department and is also a member of Kidder, Peabody s Executive %“"'
Comzittee. - S - Y

Meyer concluded that the 17 5%-return on equity being
*equested by PT&I is witbin a reasonable range. Meyer declared the
purpose of ni s testimony to be to compare tne company s requested o
return on equity with tne costs of new capital as determined’by R
Today's capital marketplace. PT&T needs to provide financial results

which are sufficient to attract capital on an ongoing basis S

cspecially in light of the anticipated divestiture. After tne

edultabs

d‘vestiture, PI&T will stand on its own in tne marketplace. Should
ke us lity be unable to improve its financial posture, it w‘ll be,
nnable T0 attract new capital 2t a reasonable cost.’ e S ”
Meyer said tnat nis key role in utility financing is.tbac
of underwri.er..line underwriting function is performed by buying new
securities from an issuing corporation at a price determined either
by negotiation or through competitive bidding and reselling the

issues to the public immediately at a price slightly nigner than that
paid o the corporation. If tbe issue is successfully resold to the

uaderwriting group and the pr ce paid by tne public market s the
uaderwrit er s spread, or compensation. It the underwr‘ter misjudges

the level at which investors w'll commit their savings, it wiIl be
unable to market the issue except at a lower price’ tham T

i Ealate)

antici pated. It is the substantial risk which underwriters _run during
the offe ng period, combined With the need to keep botn tne issuing
company and tne investor as clients ‘which disciplines tne SRR

N I L

underwriters’ market Judgment. N T ”:"“‘ e

T e e D e
. e e Lo ~

)
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0f all the services provided by investment bankers, tne

VoM

abilisy to Judge the market and correctly price an issue Is of the

[N

reatest. bene'it to tne issuing company and investor alike- «:n.m‘

A

pricing new bond and preferred issues Meyer considers; first the

yield evels of the money market and tne competition for capital. o
Considerat_on is then given to the security ratings of the new. issue

IV

and tne ability of the company to maintain or, improve sucn ratings.
The strengtn and trend of'the company 3 capitalization and
interest coverage ratios are also important considerations. ' ‘-_:]_

ke N

company facing ongoing construction expenditures requires nigner

T e -

thity and interest coverage ratios in order to continue to nave‘;;

access to the capital markets.‘ Tnese factorsJ credit ratings and

PSRV

laterest coverage ratios » are dependent upon. the earnings stature of
the company.

“ s o
o - el -

Y I VERGR A

Another factor is the amount of outstanding securities. o

v e

T has over $6. 0 billion outstanding debt. Many institutions ﬂ,;‘
nole_ng these securities may require investment limitations in the
securities of one corporation. This means that the market for new
secur ties is reduced and nay result in a higher cost of new capital.

’ Furtner, Meyer said, _n tne case or a regulated companyf

e ke e

The regulatory environment is a very important factor in determining

- -—‘A-'v'

the cost. of new. capital., Regulatory lag_and rate of. return

\d..ua.‘

alllowances whicn do not reflect the true cost of capital nave a
aegas _ve impact on the cost of a new issue.“

-~ .‘P"\N' - AT R
- L e

_ Meyer testi’ied tnat financing of new corporate issues over
the _ast ten years has exceeded a nal’ of trillion dollars._ Public
lities, including the communications sector, accounted ror 36} of

L Laslie

the new corporate issues du"ing th*s period. State and local
governments nave accelerated tneir borrowing, and tnus increased tne
compet tion for capital and made the availability of capital funds_

more uncertain. There also has been a tremendous increase ln"tne'net
porrowiags of the U.S. government and its agencies. e
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It has become | nore QLfficult to price and market utility

securities. In addition to the increased competition for new

‘‘‘‘‘

-

deteriorate signifioantly over the past few years.
been reduced n many instances and” tne fear of more” downgrades ist
still present. The greater the risk the higher return the investor
will cemand, resulting in nigner capital costs for the issuing
corporation. A futher contr ibuting factor to nigher capital costs is

the smaller market for securities of greater risk. e
The princ pal financial measures providing that the

[etolioks

Bond ratings have

\

that investment quality will be maintained and that in the case of
boads or debentures, the principal will de” repaid when due, are the
adequacy of earnings to cover the fixed charges of interest and

“w ~o

— - S .,'s...‘i.,i‘ . e

regulatory environment.
. . " Meyer said that the regulatory environment is very
important to investors. The first step taken in an evaluation for
investment iz a regulated ttility is a review ‘ot the Commission
orcers setting the utility s authorized return.on equity. Inewr
inveSTor or iavéstaent analyst would determine:. ST T

the authorized return-om equity; .- - A
test period lag, if any; and R
disallowances, i‘ any.

-

aad/or oonta*n disallowances which would prevent the utility from'c
earning tne autnorized return on its book equity, the investor Wlll:

,,,,,,,,,,,

price ne is Willing to pay for the utility s securities. By‘lowering
the p.ice, the investor increases the yield on his investment, _
tnereby compensating nim for the nigher risk. - ' e

(SR - [P
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While there are .many. important factors such as Lthe nature

e

of a company 8 business, its management and its regulatory

[T U

environment, the xey measurements in the evaluation of the qualﬁty.of
senior securities are fixed.charge coverages and capital structure,
Meyer sa d. This evaluation affects the interest rate or, preferred
¢ividend rate wnicn tne securities must oifer‘to be,attractive to..

...IZVESCO!‘S .

~-‘-.« .

n,.. e LN ™
et UTp——

. Meyer did not consider PT&T's current bond ratinés to. be

PRGNS .

sati sfactory. ir PT&T is to raise capital on its own over. tne years,
it must .mprove *ts credit ratings.. Ideally, PT&T shouldibe a
AAA/Aaa rated company, practically, it will ve unable to acnieve

e d
PRPEEY UrlaVal e oo M

AhA/A2a bond ratings in 1983 At the very least the company must
immedi ately strengthen its present ratings and strive to achieve
AA/Aa derc ratings as early as possible.]_m

v\f‘(’

Tn order to, do this, PI&T must, improve its financial ;,;i

b

ratios. ne selected criteria for S&P' s AA bond ratings are'

- a LT

oot ooonl e s .q,Minimum-nﬂu\Minimum
Total - Total Common
S Debt ~7- Equity *"Equity*“—

. Comsistent. -~ , . vk o coaL raderoeva
o retax. Interest . _Total e Total L Total .
Rating’ Charge Coverage‘ ' Cagrtal . Capital o Capitar* ;

Ad- 3.7% =W - WELUGE - 52USUE
AA 4.0x = 8.5% - A45-UTE -~ 53-551“
Ad+ 4.3x - 4.7x S AO-&S’ el 55=60%;

La e
.---A»'\u.-..._, A

In Weyer s opinion, the objective capita structure should

N T

be 45% to SO debt and 50%. to 55% equity for now.. the longrterm

A e

objective sbould be &O% %o us, debt or less and 55% to 60 'equity.d.

He. conside h ese objectives Lo be prudent and n tne best interests
) of customers and investors.

- -~ e - T sy o

| Meyer explained nis‘theory for determininéntbe level of
long-term interest rates. Specifically, long—term interest rates

P Ad o v .

include a portion for the use of aoney, a portionlto offset tne

~
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offaset the higher risk or companies with lower bond ratings-'~~|‘~n“
charge for the use of money remains’ unchanged over time in“the range
of 2.5% - 3.0%. Tne remainder of the interest rate is required to
ffset inflation and allow for a cred*t risk differential. : '

' In nis judgment, during April of 1983, a new issue of PT&T

bonds rated A3 by Moody s and by S&P would require a yield in the -

e

11. 1&% to 13. 61% range. Meyer s experience in tne investment T
business has consistently indicated that common stock‘investors o
require a total return some 300-500 basis points higher than tne

, Meyer emphasized tne need for investors to regard PT&T'N ]
stock as a good’ investmeént’ after divestiture. Snould PT&T ve. ff‘b”
perceived by investors as being an unnealthy company, a sell-off in
the utility'° comnon snares could occur almost immediately. In tnis
event tne market for PT&T's sbares could be severely depressed and

almost immediately after divestiture, the stock could trade at a low
zarket- to-book ratio and preclude PT&T from being able to sell
add*tional equi ty at book value for quite some time. .

e

N

e v

oceur wnen such a s tuat on continues it becomes ever more )

airss cult to issue new shares except at even lower price levels, tnus
extending tne downward cycle.’ Tne sale of stock at prices below book
value requ res ever larger rate increases as an offset.ﬂ Tne sale“of
'\common stock below book value requires a higher rate of return on o

SN,

equity just to stay even,_let alone meet the requirements ofthe T
marketplace. o - . WA DT L IIN T

.

For a company o issue new snares yielding net proceeds fh
equal to book value per share, it is necessary that tne_market price

~~n-'.'

the shares prior to the issuance be surficiently above book value
TO allow for the ¢costs of issuance, including underwriter's
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compensation _and otber .issuance, expenses,‘as well as, any downward i
market pressure on ‘the price or ‘the 3tock’ brougnt about by the “fhf:
announcement or tne new issue.: In addition, since a utility mustﬂ:f
ise capital wnen needed £o fulfill its public service obligation}“
the cost of equity must reflect tne possibility that the utility will
be required to issue new shares of common stock during unrayorable -
narket conditions._ Meyer thi nks tnat a 20% premium to book value
would enadle a utility company to sell new conmon”at or above book\f
value during nost market conditions. ) “‘ A ;“p'f' ,l,..v,;

' Meyer said a company could avoid the issuance of new'common
stock at prices below ‘book value snould the market value of its tif~
common STock be dbelow book value.: The most obVious way is £o reduce
capital expendicures %0 leve .S Justified by internally generated o
funds. This is the _course’ undertaken by vi rtually all of Americanff
business. ihe utility industry -s a notable exception to tnis rule,‘

he said. It is a ut*lity s *esponsibility to provide services to its
ctstome s on demand. I* tne utility s construction p*ograms were to

be geared to lts ability to pay for new plant ratner tnan to the ::;
needs of the people it serves, in a very snort time service would b

VN DO

deteriorate and eventually the utility would be unable to satisfy
taose needs. This unnecessary bardsnip will be avoided according to

%At

LMY
Meyer, if ne company is able to earn tne return tnat will attract

'Asn‘,‘.. AT

new capital at reasonable rates.'f- o
) Meyer concluded his testimony by agreeing tnat PT&T 5 -:‘.
*equested retura of 17. 5% equi ty approximates the cost cf equity j"“
capital in .he marketplace. As ne said previously, his experience in
the _nvestment business indicated to nim tnat common stcck investors
require a total returz of Some 300 to 500 basis points (3 to S%)
aigher than the retura available on tne same enterprise s long-term
debt. On tnat basis ‘the 17 Sp return on equity requested by PT&T is

xi nin tne range of_*easonableness as determined by tne marketplace.

. [ - (PR .

. A -
R
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Litzenberger for PT&T: @ - ~ o &o0oon. Tonnoo WM NT Mt o o mnsrinliloTs

[N - Pt are e wh

© " Robert- H. Litzenberger, 'PhiD., a professoriof Finance’agVv’ s
the Stanford Graduate School- of business; was PT&T'sisecondcwitness.-
Litzenberger again used thelfour-approaches; Discounted
Cash Flow (DCF), Capital’ Asset Pricing Model” (CAPM);-market price.-to-
book value ratio, and- comparable earnings;”that he-used in.the last
case. As a result of his studies, he reached the conclusion: thatra."
reasonable range of fair returns-on equity is from-16.9% to 18:1%5:°¢
Litzenberger's DCF approach is a market oriented approach::
which estimates the firm's: ¢cost of equity: capital-as”the“rate~which:’
makes the discounted present value of all: future’ cashflows expected: .
by iavestors equal to the current price-of- the firm's:stock.- The . u
future cash flows expected by investors ¢an - either: beispecified-asriaw
strean of expected dividends.over a finite investment horizon’ and: the
expected stock price at the end of that horizon: (the finiterhorizon -
DCF model), oran infinite strean” of expected-dividends: (the-infinite
norizon DCF model). i - . uv o U0 ol e Tiooma o eaT namoolaoe

L

-~ Litzenberger's DCF approach as a'whole indicated that .. 07
PT&TT™S cost of equity capital is between 15.9% and: 6L T% . v onr =7
.~ His CAPM,. also-a market oriented approach; wast i.w 1.
characterized by Litzenberger as a'risk premium-approach.vCHe defined
the risk premium, sometimes called® the-expected excess rate’ ofi 2™’
retura, as the additional expected retura that investorsd require: from
a risky iavestment over and above the return on- a- safe’ investment. -
T Under the CAPM, inves¥ors are assumed. to. hold-diversified
portfolics and, therefore, are only concerned with the portion” of the
risk of individual stocks that :they are  unable to eliminate: through ~
diversification. - The portiocn . of the risk-of an individaal. security::
that cannot be eliminaved by diversification: is the risk whichidis o
relaved to the stock market as a' whole, called ther stoekms ™ - ...

"systematic risk,™ ‘and’ i{s- measured By its. beta. < The cenwtral :i. ri
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implication of the CAPM is that expected rates of.return on~risky I
Investments -are-commensurate with-their systematic, risk-or: beta;
i.e.,. stocks that: have: higher betas. require-higher. risk-premiums, . --
-Litzenberger-indicated. that his-estimate-of.the.cost of
equity capital must: bertranslated.into a fair rate.of return. on:book:
value that,-were PT&T's stock- publicly. traded,.would result in-a fair
zarket-value for PT&T's equity. For a_starting point he-reasoned.
that, the nature of the competitive: system . is-such: that, for ¢ .-.. .-
aonregulated firms, competitive forces assure that-in-the:long run
the average ratio of the-aggregate market- value of. these: firms. to: the
aggregate replacement cost of their assets-is <¢lose-to-J.0. .. He also-
ald empirical evidence that: in- the long- run, - the: average egconony- .-
wicde ratio. of -market value to replacement. cost-has-approximated.J.0.-
In the 1682 Economic-Report of the President revised: estimates of the
ratio. of the aggregate-market value,. equity-plus debt, of-. - ;w;g,;x,'
nonfinancial corporations. to.the replacement- COst- of- their assets = .-
were published for each of the last 26 years, 1955, through 1980 1~ -
This ratio is called "q" and is a-well-kzoown coancept: in economics.
For the entire 26-year period, these ratios;averaged-0,905...The - =:
average ratio is below: 1.0 because:of the: abaormally:.low. q: ratio
estimates over the: last seven years. _For the: 19-year period- 1955 -
through 1973, these ratios varied between 0.T784 and )..257 . averaging
excactly 1.000. -However,- since 1974, these ratios have. varied ...
between 0.5371 and 0.746, averaging only:0.633..5: -oome o ovns vo
Various issues of the report noted :that these. abnormally
low ratios: made it more profitabdble to. invest.in financial: assets: :
rather than- tangible plant and atiributed: them: to—unsettled~economio
conditious. Litzenberger asked- the- Commission  to-motey-that these.. -
econonic factors. affect: regulated as. well. as nonregulated -firms. -,
Unlike a nonregulated: firm, a regulated. firm -must.continue :2¢ -invest
when its qgratio-isfbeLOW-ﬂ.Q;=~Rontthe;regwlatory'pnocgsslxggﬁ,:;y;"
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Lt ‘.,.‘4,.

properly mirror tbe effect tbat competitfon nas on tne value of an

o o'-.,.~l A, ‘*~n--,-

unregulated firm tne professor believes that, in’ therlong run, the ’

e talels fehviile)

market value of tne equity ‘of a public utility should ecual the ‘value

e o m oy
! )

its equity at replacement cost. R N N

The Commission gay, nowever, properly allow short-term A
devlations, in eitner direction of the value of the company s equity
rom the vaue of its equity at replacement cost to mirror actual A
compet ive ’orces in tne nonregulated marketplace. A short term e
.arget market-to-book ratio for a public utility that would result in
aq for PT&T ratio equal to .ne economy-wide q ratio should by that
standard, be’ considered just and reasonable. Litzenberger caIculated

the value of PT&T's equity at current ¢ost’ usiné ‘data “from’ its T98T
annual report and determined that tne targetﬂmariet-to-book value CoE
ratio (T) that would result inagq ratio for PT&T equal to tne e
economy-wide q ratio of O 69 given in tne 1983 Economic Report e the
esident is 1.85.° As an intermediate step ‘towards acnieving a’q ff
ratio for °I&I equal to tne economy-wide q ratio he recommended_tnat

a target ma ket-to-book value ratio of 1 &2 be used in tne current i

case. To achieve sucn a target ratio, returns on equity of from A
10. 9/’ to 18 1,. arn required. - RSN Tl .

Lit.enberger used the comparable earnings approach because
prov*des a historical perspective on the fair return on equity for
a public utility by measuring the past aggregate rate of *eturn on ¥
book equity for a sample of nonregulated enterprises naving
corresponding risks. The rate of profitability of nonregulated firms
is determined in. tne market place by competitive forces. 'ln:the long
run, the actual- and. potential entry of competitors® should limit the
profits earaed by nonregulated firms. Conversely, competitiveaforces
should alse exert pressure on nonregulated firms to leave :l:ni
uaprofitadle- industries and- to-discontinue unprofitadbles product lines.

. , WS e e o m e s eavem YR T g e
- - . - \ - A . SRS P N P ol ket A o W o
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) Litzenberger considered i quite reasonable to compare the
earninbs of regulated and nonregulated firms.ﬁ Tne purpose of the ;i
comparable earnings approach is to determine the profitability of ft
competitive firms of comparable risks wnere tnat profitability is Il
constrained by marketplace competition. Because ‘BOSE . regulated T

BTN

utilic ies face oniy lim‘ted competition, a proper"comparable earnings
standare must be based on a sample of noregulated firms., While T
nonresulated firas have different economic charaoteristics ‘than f'

N

regulated utilities, there are two risk measures that are sufficient

ST -

pA») summar ze the interaction of various economic charaoteristics on

o a

the risk ‘aced by investors._ For a large snarenolder‘holding a.

widely diversi ed portfolio of common stocks, an individual s;ockfs
beta would be an appropriate measure of tne contribution of that e
securi ty to .ne variability of tne rate of return on nis portfolio..

For small nvestors, wbose portfolios may consist of snares in only a
‘small” number of " firms, ‘the portion. or tae variability in ‘the rate‘o?
return on a stock that is unrelaved to stock movements in the‘market' ®
is -mportant. “he component of tne variability of an individual )
STOCK tnat is attributable to movements in its rate‘of return that ‘

re unrelated to movements in the Stock market is called its . .: ”f
nonsystema tic risk._ ‘irm s risk of insolvency and its ability to
aztract, capita’ may be der ned, in part, by its beta and its i

nonsystematic r*sk. Litzenberger submits that tnese two measures )

determlne tne total variability of tne firm s rate o: return.<
inere were 12 firms tnat were comparable to_ PT&T: s

American Brands Inc. . "Iot. Business Machines Corp.
Borden Ine: v s -7 e UMinnesetatMining- & MLfgh CoLs
Campbell. Soup Co. e e -~ Philip-Morris~InC..-c. _~r .;ou-~
nfCoca-Cola.Co- ) " Procter & Gamble Co.. L
"CPC: International-Ine.~- Reynolds (RT DS Imawol woining
Exxon Corp. -: .-~ . -l sWeds Markets,InC.yw ous- z.uons

P A ™

‘ -Because- 12 firms¢is a- relatively~smallﬁcomparison Zroup, ..
the 50 ’irms having the lowest BARRA beta were also analyzed.
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The result” or‘this analysis~£s atfollows’s”

Ratesaor”Return*on Bquity P
it Doz d9TT=198 vl am
T “Five-Year Aveérage’
NN Comparable w50 Lowestioy
~ . . ‘;". e e Firm IR L BTt ‘" Fi!‘ms —
Aggregate ROE. .. .. . .. ... 19:5%: o .. ....18.3%
Mean ROE ‘ ‘ 18.8 . 18.8
Median - ROE™ - .07 too S o 219,000 SRLITIYT 1Q,0MnTT Sl
-‘runcated Average ROB e s 19 uﬁ’\;‘:;.;"\’“ 18 8’* Lo Tl nt

Litzenberger concluded his tes&imony byapointing out- that.
bis recommended-. fair-rates. of return on.equity-of.16.9% to 18.1% were
consistent with. hismcompariblemearniﬁss BPUAY . LTS tr nuson. ootes
Joses for PT&T - - - .. . CrLrmimt ot omesnin 0 aoneve

.. Robert M. Joses'was vice president and treasurer of PT&T N

Til his.retxrement on March.31,m1983._ He testified as angongu%;gntA
for PT&T. . Joses recomencded that ?;&Ttpe:alloyegm§§ eara 17.5%.on .- .
equity and. 13.49% on rate dase. . . . . (L me i .

LT L aaa W JLOT

. In his prepared- testimony, Joses said. bhat ‘hexconsidered: .

-the overall rave of return-to be a function: of. anm appropriate capital

siructure, the enmbedded costs of debt.and preferred. stock;, and a fair
anc reasomadle rate.of return on.equity.. To estimate-a. fair and. ..
reasonable rate of return on PT&T's common equity-he relied.on; the.
Hope and. Blue deld ecase. guidelines... ... <acesl oo s oao e
Joses reviewed his conceptro£~both current-and. expected--
economic_conditiqnswias;wgllﬂas,their\impact,anf;ngpc;al;mar;pp;;and
Opined tha;‘inveszors,are.row-ex;remelereLuc;gnqipoaproyi@pglgng-;,
tera ¢capital and tend to; shy away from less sound companles_such.as.
PT&T. . . e e

- [RRE A oma

According to Joses, alt hough uncertainﬂeconomac conditions
ade to the risk of both: utilities. and. industrial. companies,:the. .- .

Pl e

ﬁmpac* is greater for utilities such as PT&T.. As-a.regulated- -... -
Llivy, 2T7&T is not able :o reprice with the rapidity, flexidbility
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or freedonm of nonregulated companies.. Unlike- unregulated- companies,
PT&T provides. anfessential service and cannot delay or postpone
incdefinitely seeking external funds when financial markets are
uns.abIe.“Thué?“PT&T‘hasfhad 't¢o raise money in ¢apital markets under
all cypea_oﬁ.market_condit;ons. Further, PT&T is capital intensive.
Joses said PT&I'S construction programrhas increascd even

in terms of constant dollars and this capital need: has beem~
compounded by inflation: “PT&T must be well positioned*to"compete
effectd vely with both corporate and government borrowers.-

| As to-cost of capital, Joses testified>that’ the-cost of mew
debt issues to PTXT has been extremely high' in~recent years and-has
averaged a higher cost than that paid by the Bell System—oriiy =i %:
Moody's Aaa, Aa, or A'rated utilities. -Furthed; for theé” period
1979~81 the average- cost of the company's new’ debt issues” exceeded -
the average Bell System cost by-120 basis” points: " This“inereased -
cost ©o PT&T reflects both the general level of high' interest rates
in the econony’ as well as PT&T's deteriorated credit’ ratings.

‘Joses: acknowledged that the’ Commission's” decision in August

1681 in PT&T's” last general rate’ case  helped arrest’ further deelines
in the utility's’ finameial condition certain financial- Indicators
even improved sligntly in 1981." He considered” the Commission™s "
decision to be a strong signal to the investment® community: of the <~
Commission's intent and desire’ to have: PT&T regain'a sound financial
- footing. - Unfortunately, a severe and lengthy econdomiv: sLowdown  set”
iz shortly after the'Commission decision and'as 2 resilt of that and
competition, much of the galns intended by- the Commissionts: deeision
in the last gemeral rate case have been eroded. Thus, despite the -
August 1981 rate decision and substantial amounts’ of equity iafusion
since 1980, Joses- expects-key- financial- 1ndicators‘to remain v DD
subs.andardrwithout further rate: relief.-uimfk monomn SRR

e, e m e

. T - . -
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To-determine his-fair return-on-equity, Joses usedszthree-
approaches, risk-premium, interest-coverage;:and comparabdble~earnings
based on DCr-analysis.. - - « - S SN lep DOIROL N0 TNLl 0w

B P S o I SRR PR

- Bis-risk premium approach was - based -0n -the-~concept that.
investors expect a higher. return for undertaking.riskier .. ..o _:o.-
investaents. Since equity investments are-generally perceived to-be
nore risky than debt-investments, . it is»possigle~to~add.to‘the
preséent ¢cost of debt an appropriate risk premium to arrive at _the.:
reguired retura on common equity.

Joses' risk premimum approach estimated PT&T's cost of
commor equity by imputing the implied equity risk premium that the
Commission has allowed PT&T in the past. These returns are then
¢ompared with the yield-to-maturity of PT&T's most current dbond issue
at the time of the filing of each application requesting a change in
tae allowed return on common equity since 1972.

Joses' analysis showed, he c¢claimed, that from 1972 onward,
che Commission has authorized PT&T to earn on its common equity an

average prenium of 3.77 percentage points over the yleld-to-maturity

4‘

PT&T's most current bond issue at the time of filing the
application. Using PT&T's requested return on common equity, the
premium has averaged 5.60 percentage points. Based on this
difference between PT&T's authorized return on common equity and the
yield-to-maturity on its bond issues, it is possible to project
PT&T's cost of common equity going into the future.

PT&T's most recent bond issue was sold in September of 1681
and iz order to attract investors, had a yield-to-maturity of
16.34%. However, interest rates have declined somewhat since then
and the company's bond issues are presently trading at a price which
procuces a yvield=to-maturity of about 13.00%. Therefore, using this
approach, in order for the utility to attract common equity capital
in the future, Joses asserts that the required retura on ¢common
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equity ‘must.be at least:3.7Tpercentage-points~greater>than the
13r06%‘present‘cdst of ‘PT&T"s debt. > Based onithe~utility's:priorscso
return on common equity requests, the required - -return would be as--<
aueh as 5.60 percentage-points greater-than PT&T s ecurrent debt
cost. Thus, the company's ¢cost of common~equity at present ‘ranges”
from 16.77% (13.00% '+ 3.77%) to  T8I60%(T3.00%%e 5:60%). =7 oad wvns

The -derivation of "nis equity risk: premium issishown~on the:
Tollowing table: (U oottt onuLtowl LmoomTIo .

Y T
RESE SISt

R
At s e
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TEE PACIPIC TELEPEONE AND TEI:EGRAPH COIVEPANY

Required Re'curn -on: Common, Equity
‘Based on PT&T's Cost of New Debt
AT the Time of: Filing e

e~ - P

- Cost - Return on Common Equity ™ EZaunity Risk Premium

. - O0f New Commission - .PT&D~ - .- Commission .-. Pr&r
Dazte Application _Debt* Adopted** Requested Adop'ted . Requested
9-19-72 53587 T.42% 11.008 0 12, 64%. .. 3.58% 5.22%
71478 58223 9.57  12.25 14.50  2.68 1 4.93
8-1-80 59849 12.35 17.40 19.00 5.05 6.65
Average Equity Risk Premium Since 1972 .78 5.60%
Add: resent Cost of PT&T Debt 15.00 1%.00
Required Retura on Common Equity 16.7TT% 18.60%
. * Tield to maturity at filing date of most recent

22&T bond issue.
Mid=-point where range was requested.
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SN w e
- -

The second zmethod that Joses used, the interest coverage approach,
was predicated on the assumption that PT&T should have sufficlent
regura on comnon equity to provide 2 total coverage (debt interest
plus preferred dividends and earnings on' common) equal to three times
tae interest charges.‘ (Thls formula actually gives more than a three

tines coverage since taxes based on'mncome also provide a margin of
safety for debt coverage.)

- Usiag the. ;nterest coveragenmethod ~JOsSes came up with an
'4overall‘1ﬂ 2%—rate of return as necessary Lo provide tbe assuned
. required-- 3 0 times after—tax‘interest*coverage~*“This*worked*out to

19 149 eturn on equzty. o
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Joses™ interest coverage caiculé%ioh 1s° shown on

~ ».mvm n o

fOllOWLng table. R o - RN RO T - L\‘J.‘x

The Pacific Telephong and Telegraoh Company

Computation of‘Required Return on Equity
.Based  on Post-Tax Interest Coverage:Requirement . v ¢

~m

Compute weighted cost of debt."'"“' e ““;f{"
“Debt as a percent of total’ capital MT 8% o

Embedded cost of debt = 9. 95% 3’"7“

Wed. cost of dedt u'r 8% x° 9 95‘% = W 76%

Compute overall rate of return required to der1v¢ the
post-tax interest coverage of 3.0 per:D:.83162. .

Overall return + Wtd. cost of-debt =’ Post-tax interest
coverage or, rearranging the above eqnation.

Overall return =. Post-tax interest coverage X, Wtd.
cost of‘debt

3 0 x & 76# e T
Twegg T YT
" Compute weiahted cost of common equity.”’

Wed. cost of common = Overall return - Wtd. cost o debt
ST e N e Ty, cost of preferred

e *u‘ 76 : o 35%* R

-

N Lot 9’" .‘T'g..m PUPAT ORI

“Compute required return on common equity.

"Requmred return on common = Wtd. costﬁof common 3 -
. . : © oCommont-equity asspercentoiiic
of total capital‘,h ne meL s

'
LW oA EY TR

9 77# « U7, 9%
19.14%

LS w

*Per D.82-05-007, includes weighted cost of 6% Preferred

Stock that was considered common equity as a result of the
PT&T/AT&T merger.

The 3.0 after tax coverage level that Joses used is the
nidpoint of the S&P's indicated range for a double A rating and can
also be viewed as the minimum requirement for a triple A rating.
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Joses' DCF approach utilizes the concepr. that Lhe return an
iavestor expects ‘from aa investment in common stock conslsts of‘a -
dividend YLGld plus a growth expectataon.n Mathematically, the o
invester's requzred rate of return is that discount‘rate at which the
present value of- the stream of’ekpeEted‘rutureJeasﬂ.returns is
exactly equal to the current market price of the ,stock.

o e L Ropts

The DCF analysis is represented by the following formula'
R=Dy/Pgwg . - L
Required market return.r N -
Divided expected one, period ahead.w”,“,rnﬁ
"Currenc market-praoe of the: spock..,:;;e
- - Expected: growth raxe ln dividends ansxelpated

-~ R g e

by :anestors. A P N R AL T S I AR et
“Applied properly, Joses said “the” approach relies heav;ly
on aarket evidence thus minimizing the need for personal Judgment.
Comsequently, it is an appropriate and widely accepted nmethod of

deternining the cost of equity and nas both academic and practioal
validation. '

o~
[

-~ ~ -~
- TSz

In bis opinion,_the average rlsk of electrio utilities is
Lless than uhe risk for a telephone ecompany. Further, because of
PT&T's poor financial condition, he considered its risk to be far
greater than the rlsk of other operating telephone companies. Tnus,
he saic .nat the results of hzs analysis using tbe electrics as a
compos;te~group qust be~v1ewed as a floor beloy which the required
regura on common\eqaaty for PT&T ¢annot fall.
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4

-~ The- following: computations derive:sJoses'-DCF-return on
equitys- - s e s e LD e ET RS masnvon mase s

o . o v e IS A~ U e R

Market- Cosz of Equity E;pected Dividend- (D4)i+"Growth 5%,
 Market Price.(Fy) oo

1982 Dividend for composite group of electrics (DO) $2 16
1982 Market Price (Po) for composite group of electrics : $20 77
Growta Rate for composite group of electrics = 5 ép . )
Then, Zxpected Dividend (Dg = Dy x. (1 - G) _— L.Vm,; .
- .= 2. 16 x 1 052
o mspap Lo T T
Proceeds rom Stock Issue Market Price - Underpnicing Allowance
.Accepting an Underpricing Allowance of 70 0%, U
Proceeds 2 Market Price - (10 0% X, Market Price)
90 0% x. Warket Price L .
Iherefore, Book Rate of Return is:

Book Return = Expected Dividend ",";,b}owtﬁ,_m,‘““*"
 90°0% x Market Price 7 T

$2.27 +'5.29

Mp X .
B 12. 1&$—+ S‘zzrd'

Based  on the. range. determined'by his three different. -~ ¢
studies, Joses recommended:a retura:on equity of 17.5%.: He: said.that
this value was at the lower end.of the range for his. three studles: "
anc is the midpoint of the range determined. reasonable by .~ -ornw iz
Litzenberger. -Using this,requiredﬂcostﬁof?common:equixy:im:: AN
conjunction with the estimated capltal structure.and debtiand 7:i.. -
preferred: costs at December 37, 1983 resulted: in- his: recommended S
overall rate .of return of 132. ugg
Mowrey of the Commission Staff: e I ST

Terry R. Mowrey,. a Financial Examiner: IV din:the 2o vio. v
Commission's: Revenue:rRequirements.Division, testified.on rate: of..-
retura for the Commission staff. SNENE el

e e e e Y R T
-v‘v.A B DA, R DR T E T

W e me s
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‘. Mowrey. recommended-an earaingszallowance.on: common equity
raaging betweern 15.75% and 16.50%, a rate of return on rate baselof:
12.52% t0-12.76%, withran. after: tax-interest.coverage implied by the

m*dpoint of his range of 2. 55 times.' Although there were,minor

differences in Mowrey s and Joses" cébital ra%ios and_dosﬁ of‘débt,

as shown on Table 16, the primary di‘ference was between their

Ay ey ey

recommended returns on’ equity. R
Mowrey's capital rates are dif‘erent tnan Joses" for two
reasons. Mowrey recognized the $86 000,000 that AT&T will advance %O
PT&T for the purpose of retiring high coupon long-term debt by
reducing the face value of such debt by $70, OOO 000 (The’“””“°ﬁ”'
$16,000,000 difference’ be;ng the prem;um that Mcwrey anticibétes ?T&T
wz;l be required to pay.)’ He also had tne advantage of knowidéﬂghét
PT&T would not realize the amount of" retained‘earnings that Joses had
anticipated. Ihe lower’ retained earnings reduced common equity by
$750,000,000, ‘which amount‘was morewthanaenough to offset the

reduction in dedt and. Mowrey thus had a slightly lower equity and
higher debt rates. s < A

a R

Mowrey's lower c¢ost. of. debt-came from his estimate of the
cost of two S52-month bank term loans. which are not priced at fixed-
term interest rates. The two loans, one for: $200 million: issued in
August 1981 and’ the other. for $250 . million: issued:din: May-a982,. are: .
priced at floating: interest rates dased on a variety of. .short-~term.:
ianterest rate benchmarks.. PIT&T computed- the  cost for:theseitwo -
issues based upor the-average cost of each from issuance:-tharough:i..
August 1982, whereas: Mowrey computed- his: embedded:cost:ofdlong=-tern
dedt using the recorded: average ¢ost of these issues through Decenber
1982 and then made a projection of the-rate:PT&T will: pay .during - v:
1983. The interest rates on these loans. are:tied: to:the lower of:a
variety of short-term rates;’ adjusted: 'daily. ~One of the rates upon
which the loans:can:be based is. the:Federal. Funds.(Fed Pundlhraxe"“”
plus 5/8%. U mosnsimmeloang oAzt
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Mowrey reviewed Data Resources Inc's (DRI) projects of She
Fed Fund rate 'in’'1983, -as well"as ‘the 'most recent six-month-and three-
month averages, ‘and noted that the projections have-been decreasings
for 1983, 'and the most current projection {s'that-the Fed Furnd:ratec
will average 8% in 1983. Based upon these projectfons he’believed:--
that 9% would be'representative of PT&T's interest- rate-on these
loans in"~1983. . e C AV AR N A ST A U o b e
Mowrey based his rate of return recommendation-on-the - Y&
capital structure-and capital costs at December' 37,1983 because -
rates are 210t expected to go into effect until January 1, f98&’dﬁ&f"
because of the uncertain consequences of”~ ‘divestiture.” Because of the
use of year ending eapital’ structure; Mowrey is-not recommending any
inancial attrition for 1984, e T LIS aL D onLnl mewellll
" Mowrey's recommended range of return on-common . equity< .
resulted from the-consideration of many factors;bothiquantitative-™ '
ane qualitativei3~Heiconsidered“the*résults“p%oduced by~studies-of -
interest: coverage, comparable earnings, risk' premium, ‘and~ dfscounted
cash flow. T . L - o S e

"~ He realized that'reliance cannot~be*élééediéntirely on
these quantitative methods and that-the resultingirecommendation-is:
of necessity a Jjudgment determination which:conmsidersithe-+s:i™ "rill
requirements-of - the- individual utility? © - "0 TUTURIY LLenIllos

T "As is tne wont of his- cratt, Mowrey»formulated ‘these ™ -~
guidelines. L T T I R TS e oL SR b

. 8 v
Wl o e

1. -The-return’ to~the equity holders 'be - -\ wo>7g Lo
commensurate with.returns on.investments in ... .
other en.erprises having similar risks. '

2. The return be suf’icient to enable the

' utility to attract capital at- reasonableiw*“
rates while ensuring.confidence.in the.
utility's financial integr;ty.“ A

' The return balance the interests of both the
iavestors and ratepayers. -~ - L e T
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-His.recommendation was expressed in.,the. form-ofva range to
.‘reeegnize the -fact that rate.of -return determinations .are not.matters
of -absolute precision and _that.a-range of .reasonableness.exists.:No

particular aethodology-can guarantee-an-end result with-pinpoint ~.-
aceuracy, be declared. -~ . . .. o Ao Sogmaeiog

o
,..».. PO [AER I ... « ,/‘--,v AR PR

- Mowrey.-studied -PT&T"s~past earning. performance and yoosoas

-

nancial haistory, together with the ratings of its debg. securities
by the two leading.-rating.agencies,-and, concluded that-S&P's A+ |
ratiag. was -zore-reflective.of PT&T's.financial status than.was ... ..
Moocy's "A3.

. P '--‘. . [P - © e e -
- - Ve PR e ad

, - ~ [FRE A
AN RSN N e T -,.v,w/,.. -

. The midpoznt of Mewrey s-.range- of rate. ofareturn«provides_
for annimpl;ednafter-taxiinterestmcoyenage“of;2,553;imes.ﬁ5qureyb;,
believed this to be comsistent with a solid single-A-rating and-an: -
iaprovement over PIT&T's. prior years'-recorded. coverages..-Because the
weighted -cosT - of debt is.now lower-because.of a.lower.debt-ratic and’
a lower embeded cost of.debt, Mowrey's. recommendation.produces. a .-
nigher. post=tax coverage than that.proviced.by.PI&T s last. decision:

evea though his rate of return recommendation is lower. Cao

For.aa addizional.guide on determining c¢cost.of common
equity,‘Mowrey compared PT&T's- financial performance with-that of
other regulated utilities in a comparablewearninge;sgudyg;“,e,;,u e
cauvtioned, however, during periods:of unprecedeated inflagtion .~ ... -
Ristorical results-must be tempered.accordingly. -He compared PT&T's
recorded earnizgs performance with two groups of companies:which:he-
Delieved provide an appropriate: basis for:comparison-with PT&T. The
£irst group was compr,sed of- 25~ companies selected-from the 50
largest electric utilitzes based on revenues and include oanly those
companies which are rated the- equivalent or ezther S&P A or AA by
dota rating agencies and” which have ‘Value: Line~betas“ranging between
.60 to .75. All the companies' common stock i; publicly traded and
all are regulated public utll;tzes. -,]w - ';maﬂ,muﬁ\ -

D
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The second” group of comparable oompanies ‘which™ he used in
his analysis is comprised or'five teleoommunication companies having
bond ratings ranging from BBB to AA and Value Line betas ranging from

.60 to- .80.; These companies are engaged:in a similar business
pursuit as PT&T, are regulated, or have subsidiariestwhichrare ﬁaaaf
regulated and have common stock which is publicly traded.““Some now
realize a portion of their earnings from non-regulated communications
activit es, thus causing investors to view then as riskier s
iavestments than totally: regulated entities. w?;x"? :om:oc a A

Mowrey believed that these two groups of companies provide
a reasonable selection for comparability purposes.-:He recognized
that, wnile it is true that PT&T is not” engaged 1in- the"same 14ne- ot~
dusiness as the electric utilities, PT&T s risks’are cnanging with
tae deregulation of the communications industry—and “ {n" nis” opinion*
the company will be considered-a riskier: investment ‘than” it was when
it was part of the Bell System, all other things being equal. - The- "
electric utilities he- chose have'Value Line betas which are similar
to the betas of the utilities. in~tne'communication~field and
therefore Mowery. believed that- it- can be. concluded that even though
the two groups are engaged in different businesses the investors'
perception of the risk of botn groups relatiye~to tne~market as a
whole is similar.” PT&T'is not currently analyzed by Value Line since

ts common stock is not publicly traded. Prior to AI&T'
acquitision, nowever, Value'Line-assignedva"beta-of““?O £o PT&T, a
ranking in the midpoint or Mowrey s comparable companies.

Another reason wny~ne believed it-is appropriate £o make an
analysls based on electric util*ties s because PT&T"s request is

artly predica ed oz a comparison witnrelectricsl,u,a
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The results of his comparablerearnings analysismaveraged
over the, five years 1977-1981 are.as foLLOws._.",“"\

.. 25 Eleetric &

;! '
Foram b e e e i e mes

B L Rt '

: “Combination " 5 Melephone ©
Item: : ~ . - .. cwomwnos o~ Jeilitiescs ooonT Utdliciestc.
Times InterestsBarmed:. . .o ©v.o ~:  sorolenon oo TaTY o .“uedzﬁ

Alver Iacome Taxes - 1.85 . . .2.37

T Ny

Average. Common Equiﬁy O T o malrenc
Ratio "' T ¥0}455':*“”‘ ) 36.77$ , “f T 37 OS%‘

[
womn e wa L
D ey L n s .

.t

o~

L
- e ds o a o

s

;arnings R;te‘ on’ O O R A AT SLOL UL o LenT ‘-- v aNoTDE V.
Average Coumon Equity LG 2% T LT AINGR% - nI D Sal T L5509
Varnings Ratelon: .o uo.um; ST JEVOLIND ooy
Average.Total Capital.. 9,51, ._f_i;r$ﬁ9 39% e 210,209

Dividend Payout.Ratio. ,75 465,  ~.nT72.92% ,.':; 7m17%
. Mowry Recast PI&T's. resulcs to. snow'how theyewould nave
looked had.the tax.remand liability. not existed. for J881 and, 1982.

. _4s a result of his comparable earnings analysis,ﬁuowrey_:
concluded that. )

- - e e ", ‘«.'- : - e
PO [ A R

1. PTET's. coverage levels nave cons;stenzly e
remained below that of the other compan;es, ‘
even on’ the restated basis. .. .-.7w ol To ool o

2. PT&T's average common equity ratio declined-
v over the period £0.a .level approximating. tnan
of the comparable utilities, dbut ona™ "7 o
restated basis PT&T"s equity ratiohag ® o mo.o .ol
increased dramatically in the last. two years
and is now at a level exceeding those of ‘the
. other utdlities. .- ol Ul o Don oLl o noLioonomel

VPI&T'5~recorded:earnings~rate’dn average: .l.l.
common equity was. comsistently below that .
recorded by the other companies and PT&T's

- restated: 1981 and. 1682 earmings were ~ oo~
substantially below that of the group of . .
telephone companies dut more in line wiﬁh the
electric utilities.. .. -, -

Cn both the recorded basis and on the
restated basis, PT&T's earnings on total
capital are comparable with those earned by
the other two groups of companles.

e e L
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PT&T's  dividend payout ratio'approkimates*~V

- that of the-electric. group.and far exceeds . -~ . ..
that recorded by the telephone group. On a’
restated basis, however, - PT&T's-payout ratio® .o
is actuallywcomparable with the telephone . ... - ...
. 8roup.

_ The risk premium definition adopted by Mowrey for his risk
premium approach was essentially the same as used by'PT&T's Joses.\'

' C Y
W

o

preaium Which investors in his comparable electric utilities, i:“"
telephone utilities and PT&T required over A—rated utility bonds for
the period 1973 tnrougn 1982 ‘ Composite earnings-price ratios were.
determined for the two groups of utilities and also PT&T.N Negative
premiums were evident in 1981 and 1982 when signiricant changes in ;
interest rate levels were experienced. Arfecting the 1980 and 1981
results for PT&T, were announcements in both years that AT&T would i
purchase the approximately 10% outstanding shares of'PT&T's common 7.
stock. This drove tne market price of PT&T's stock up and resulted

Sew

in earnings-price ratios not reflective of investors' expectations of
DT&T's earnings level, but ratner investors' expectations of AT&T'

Ll

offer price for PT&I's common stoek. R - o
Investors in Mowrey s composite electric group demanded
premiums ranging from 77, to 377 basis points (1 77% to 3 TTR)
excluding l981and 1982 when the market experi enced dramatic swings in
laverest rates and averaged 290 ‘dasis points over the period 1973 to
1980.. Investors in tne group of telephone stocks required premiums

ranging ’rom 130 to 493 basis points over tne years 1973 to 1980 and
averaged 25o basis points for tb.e period., Investors in P‘r&'i' ) .
experienced premiums ranging from 158 to 35“ basis points over the )
period 1973 .o 1979 and averaged 25u basis points.‘ Mowrey excluded
1980 and 1981 from consideration due to the impact AT&T" s stock 'f
purchase announcements had on PT&T's market price. 1982 was not
considered because PT&T's common stock ceased trading in April 1982.
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Mowrey luterpreted- the. data- to.show:thatsthe ayverage
premiun required’ by investora~‘n PT&T~w33 consistent Wwith that
demanded by investors. in the- othen telepnoneﬂutilitiea while
ianvestors in electric utilities demanded” somewhat~higher preniums
over tne period._ Consistent witn his opinion thet PT&T is now a

skier investment tnan it was during tne 19703 nnc wonld now be

viewed as an investment witn risks equating to the riskier electnic
ttilities, ne believes a neasonable risk premium for PT&T is within

e

the range of 250 to 350 basis’ points.‘ . T e e

AT

Inis premium must be added to an estimate of DI&T'n cost of

P

I

long-term debt to derive the required return on'common equity. Since
PT&T -s not planning on issuing any long-term debt during the te;t
year, an estimate must be made of the interest rate which PT&I would

e e

be requir ed to pay were it to issue debt securities. For this he T

rroane

used DR*'s project ons of utility bond iesue costo for 1983 thnpugn
1985. "It was Mowrey s opinion that a reasonabie intereot rate

v e

p*ojection for incluSion in nis risﬁ premium analySis would be 13 0%.
Combining a risk premium of 250 to 350 basis points with

nis projection of 13. 0% as tne cost of PT&T's long-term debt gave a'
requi*ed return on common equity witn a tne range of 15 50 and 16 SO.
. Anotner market-oriented metnod he relied_upon to estimate

R e
.,

the total return vequired by investor in PT&T s common eqnity wés Lf
ncs. - ‘ | R

P [, o oo

N'w

The combined resulte of Mowrey s DCF snowed thnt required
*eturns on eqnity ranged from 15 65% to 16 ugz for his group of

oo

electric _companies ana 15. 09% o 16 33» for his teienhone compgnies.

The micpoints of the results were 16 O?% and 15 71%, respectively.w
After conSidering tne results of nis studies, the ’actﬂin
terms of debt rating PT&i could be oonsidered a ri skien investment K

IBakels ...-.pe

than tne average telepnone company, and tnat tne uncertainty f'"

SowDNIThn

-
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surrounding the impending break-upiof the Bell:System_and the [ 7077
deregulation of the communications industry:alsoitends to make PTET a
riskier investment, Mowrey concluded:that:a 15:75.to"16725%%return-on
common equity was fair and reasonable~to PT&T.and-~its customers.

That range recognizes-the investors' perception’ofithe-risks ...
associated with' PT&T at this time. It provides a’return consistent-
with what investors require-as compensation’for’ Investment in ..o
comparadle utilities and provides an interest coverage sufficient'to
acquire and maintain a solid single-A bond rating. ' 7

Mowrey recognized that™ nis recommendation in this
proceeding as to the fair and reasonable neturn on equity is lower
than the 17.4% which was last authorized PT&T in’ August 1981, but he
beliéved it to be warranted. - He'noted the" increased business risks
wihich PT&T will ’ace upon, divestiture but in his opinion these are
tempered by PT&T's improved rinancial condition, its higher equity
ratio, improved cash flow generation, higher interest coverages, and
S&?'s "ecognition of tnese improvements in its recently revised bond
ratings for PT&T. The primary contributing,factor to a lower return
¢a equity in this proceeding than® tnat which PT&T was last authorized
is, in his opinion, tne signiricant declines dn. inflation and
interest rates which have occurred-and are proﬁected to ¢ontinue or
S¢e maintaind during the test year.~~ ‘ .

The range in return on. equity rnponméndgd by Mowrey would
provide for return on-rate base of from 12.52% to- 12.76% when pressed
on cross-examination by counsel fon~the Cip??orfnps Angeles, Mowrey
gave 12.58% as hls "best figure. CTLLLL

o~
PR
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Kroman for the City- of Los Angeles- . ... v~ -naopm

e A At

:A‘ "M;'\n‘
A R P

‘The City-of Los--Angeles preaented Manuel -Kroman, P.E.,.as:a
‘witzess-on the-subject of rate-of return. ....o% ,cacnloovnl s lnoln

- As-a result of his-investigations, Kroman;recommended-an::
assuned post-divestiturehccnditionﬂorWRT%mlong-tenqueb;acapryinguan
average- embedged cost of 9.5%,-a 15.33% return -on; common,.equity. for
an overall rate.of-return-of-12.27%,-providing. an.after-tax-interest
coverage of 2.75 times.. .~ .. .. ... S e

- N, .

“y S
P e e e e W R B

de gave as-.bases. underlying his_recommendations:~, .« _ oo
1.. They-are-entirely consistent with.the ..~ -

pr;nciples _governing the fair rate of retﬁ:n*»nz_‘_g_m
~as enunciated by the Hope and Bluefield* e
-gases; . o L

N

NS [l

e e

. 2._ _The recommended returns on . common~ . , ..~
. equ;ty.

a. Fairly reflect applicant s higner,_”w
-~ equity ratio and-reduced-financial-®
-risk as. compared with.the, situatlion. .

when D.93367 was issued-

Properly give effect to the vastly
improved finaneial-and-economic :
climate. (e.g. lower. interest rates ..
~and lower inflation rate) now '
obtaining as compared- to-the time’ -
when D.93367 was. issued; - “u

Are fully commensurate with. the most
~recent returns autnorized for otner
- Bell System companies; and"

Are far in excess’ of the achieved:.

returns- on equity of other .- .. - ST
telephone, electric, and combination

gas and electric utilites. . G Sea

3. The recommended overall rates of retura
provide for an after-tax interest coverage:

a. Well in excess of the achieved
coverage of A-rated-utilities;




- Well. in..excess -of- virtually-all-.of ...~ -  one
Moody's 24 utilities - even those .
with -the highest ratingsy —-- -7 - ~-

" Comnsistent with the latest after-tax - ~°
coverage of Bell System companies - . -~
recently rated AA- AA, and AA+ by
S&?- and Do AT L

- Fully adequate to provide for a”
solid ianvestment grade .bond rating.

according to S&P s rating o o

cr\iteria. . o N S
They attempt to ‘balance the Ifnterest of both - -
investors and ratepayers, providing. neither - - .

extravagantly high returns to the rormer nor R
a "free ride" to the latter..t - Ve TS

Most of Kroman 3—dxrect-testimonywconsfStéd‘df*a“détéfIédf
Y 'He Pelfeved e had

"shown it to be c¢lear that methods such as riSk premfum,’ CAPM, DCF,

predetermined post-tax interest coverage -and ‘comparable:‘earnings <<’
based upon industriaiﬁ”’éérnings‘ 2Ll ‘produce results which are -

determined not by ‘the' inherent validity of - the-various approaches but

by vhe 1nputs selected By the persons making>the presentattons.
Having analyzed PT&T's principal quantifiable bases of Lts
requested rate of return, -and having ‘concluded thati-such ‘methods as’
“isk premium, CAPM, DCF, predetérmined post-tax interest coverage’ and
comparéﬁle éarﬁidg$~baSéd'upon‘Lhdudtfiéis‘“éafﬁfngS“‘aiﬁ“ﬁrdducél'

various approaches but by the inmputs selected by -the persons ‘making

tae presentations, Kroman -declared that fairness requ:res that: oﬁher,
zmore even-handed analyses be relied upon. -7 o7 It LORLT0 T

Kroman espoused -the basic principle, as enunciated in the
Hope and Bluefield cases, that the returs to theé equity ‘owner ‘should
de commensurate with returns on inveS€meﬂts”in“dtﬁe%‘édfééﬁfi§E§¢‘3

‘having~corresﬁoﬁdrhg‘riﬁks. Obviously, he said the most neaﬁlrvﬁf

~
R ML : v
BRI ., P ’ - o
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comparable risk enoerprises are other telephone utilities. To
broaden the field while staying thn the reguiated sector, one may
also give comsideration to. the earnings oL other. atility groups, such
as the electric and gas energy util;ties, but the#previous discussion
regarding the extraordinary r.sks of electrics engaged in auclear
power generation must be recognized,. as well -as:their higher
financial risk due to leverage.; An addioional eonsxderatlon is to
provide PT&T witk the opportunity to earn at-a level which will
permit it to raise needed additional capital. on reasonable terms. An
addltional gulde to the general level of whapwrate of return nay bde
approprnate is provided by, the. raoe& of return moatvrecently
authorized. by other -state. regulatory commissions, particularly for
the telephone operations of the -Bell System utilities.. -, . . ..~
& study- by Kroman of the recorded return on.equity, ...-..
together with the associated -equity ratios,. for eachof the--Bell. .
Systex prinmeipal telephone .subsidiaries, .for the years .1980,..1 9;8;1;;,,;;,c
~and 1982 gave median. returns .on equity. .of 1_':17'L1:',70;‘7?: Lor: 1980,..12-00% . for
1981, and 12.20% for 1982. . Of the 44 returns on equity-tabulated.for
1980 and 1981, -1n-only‘£wo‘instanoes-didﬁpne;ygigure¢exceed 4%, with
the highest return being 14.90%. The median returns for.prior. years
~were 11.35% for 1977, 12.15% for 1978, .and 12.46% for 1979.. -For GIE
subsidiaries, the rate of earnings.on .equity is generally adout .one
ozenalf perceatage points higher than for the Bell.System companies,:
bucgthe-equicy_rabio& are lower. - (For 1980, the median.was 13.19%;
for 1981, it was 14.43%.) -Prior year median .returns..were .12.88% for
1977, 13.20% for 1978, and 13.56% for.-1979.. e INDL LR IneTivg oanoE
Moody 's group of 24. utilitiesaachieved generally a lower
?338“°f*eafni33~thannb°3h-tbﬁnBell=3V3;em:3@¢\§Q¢:G?Qﬁ%%?@i@iérie§¢
despite Moody.'s lower equity ratios. ..Ia-only.four instances,.did the
retura on equity exceed 15%, the medians were .10-61% £or.1980, .12.10%
for i981, and 13.46% for 1982._ Moody's 24 utilities are primarily
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the nation's largestielectriciutilities: - Althoughcthey:dorinclude:
five combined gas.and electric companies;:there are . no:wholly gas.:T.
cistribution. companies or gas. pipeline compandiesic. - 7T.79 L clZizong
. Dow Jones' 15-utilities include-three combined:gas:and~: -
electric companies, three integrated gas utilities, a gas pipeline: .
company, and eight electric companies. Thecmedian-returns on equity
were: 11.47% for 1980,  13.32% for. 1981,.and " 13.93% for 1982.. The-Dow
Jounes group:had higher returns. because:of.the higher .earnings:of:the
natural gas companies. Kroman-excluded, straight-naturalsgas:” »zooo
utilities except where they appear-as:part of.the.Dow.Jones.group: of .
15 utilites, because of the particular: economiccconditions under
which such companies operate... ...nal- LIl ol DelsonmoT VaITOuIT o uLh

"~ . The highest median return’ on~any of Kroman'slutility:groups
was 13.93%. Tionuoen ol 2TRRD ol onon
Kroman used: 2 47% debt- ratic because. of~AT&ITs:gommitment
To reduce PT&T's debt ratio:to 47%. . Thesratlioiwas not-intended to be
precise and he recommended that-the most recent:o data” bevused. His
9.50% cost of debt was predicated on’ simiia}’assumptions.i
70 deternmine his recommended return on equity, Kroman
assessed PT&T's risks. He considered risk in the context.of rate of
return to de a combination of: financial‘riak a funczion of leverage
in the c¢apital structure, and or‘buainess,riak, the*erfect of
po33ible loss-inducing factors such as incompetent management
competinion, loss of market inability to qualify for credit, etc.'
roman reviewed: the changes in capital structure since
D. 93367 and concluded that the increased equity ratio distinctly
lowered the fimameial risi. - v To TaTe 0 TIT T ondToyngnuoc o
| “ ks to busidess risk, Kroman saw divestiture a5 d positives
futnre. Rather than seeing the "Bell System umbrella™ as a‘risk -
reduci ng relationship, it may Wave had the’ opposite resdlt e. g. "
long history of rate base and expense disallowances based upon
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affiliated - relationships, a distorted:capital_structure because:of:-:
AT&T's reluctance to provide:additional.equity investments,-and - .-
possidbly, PT&T's intrasigence with .respect to adoptingsliberalized::

depreciation methods and-the:problems. which resulted-from:that
¢ecision.r - . ST L el hIAmAT L mA e anang

- . - D e ae [ . ey

Kroman - noted Joses' recitation of-the/risk-reducingy:. opebele]
developments since D.93367,-e.g.: favorable: resolution:of the. back~-tax
liability problem, the lack of need for further: debt or:preferred:z.
stock finaneing. through 1983, and.increased: cash flow:resulting:.from
the  single~line.sale:plan and: from: other capital recovery-items. ...

*. Kroman also¢:reviewed- favorable factors: upon:which' the:.S&P-
Ras recently commented in its appraisals of-the Bell.System QOperating
Companies (BSOC)- in:general-and: of:PT&T in:particular. - These include
for the BSOPs in general: Lhe

-- - Exceptionally strong credit: worthiness.cuy ;.monl

Lot aal

Mizimal risk associated with: the industry . .o«

PN

- Advantage  over: potential. competitors-who: must:
invest significant, amounts of capital even to . |
begln competing - ooTens

“"Fundamentally strohgfmahééenent R

Enhanced capital recovery procedures’ that snould
reduce the need for outside: financing: . aT

Dividend: - reinvestment: plans,wnicnhsnonldxaid;::;:hf GnronL
financing flexibility . n ons

As ©o PT&T - S&P saw_a more manageable level of capital expenditures.
K-oman concluded nis testimony by saying_that he believed
that ne had given the Commission the relevant data and,information -

' s n me

IR

necessary for it to be able to exercise its independent judgment
lree of e*roneous, or misleading tneories and relationships. He

rate of return witness. His own view, after giving‘considera ion to

(% menitunr e ot A

B I I o AT R T e e
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all the material” preaented, ‘was a 16 OOS return-on common equity,
an overall Tate of return of 12. 511, providing for an after-tax -

izterest coverage of 255 times. A L E e
nangsam “for ‘U.S. Government - - - 0 ST TTLIUTOTINDD Lonun Lol

- Mark Langsam testiried on rate of" return on behal* of'“the
U.S. Department of Defense and the other Federal Executive Agencies.

Langsam derived an appropriate composite rate or return for
the Bell System as a wnole based on an aaaumd 50-50" capital structure
and a Bell System’ combined cost of debt and preferred of 8.90%."
Langsam reasoned ‘that the cost of capital to PT&T for regulatory
purposes w*cn b} tne State or California is in ract the 'same as the
overalll cost of capital to the Bell System.

Langsam recommended a 135 to 1#% return on the Bell ]
System's equity and an overall cost of capital of 11 o to 11 n; rhe

Lmm

zzdpoint of this range would prov*de intereet coverage of 2. S t_mes.
Langsam said that, becauae prior to divestizpre, PT&T will

be part of the Bell System,,individual coats of capital cannot be

computed or applied until immediately after divestiture.-f“_N‘

— A

Ce o e

e T
v e a2
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Discussion - Rate of Return .

e T Twi b

In PT&T's last general rate case dec;smon (D 93367), oo
the Commission allowed PTST an overall rate of return of 12.91%
and a return on equity.of 17.4%. The Commission noted .that PI&T:: .
was in poer financial.condition at that.time,.and stated ATST's. ..
refusal to purchase any of PTST' s common Stock -between, 1973. to, .. -
1980 was a contributing factor to PI&T's poorx, debgeratio -and. Lanan
-poor financial condition. The Commission declarxed Lhat.dt hoped

e e e

~ that PT&T wquld be able to reach three goals.f,mhe ﬁ;rst Was, thdt
. PT&T exper;ence 2. masszve 1nfusmon of equ;ty capztal apd to achieve
2 50 50. debt equaty rat;o w;th;n 18 months. The second was. to. .

[N - hv!u T A

see an.upgrad;ng Ln PT&T s debt offerzngs., The thlrd WAS, an.

TowdXs wonlal u PRIV

znc’ease ln PT&T S. common stock dlvxdend whlch would be att:zbutable

e el - -

to zncreased anestment by AT&T in PT&T 's stock R -
. et - EEWO RV . \..v- " -

Substantial progress has been made towards these goals.“_

A 50-50 debt-equ;ty rat;o for PT&T has verz'nearly been realxzed.

. ...u..uv-.} m -MQJ“\

. In September 1981 PT&T sold over 3369 m;llaon in common, of which
. 91% was, purchased by AT&T.-u" ““V'm“"f,‘;* “rﬂi;”N::j"'“ NHAA::;:
- a In May 1982, PT&I became a wholl§ owned subszd;ary of T

-

"PT&T by means of exchange of AT&T stock £or ;he m;no:;ty held shares

.- o

of PTST. XII outstand;ng shares eut “ne” were cancelled._ ATeT

T A

|“ -

A e ekt 1.'4-.-~ -t

u\!

contributed zn 1982 over 5662 m;ll;on 0f &ommon equ;tf to PT&f.
In May 1983, ATLT converted $300 million of short-term advances
to equity and the holding company has announced that it will
convert an additional $300 million by the end of 1983.

Total infusion of equity, inc¢luding employee stock owner-
ship plan fundings since the date of D.93367 will have amounted
£0o over $1.6 billion by the end of 1983.

In addition to supplyirgcommon equity, AT&T has also
agreed to assume five specific debt issues totalling $850 million
upon divestiture. It will also advance an additional $86 million
to PT&T for the purpose of retiring high cost long-term debt.

By the end of 1983, the debt ratio had been reduced
to 52% and it will have declined to below 48% by the end of 1983,
according to staff's estimates.

P

-




A.82=-11-07 et al.

Ve:y substant;al Progress has.also- been made: towards
the second goal, that of upgraded debt ratlng51~ AL, the time; of. -
D. 93367 _PT&T’ s long term debt ratxngs were. Moody s A and- S&P's- A-
In March 1983, Moody s downgraded every Bell.company in anticipation
of divestiture. PTsT was included. in this downgrading. and. was: .
aSSLgned a Bell ratlng. . S&2, however, ‘xevised.upward.-its Bell
ratzngs. In Aprzl 1983, Moody S restored.its PT&T. rating-to- A3..

- The goal to zncrease dividends had not been met.as-of.-.

the date of subm;ssmon.T In sp;te of. thms, PT&T stock.- wh;chrw;ll~
be d.strzbuted according. to the, dzvestzture plan.will. be a.much.
more attract;ve znvestment than zt would have.been-prior to«D-93367.

Tbe Commmsszon .in D. 93367 .also.based. its return on- -equity
deczs;on in part on the volatzle economic, setting, that-prevailed.
The followlng table compares.a. set of generally.accepted-economic
lndzcators ‘or the . purpose of. evaluatlng the .econonmic- 1Setting.of-
D.93367 with that of the 1983 test period.

.- o et R

_ mhe Pimamcial Climate at the ”*;e e
'D.93367 Was 'Issued ox kugus. :;J °81 AR

, vs.;w'm
Current Condi® ts

e P,

Luimoe T Quneor-About v
. . AL&St 4, 1881 :TtMaroh Ty, 1985
rime lateress teze. . . _ 20-1/28. . .. 10-1/2%.
SCOk....“' ‘a'te ~ . - | , A R Yon Siuaw ,.BF.‘/_Z%.
ede:'a..a. "'u..ds ma.:'x:e"t "a.‘.:e ;,. S A. “8-7/.?%_
Tee-moz h T:eaéu-i Bil el - 15.6T4F.. .. . B.256%
“ S.x-mozth Treasu-y -Bills
Barxkess Acceptances, 60-8° days
Cerzilficates of-Deposit, 150-179 dlays
ma_l—save--ce***ficate-4ate *‘**f
Mozey masket finds, 30-da7 yield '
Moody's corporate dond compos‘te'

Vleld on mewly-issued "AA" 30—yea~
tility dedbt: =

-2 Ratio, Moody's 24 utilities
ield, Moody's 24 utilities
aflatioz rate (C2I)

W
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e

S * As® the’ table- demonstratesz'?mur”s econém;c envzronment

LT

has’ improved very sighificantly.” " The cost’ of capital’ and’ the e

PR T Pl i
- .

inflation rate Nave-fallen over the past’ tWo yeérs, and there Ls

\-\- Bty

no evidence: demonstrat;ng that these’ xndlcators w;ll not rema;n -

stable~throughcut the test permod"‘f"* R
- " The improved-health of" the companv ‘an@” the economy

'"\v»,-‘nfﬂ .

since’ PT&T's-last general rate” ‘ease”indicate” to us” that 17.4%
return on eguity is no- longér- requzred'tc‘attract capltal at a
reasonablercost. The p:esentat;ons and” analyses of “the partles

P lalaia e ‘-,-. C e

support this conclusion.-- One' very 1mportant uncerta;nty has” arlsen,

however; for PT&T and- 1ts znvestors. Dzvestzture and accompanylng

-
A"'

changes in: the télecommunications- xndustry compllcate PT&T'S out-

look-for-the ‘near fiature”  We“are-concerned’ that PT&T be dxvested
from AT&T as an attractive’ lﬁvestment, ‘and “have " consx&ered zn T

R SR LI R
reaching our’decision Gf rate-of’ return the rlsks related to K

. o it o m
- - o™ - oo M
> o YD e - -

divestiture. AL S Ehe e moT

P

Conszder;ng the general financial and regulatory

,‘,,.._...‘,,,

envizonment, and ‘the events t:ansplnxng sznce~the last general

is a reasonable return
on equity and—that~12-7%~~ls a»reasonab&e~rab&~oﬁ~return on
intrastate rate: base.w The Commission finds that return to be the

--‘~m1nzmummneeded to~attract~caprtal at a reasonable cost. A 12.7%
. o . R
rate of return in that port;on of capital ascribed to” fatrastate-" -

rate base would pzovxde an approximate interest coveraé " befdre““
" 'hn*'x\..

ncome ‘taxes, of 4. 35 tlmes, and 2.73 tihmes after”taxes: ~- =%

e

The 12. 70% rate of return is determlnedxusmng staf‘ capltal
:atxos adjusted to el;mlnate imputation of the phantom® % P:eferfed
as ‘ollows. ‘ Ll 2Ee0c

- - - . - o

Long-Term Debt . . .. 47.908
?:égerred Stock ' G
Common Stock

‘Total

PR
R . L
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NET=TO-GROSS MULTIPLIER o

L

The adopted net-to-gross. multiplier ror the 1983, test year
California intrastate operations is 1.901. This means: that,a change
of $1,901 in gross revenues would: be required.to produce a,.change of
$1,000 in net revenue. The net-to-groaé;pultiplLegykgﬂqaLgulated-as
followss = . L et e e

- -~

.- Gross Operating Revenues. -~ ... - - 1~OOOO
Tncollectibiles at 1.19% = (O 0119)

S I, o 9881
" “CCFT"€ 1.40% o <o 01383
- e . e T T O 971‘3
FIT 8 46% ' (0.4482)
Net Operating Revenues 0.5261
Net=to~Gross Multiplier

1.0000
TszET = 1-901

INCREASED REVENUE REQUIREMENT

~~
~ vy T
e

Method of Determining Revenue
lnerease Required

The increased revenue requirement i1s determined by applying
the difference between the adopted reasonable rate of return and the
rate of return at present rates to the adopted rate base and
aultiplying the result by the net-to-gross multiplier. The resulting
requirenent is o0 a Recast 3 basis and must be adjusted for the
depreciation effects of D.83-08-031, called "Recast A4v,

Revenue Increase Required
The calculation of the revenue inc¢rease required is as

follows:
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Authorized Rate of Return o 12.70%
Realized Rate of Retwyn: - Trriioin 10.09%

" Difference in Rates of Returmi i-ii-lon Lolfors wXT 2. 6L%
Adopted-Rate Base - - L. SIUTIU000 00009593 77,065:,,0000 2000
Required- Net Revenue Increase .=« .. .oven 10289 /357,000

L NeE=to~Gross Multiplierp:~i-vv="on wr T Lonxoves Zan QL. L
Required Gross Revenue Increase ' 493,038 ,000:. ¢
Adj. for Underutilized Plangr-~ = ° . iirnnol (477588 ,000),
Recast 3"Gross Revenue Inerease . 445,450,000
Net Effects of D.83-08-031 . (61,006,000)

Recasﬁ;4f¢2633 Revenue Increase ST C38477444,000

AR e
e s et -
s ~
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Need- for Rate Relief cem e

h cews . ImoD. 83-04—021 the Commlsslon establzshed the test that
PT&T would be. requ;red to. ‘meet for rate relref to be cons;dered in
December, 1983. There it stated- T )

"

.. ‘The Commission decision to proceed to
examine the R/0 as filed should not-be-comstrued’
as ‘a predetermination-that:rate relief.will be -. ... .
granted. Our primary goal is to provide a base .
line R/0 to account for the effects of divestiture -
and access charges, as. discussed:previously.--The. . .-
following discussion of the mechanics of, melement-
‘img rate relief should not be mistunderstood; we -
merely intend to: keep.the option of granting rate ..
relief open in_the event PT&T sustained its burden .
 and demomstrates overriding financial-need“forx: T .-
rate relief.  -Assuming that PT&T sustains-this., @ -
,heavy burden we wzll then _have the flexzbrlrty to '
act T

PT&T has consistently and”repeatedly”cbnteﬁded that not
only should interim rate relief be- granted;-but” that- such*relief:
should be expedited. The hlstory and- details” of these- contentilons
descrzbed in D.82- 04-021 aad in D.83-09-006-" R N T

i “The staff,” Cities, Sonitrol’ Securicy, - Ine. ~ and" the " Farm
Bureau all opposed relxef on’ the*grounds <hat  PT&T  had-not sustained
its burden of proof in showzng~;tswoverr1ding frnancdal need: for'

-~

rate relief. - - R LRSIl e R

Ia the past we have- granted interinm increases- to” a” utilmty,
when a fznanczal emergency exdsts’, before establzshing~a—f1nal ‘revenue
*equxrement PT&T requested such' treatment 4n’ this" proceeding. = It
lasked the Commisslon to consrder'rnterlm emergency ‘relief-effective
July, 1983, before the submission of the'R/0 phase of the™ proceeding.
We denied comsideration of such’ Felief in D.83-04-021.-C In’ that::
decision we imposed on PI&T the Burdén-of demonstrating "overriding
frnencral need" before we would grant rate relief. " We also referred
to granting rate relief if requ;red ‘on ‘December’ 77 L983 ‘as ‘an’‘Lnterim
'"decrsron, In retrospect ‘that-choice of words was unfortunate because
it created the rmpresszon that partial rate relief would be forth-
coming only wder the traditiomal standard for such relief, i.e

L ]

-184-
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that of financial emergency. That is not. tne—casewner - ZA-final R/0O
for test vear2383 has’ been estaEltshed that.ﬁhase of" the proceedzng
is submitted and we do mot contemplate ‘continued” examanation of”

this R/0 in the further hearrngs scheduled for thas'nroceeding”°“
While an. order rssuang at: thrs pornt ms not a frnal orcer iu the
sense that it closesﬂthe proceeding, ic: LS"flnal”Wlth respect to the
1983 R/O,, For thrs reason we. have denoted the order as the Third
0plnion and Ordex-on 1983 Results of Operations “ratner than Intexrim
Order. It is "rnterrm only rn the sense that we are‘keeprng the
proceed_ng open to" rnvestrgate the\effects.of drveStlture on PI&T's
1984 operatioms,- to determane costs and reyenues accordrngly and to
establish a- comprehensrve rate design Accordrngly, PT&T 1s mot
required to establish a finaneial emergency to- justrfy rate relief
now,- but it was.-required to. demonstrate an. overrzdrngﬂfrnancral need

be‘orehwewould authorize rate. relref

s e ‘--.“. _ ¢ .”

at éidstlng rates, PT&T wzll earn a 10.09% 1ntrastate rate~of~return.,:0nder
normal circumstances., this rate.of. returu.would . DOT 1 be.cause for
alarm, although- it would certarnly warrant.a rate rncrease under.the
standards set.by- the Hope and Bluefield. decrsrons . L:lyh, 3

The circumstances PI&T faces, however, ‘are not. normal
Divestiture, which takes. placewon January, l 1984,icreates'a great
_deal of umcertainty for PI&I,. Lts~shareholders ,management and .
ratepayers.. - As a. result of. davestrture PI&I wdll{no'longer have
the financial umbrella.provided: by AI&i. ,Its POSt= dlvestlture”
operations and associated staffing and. management needsnare wnclear
in spite of extemsive -analysis- and.speculatlon.on the part ofdtne
: company, our: staff. and. fedexzal. policy - makers.‘ww,3mw: ) f P
Because of.-the. uncertainty that. looms Lnul98a PT&T‘may be

et e D aak -

denaed an opportumity to become.a vaable Lndependent utilzty ;f it

s -

- does not .set.out with a solad_ﬁznancral foundation.,‘WLthout assumang

RIS e RN SR R Ry

- moxe about the -effects of divestiture, we flnd that PT&I has

- -~ -The revenue requirement adopted by th:.s order shows that _.

[

i - o .

STLLIT Dt Ibawr wny wubay vise nolnos .
L -18‘5-‘" A
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“demonstrated an-overriding financfal need -'for.> rate relief "in’the:
amount of - —‘3’ 4£S &S 0::0 O'C_). pgg inning J«anuarg el 98400 <

Attrition ¢ i rufrootLromean Toonzlio

o o, SR

L [ N

Attrition is the decline in earx:iings caused by ‘expenses and
investment costs ‘increasing faster than<revenues. ==.7mral ool
! - In this ‘proceeding, ‘the ‘'prepared “testimonyof David:M..
Craig, PT&T's -vice president - -finaneial management,  included an:
attr:tta.on pfroposa’.r ‘Benny -Y..B . Tan a- Senn.or ;Utilities Engineercof

. T e TR T ol e e . - ™
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the Commission's..Revenue Requirements Division-staff., reviewed . PTsT's
attrition, proposed and medified it to recognize ‘revenue:growth .-

this. deCision. ;.= oo D oo mila Gnr 0l mpses

The Commission,has‘considered;the;questiomgoﬂ:an@attnitiong@‘
allowance based -on: this decision and has:.concluded -that none is
appropriate for purposes_of;:atemakingﬁinﬁtni;-phase;ofgzheﬂprpf:
ceeding. On January-l, PT&T will start.operations ;as~an-independent
company. The second phase of this proceeding will develop the
regulatory framework to deal with PTsT's new sStatus. A decision‘in
the second phase is scheduled to be issued in May, 1984.

Any attrition mechanism to devise rates effective after
January 1, 1984, must recognize changes taking place following
divestiture. It would be unwise to establish in this decision a
mechanism predicated on 1983 BAU conditions. The establishment of
a method for calculating an attrition allowance will be resolved .
in the decision on the divestiture phase. By this order, however,
we £ind that the establishment of an attrition mechanism is reasonable.l-
and necessary. L

OTHER MATTERS

Aflirpative Action

By 0.82-12=101 issued December 22, 1982, in C.10308 (filed
April 12, 1977), the Commission directed major utilities, including
PT&T, to include information regarding costs and programs for doiag
susiness witk female and minority business enterprises (F/MBE) in
their next rate case NOI filing. On January 31, 1983, PT&T filed a
report iz compliance with D.82-12-101.

Stuart Q. Cannon, division staff manager - procurement,
presented PT&T's D.82-12-101 report and testified concerning the
utility's F/MBE program.

Wyman G. Low, a research analyst from the Revenue
Requirements Division, ia response to the company presentatlion,

Sl 186 -
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recommended long—term procedures for a, cons;stent method of, report;ng
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and monrtorrng PT&T s accomplrshments ln the F/MBE.program. A

- ot
- -

substantzal amount of cross-exemrnatron took place, 1nclud1ng,“.
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examrnat;on of the form to be f;lled out by;those vendors quallfy;ng
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as F/MBE w&shrng to do bus;ness wlth PT&T. After some drscussmon,
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it was concluded that the dszerences between the company*and staff
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could best be worked out through Lnformal conferences and_ that 3;3
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some common resolutlon better could be‘reached outsrde of the adversary
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hearrng process. oo
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we ;ntend to address the F/MBE ;ssues in the divestiture.
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phase. Staf‘ should report on the status of its.discussions with -
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Pacific and present any resolution on the record at that, trme.
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The partzes should not znterpret our deferral of thls matter as
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a lessen;ng o‘ our comm;tment to ensure equal opportun;ty ;n
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Pac;frc 'S F/MBE program., Lastcbecember, we establ;shed a,procedure
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‘or revzewlng such programs ;n the context of each utllzty 'S .
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general rate case. Pursuant to this procedure, we are now examining

the programs for Pacific Gas & Electric Company, San Diego Gas &

Electric, Pacific Power & Light Company, and General Telephone.

We intend to do the same for Pacific Telephone.

The Service Employees
International Union, Local 87

During the course of the proceeding, the Service Employees
International Unien, Local 87 (SEIU) made an appearance for the

purpose of establishing in the record that PT&T appeared to be
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engaging in a business pract;ce which would result in much lower
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'bulldzng maintenance costs than it was eStrmatlng in its application.

. . . - [¢
- ,,-__ - .,dmv\rn e mom Soen
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Janitorial” servzce at one ‘san’ Prancxsco locatzon'by seek;ng b;ds for
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such” service and that PTET was tak;ng conscious act;on to employ
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sexrvice” employees below the prevazllng wage, set by the Department of
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Tndustrial Relat;ons, in v;olatxon'of PU Code Sections 465 and
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466, which" section z requlres ‘the’ compary to employ the iowest responsible
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biddezr pay;ng “the’ preva;lrng wage.' The result’ was d;splacement‘of
Ciamnowe TEITSON
service employees of long standing. It is possible that the price
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differential between the lowest - responszble-bxdder under PU Code
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Sections 465" and‘466'end the next low b;dder Ls somewhere in the
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At the d;rectxon of the ALJ, therstaff has requested copxes
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of payroll record§ of the contracror. Stay-Kzng, to make‘a
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determi tzon of’ the actual’ status and w:ll recommend appropr;ate
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action in the drvestxture phase of th;s proceedzng.
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SURCHARGB DESIGN
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Surcharge Design Considerations ‘ L Ca D imie o
In D. 83—0&-021 the Commission prov oeqﬁthat if Lt were

PRS- RN -

'ound necessary to auzhorize interim rate adjustmen:s An this e
proceeding, such adjustments would be made on a surcharge basLs.' Tgo
Commission set fortn the following primary iqsues relgtive to )
surcbarge design.\ | e e
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“1. Whick . classes of service sbould béarAgﬁéuwf“u"""“'
T surcharge. - ‘

2. ‘Whether the "surcharge ‘should Be a“waiform ' “¥"
: ‘percentage dincrease In the rates or charges.

for the various classes of service =
affected. - e

' Whether any simple eXceptions to 'sueh g @ T Teo
uniform percentage surcharge are feasible --:¢
and, if s¢, what they should be.‘}

- To what extent and in what ways the impending
divestiture must necessarily be taken into -
- aceount in fashioning interim surcharges. .. »-. . -.

Whether the impending divestiture . oo S
necessitates negative interinm. surcharses with

" respect to rates or charges for any cIasses
©of service. .. . ‘ L

\,.
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D. 83-0&-021 specifically instructed PT&T .todnclude [in cits -surcharge
design proposal "alternative.designs addnessing the :issue of whether
it is practical to apply an .interim surcharge -to:intrastate message
toll services (intraexchange and/or interexcnange) and, Lf so, 'how::
such a surcharge should,be 'set.™ . o TS T
Hearings on surcharge design were held at the end of June,
with .estzmony by witneésés for PT&T,.the~staf£ TASC*zWeatern
Burglar and Fire Alarm Association (WBFAA) and 2" group of large
customers comprmsmng American Broadcasting Companies, Inc., css,
Iae., Cali orn a Bankers Clearing House Association and the Tele-
Communicauions Association CUsers Group). Ihe issue or surcharge
design was addressed in bdriefs filed by PT&T, the staff, TASC, WBFAA,
the California Farm Bureau Federation (Farm Bureau), and Sonitrol

Security, Inc. (Somitrol), and in oral argument on behalf of the
Users Group.
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Positions of the Parties

PT&T proposes to apply a unirorm percentage surcharge o
all recurring charges for residentfal and business exchange ac¢cess
and similar 3°rvices including foreign~exchange7~Centrex;~and-p§£5ate
line services. (Exhibit 50T, Attachment I.) NG other rates, suc¢h as
those for local and toll usage, installation services, or‘CPE, wouwYd

be surcharsed,. T P e e . ...m‘- & e oa Wil ta A M..H. PSS .‘.v_,n.,.'x‘,"_’,..ﬂ.»-
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consequently would be of much lesser magnitude. The staff proposes‘
*0 apply a uniform percentage surcharge o all of PI&I S present
services except intrastate coin ‘message. toll, .local coin, and
directory advertising servicesa ‘The . staff-proposed surcharge would
incorporate and replace TWo exiting surcharges - a 5 H% surcharge on
¢ertalin services -ncluding,CPE private line, excnange mileage,
service connection and’ Centrex and,a 6 66% generaltsurcharge on all
recurring montnly rates. o o R

According_to PI&I's watness, its surcnarge proposal was -
¢onsistent with the. primary"tnrust oL PT&T's pendingrate design
filing that basic exchange ratesfsnould cover ar greater portion of
their ¢osts . and with PT&T" 3 perceived need to reduce‘its dependence
on toll revenue. He did not objeet to extendrng tne'surcnarge to
service connection, .mileage, and terminal -channel .charges, -but.did-
oppose -1ts extension to.toll :or local usage rates.. " . iTiins ariuoC

PT&T contends:that ‘its proposal is- preferable tocsthe 2 .
staff's, - = A sl e LR A B A bt e SO T S SR Ao RR B i
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"because it is far more likely t¢ produce reveaues: .
equal to ‘those the Commission has ~found necessary

which ' the surcharge ‘would -apply are services toi.l..<
be retained by Pacific after divestiture."
'llvi

P

"Howeve., the proposal by the staff team'an& et
intervenors is critically-deficient because 'it’
' fails to grapple with:the key Commission-posed:.:
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issue of the effect of divestiture on an interin
surcharge. At divestiture certain services,
notably interLATA toll and embedded customer
_ prenises equipment will no longer be Pacific’s
to provide.” Interim rate relief in-the" form ofa- "
surcharge on services-Pacific will--not. provide~is AT S
Bo rate relief at all.” i,,,uf

The staff witness, on the otner hand, objected to'PT&T'
proposal as imposing "an unfair, unreasonable and unwise temporary
bu*den" on oe*tain oustomers, because neither PT&T{;_oor the ?y%ff s
detailed rate design proposals oontemplate inoreaaes of like ©
magaitude to tne suroharge., The witness waroed_tnet tnis up and.do;p
"yo-yo" movement in rates would create substadtioi oonfusion_and_”i“
discontent among customers and SO should be avoided. R

The staff witness estimated that to reooveé $820 million in
added revenues (rougnly wnat PT&T requested.in“ita applioation) would
require an 18.3% surcharge by the staff's: method dbut a*95o8%
surcharge on the basis proposed by PT&T.: A $300 millionﬁinterim
increase (roughly the staff's recommendation) would require.a 9. 1%

surcharge by the staff’ s method: and.a 35.0% .surcharge by PT&I S.

RORTRRSOA

e

The witness for TASC asserted that it would be - . .. . .=

- T

inappropriate to impose any iaterin ;surcharge. on private.line rates

applicable to telephone answering services. TASC is concerned that
such a surcharge would have an immediate impact on customer demand
for such services, which the Commission has recognized as an
"essential public service." >

The witness for WBFAA offered three criteria to govern
establishment of an interim surcharge: sinmplicity, avoidance of
prejudging rate design issues, and nminimization of dollar impact on
subscribers both in aggregate and individually. He criticized PT&T's
proposal on all these counts, recommending instead a surcharge on the
entire intrastate portion of each customer's bill. In effect, WBFAA
has endorsed the staff's surcharge proposal. This proposal is
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likewise supported 'byﬁ Son:x.trol on s:.m:.‘l.ar grounds Farm Burea.u

agrees, except that' it would- exempt intralATA: toll rates from the

surcharge out of concern to shield P‘I&T from the” 'r:.sk of 'by'pass.
- ‘I.‘he Users Group also supports the 'sta.ff proposal ~Xts

R

wi::ness test:. :.ed that an Lntenm surcharge should preserve P‘I’& s

u\“‘

Rl

cons:.dered in tb.e pending rate design phase of th:.s proceed:.ng “He "
::zt:.cized P‘I.’&'r s proposal as const:.ttt:.ng a maJ or rev:z.s:.on of rate )

structure unsupported by :.nformat:.on as to the costs of affect__ed \ ‘

LTS .'.., (VRN -

sexvices. He testified that._ . : AR

"'I’he surcharge should be appl:.ed ‘to customer b:.lls
© in the manmer’ that Mr. Shantz suggests.".ﬂe,‘ ass g’
separate line item to a customer's . .Lotal.. »: :-
“intrastate billing includmg both recurrzng and
~ nonrecurring charges s - R
Discussiom - - - -

F T T T

The criteria’ proposed by WBFAN ‘to goverw '-surchair‘gevfde-s’i’-gn‘«' ;;_,

offer useful guidance for our decision ‘om this' Issue’, ~ In View of ics
interim character, a surcharge shou‘.I’.d be smmple ‘Lo app‘.Ly a.nd“ Lo L

<
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explain to customers.-- It should be set in a manmer whichraveids
prejudging detalled” rate design issues not yet subject to-evidentiaxy
hearing.. And, in view of its provisicnal nature;sit:should:be s .= -
structured to avoid drastic impacts on-any-group: oflcustomers:.. This.
last eriterion also will protect agamsc— the' "yo ~yo'" effect whiehro e
concerns the staff. TS e IoTLo LA v T

(o -

PI&T's proposal: does not- meet these.criteriar : Simprle:"
though it be, it prejudges complex: rate design” Lssues and>would: " -7‘:»'-4:_
d*‘astica.-ily affect the bills of mamy 'c{xstbmér's'— “ not-‘the®" a.vera:ge"
customers whose bills PT&T's witness’ analyzed ‘but the” mdllichs of :
customers whose bills consist: predom:.nantly‘of recurring monthly- charges.l‘s
PT&T s proposal appears: to:reflect. two-major concexrmss= .-
that increases in usage~based charges will-encourage- bypass:and:that.
all surcharge revenues should flow to PT&T despite its: impending:.t.
transfer of important limes of business to AT&T. :&lthough, as we
will discuss in the context of access charges, wneconomic bypass:may.
be a serious long-term xisk, we. do mot believe that a.moderate rate..
surcharge imposed ‘for ‘a clearly limited interim: period preliminary to
the detailed -study of rate design issues will -ereate- any .significant
ncentive for such dypass. - As for: PT&T's concernmaboutiTosing ~ov.r
surcharge revenues arising from services it will mo longer offer im -
1984, for -reasoms -stated below the surcha.::ge that wewillk a.dopt today
w:.ll not lead €O such. ar resuIt WL .

15 A late-fn.led exhlb:.t sponsored ’oy “the PT&T witness reveals that

the most common bill among residential customers - whether flat-
rate, measured-rate, or lifelime - includes no tell ox local
usage charges whatsoever. (See Exhibit 508, Item III).

-192-
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--Werwill adopt:-the-staff proposal, endorsed-by.most: ~:- - c..
interested parties,: that the. surcharge- be- spread: ovex:as, RARY e
services as is practical, including all intrastate- toll .and local. |
services. We will, however, make three: revisions im:-the. staff s
approach. First, we-will.maintain the, ex:.sting 5.l surcharge.as- .. ¢
3 separate charge. As noted in D.93367, this surchaxge.dis really. --.
a part of:the rate spread adopted-in: Pacific's.last. general rate
increase and was only. put: in: surcharge form. because: of; the; costing,: -
and rate problems associated with.the sexvices covered by fhe ... ..,
surcharge, which were not completely resolved-at the time:of.the .. ..
gemeral Tate decision. The: 6.66% surcharge,.adopted in D.93728. . .
has no_such-significance,- and, foilowing: the staff-proposal, this will
be incorporated. into- the new su.rcb.arge associated. with the p::e,sent “a
iaterim inerease.. . lco LT or oL Lol wossie

] “a YT Ny ~
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As a second mod:.fmca.t:.on of the staff proposal, we will, --

exexpt. CPE rates: £from any change at: -this time.--.The: staff..proposal -
would have actuallycreated a slight decrease. -_-:.n-;-_CP_E -xates... This . .
would have led to -a- greatexr: revenue: requirement -buxden on. othex . . .
services and it woul:d-;notj,have(.;pr.ovic_l_‘ved; v,any.;real;.;CP,E:;,zta;te-,;eﬁi:;evf_,, §o
iven that CPE prices will be determined. in 1984 by .the -FCC .order ..
gradually detariffing such services. We here take .official .notice. -
of this recent FCC action on November 23.-L983:in Docket,-81-893, ~z2.

Finally, we will modify the staff proposal -to .exempt .lifeline
rates from any increase at this time. This will contribute to the
maintenance of universal service and meet the requirements of AB 1348.

We also note that our accompanying decision on access charges
issued today provides that surcharge revenues on intrastate intexLATA
Toll will £low to Pacific through an access charge premium. This-is.
necessary to comstrain AT&T's return on intrastate intexLATA operations
to tneir authorized level.

The surcharge adopted today is respons:wev t9 t_he :.mpending
d:.vestz.ture that mll *heavn.ly :meact Pac:.f:.c As Anoted earl:.er the

| "'11§3‘3--‘

~ ey
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increased revenues flowing from-the :surcharge have beenushown in
this proceeding to be necessary to providertherdivested Pacific:
company with a solid fimameial foundatiom’' ' At-the: same time>this'
increase in revenue requirement. is: borne broadly and: «eqxﬁ.ﬂ:ably:. Tbyr;_v
customers in a manmer that . prot:ects universaliservice goalsw mrozoznl’
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~_. There- shall.be applied- to each of PTST's-customer bills forsintrastate
services,. except forgggg5sery;c¢§,L@9§:§;y:l;feline:se;yiceq_intrgstaéégcoinﬁmessage .
toll service, local coin: service,: and: directory. advertising service,-
a wmiform percentage surcharge which will:yleld $384,444,000 . ~ons

(interim rate relief) of amnual revenues. at the 1983.:devel: of:inro-in
business. We envision the surcharge being shown on customers’ bills
just above the total amount due, as a suxrchaxrge on the entire
intrastate portion of the bill. ,

PT&T shall file, coincident with the advice letter filing
to implement the above surchaxge, the derivation of the uniform
percentage surcharge to be applied to PT&T's intrastate customer
billings. Such derivation shall include the 1983 ammual PTI&T
iagrastate customer billing bases for each of PT&T's tariff
schedules. No repression effects shall be comsidered in the
development of the surcharge. Such f£iling shall be open for public
inspection and a copy of the filing shall be provided to each of the
parties of record in this proceeding.

The wiform percentage surcharge on PI&T's intrastate
customer billings is not based on any allocation of increased ¢osts
of operatioms to any particular serxrvices, nor does it constitute an
increase in the rates for any particular underlying services. Thus,
we are not recognizing any specific increase in the costs associated
with intrastate toll services oxr extended area services, nor are we
authorizing any increases im the applicable rates. Therefore, the
wmiform percentage surcharge should have no effect upon the
assignment of settlement revenues to the various independent
telephone companies (ITCs) in.Califormia. This is appropriate in
view of the temporary character of the: uniform percentage surcharge and:
the present wncertainty as to whether the final deeisiom in this
proceeding will authorize any permanent increases in rates for
intrastate toll services or extended area services.
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What we are authorizing.amounts-to a "bill and keep"
treatment of PT&I's increased revenues from the uniform percentage .
surcharge. A "bill and keep™ approach is particulartijuatifiedmat~~
this time because of the pendency of rate decisions ‘for General and
several other ITCs. Application of routine settlement proceddres in
this context would result in a complex array of cross-pa‘yments amongr
companies to the greatest disadvantage of those ITCs which: have come
before us seeking rate relief. “We will reexamine whether to" apply
the traditional settlement procedures in the context of’ our’final
decision in this proceeding. °~ 7 0T FT Tk enmnny

In D.83-10-092 issued recently in Cititéﬁ&JUiiififéi””“"“
Company of California’s (Citizens) télephone rate increase in~
A.82-09-52, we calculated and authorized ‘the appropriate brlling
increase for an intrastate message toll billing ‘surcharge on a- "bill
and keep" basis, but we caleuwlated and authorized the' billimg -+ "7
increase for extended area service on a basis reflecting "tne usual
settlement arrangements.™ We ordered Citizens, subsequent to
fssuance of the present decision for PT&T to file for rate -+ ' > 1%
adjustments to "recognize any inward reveaue flow from Pacific due to
improved ‘settlements should Pacific receive an'interim increase.m - "
Because of the "bill and keep" procedure we are adopting for PT&T,
Citizens will receive no such inward revenue flow. However, for the
sake of consistency, we will by separate resolution authorize
Citizens to apply the "bill and keep" procedure %o the increased
revenues from extended area service resulting from D.83=-10-092,
theredby reducing Citizens' outward reveanue flow due to settlement
Procedures.
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FINDINGS AND CONCLUSIONS, ...
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T.. By- these consol:.date«i p:oceed:.ng& P’L&T is x:equest:.ng . e

- -

an annual increase, in California :.ntrastate jur:.sd;ct:.onal Levenues, .
of. $837,900,000. .0 -

TLSOMNCLTRID L DLuom LW tmorron o Lond
2... The proceed:.ngs have beezx b:..furcated :.nto two. phases , . onnr

"busa.ness as usual - su:charge Phase” -and a rate design - pos: t e
d:.vest:.tu:e phase..”
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3. A variance was granted from the Rate, Case. Plan o .. ..~ -
bifurcate the. proceeding. . . ... D orofTaIE s s

4.. OII 83-04-02, A. 82-'1'1 07,« and A.8-3-064-65~,wer

=S sl T o vnonzel
consol:.dated w:.th A.83 01-22- e DA DDl e SEeslenfll

- 5. F:.fteen. properly not:.c:ed publ:.cﬁ hearings. have. been held ..
throughout the state. to a.fford the public an opportunity. to . G men
partzczpe.te. .

O Lo P o Th T R P o SR Rt R RL-F n N TR A St
'I‘wenty-m.ne days of evxdent:.aryw hear:.ngs were.held. .. .- . .

on results of operations. and- surcharge. design...., T

7. At present.rates,. for. the test yvear: 1983.0 21 reasonable .
estmate of PLeI's Total California.-and. Ca_l‘;‘ﬁqutm.a, Intrastate. ... .. -
Results: of Operations is: .
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THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
ADOPTED RESULTS OF OPERATIONS
A.83-01-22 ESTIMATED YEAR 1983

($000)
) RECAST #3 -
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Local Service Revenues e $ 2 977 SGBCC 5 $ 2 97u 0 el
Toll Service“Revenues~ '~ “* L 4 846 736 : “2 653 S7 s
Miscellareous Revenues uuz 134 2¢J3ﬂ fotalmnte!
Uncollectlbles e T e ime e e (110 716) - (72,63__

. «‘,,

Tc"a‘l Operaiing Rey_egues i~$ -8 ,J.SG-pllZ.w o § 5"'19,975'0:445' slnone

Operating Expenses..and Taxes, . LS wIon PUTLOI L eoudons bivods mmemsouiio fnuls

Current Maintenance oo 8. 1,949,895 -$ .1,404,830_ . . __.
Depreciation & Amort;zation o \1 ,2TT, 998 897?32&“““'“‘“
Traffic.Expenses:.zoo. ;;::eizmwr moyre385%218 sov 0T .3094060 L
Commercial Expenses . . o _wﬂ“779 578 ... 598,708, . - o
Gen QOffice’ Salaries & Expenses St TR RET 08y e “355*866' saTow
Cperating Rents' .wux.SS‘OQW meeez &7 42,767 Drenn
Gen. Services & Licenses 65,829 48,760

Other Oper. Expenses 783 458 588 560

s
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Total ‘Operating Expenses $ 5 634,151 " s 4,245, 8ZSHM i
Operating: Taxes =.Federal Income~.r$. 513,708y .. 2$.20335,649: "
woo... . .=.Cal.Corp. Franch.hm- 281 169\ Normom k81,800, L
oo oot 7 a-Soeial “Security - 187 QL9” TV ~140 , 586"
- Other 166,080 N0 ':23.,0::5w ot
E Galr After Net AdJ.. . . ... . (7. 199) s, rann (B75199)
£ Gain Tax“’ffect ’ e e RS "“'“1& 651““*"""“” 147,651 ~

Total Oper.‘Expenses & Taxes~ $ 6,7497576 ::*#”$c4”994 377

Net Revenues "(Carried”forward)’$ i} 406‘541‘ S TR 002 ge oI
Rate Base LOlOLEQnI IS L, TADTmL | 0TUn

Telephone Plant in-Service" - mvszm $13,8572679°
Property Held for Fut.Tel.Use: 55,100 RO,QGJﬂ‘
working. Cash' _ et e k29,185. L. 974542

-

Materials-and Supplies =7 oo 1 TT-Sqg3lgags mIAnsTIn 755,817
DeprectationnReserve: <. o v o xIw35827,886500 o H@LNME9 286”"0
Reserve for Deferred Taxes 2,209;957' ] , 645, 655

Total- Rate. Base oo 1Sl 35404, 497 e 89 »93'7,*”065"'

Rate’ of Return s ¢9% TIGIogRT-

O S A SO S S (Red‘“ Fa.gure) P T QU ITIMG D B

Y
ENETINE IRy . . oy . "W ~
CRTLRDTIOTT N LTl L DA S !

PR NN R
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8. A reasonable rate of return“to be applied to PI&I's
Califormnia Lntrastate rate base” Ls 12.70%

9. A:12.70% return-on that-portion of PT&T's capitalization
ascribed to the California intrastate rate base adopteduxnﬁthls—~—w

decision would yxeld approxiﬁately 16.0% on Cal;fogn%a aec;§§eq‘d
cotmon, equ;ty :

10.---PT&T"s-rates subgect~t0wthe Jurzsdxctlon of this” Comm;ssmon
should be -increased by $384, 444,000 ‘which’ increase excludlng the'underutillzed”
Plant ad;ustment should.produce a I2.70% rate of return:on PIET s California-~isizix

;ntrastate rate’ sase for the estumated test year 1983. . CRLLEUIALLN TACITLL

....-,.A.,' W'. .\,,.‘-..._’.,\ ..-."'

11. A 12 70% rate of return on Califormia Lntrastatenrate ‘base~"
would provide an interest. coverage of 4.36 times, before taxes oﬁ“~m"
income, and 2.73 times after taxes.

-

, - \ . ST -\-»...: ,..)., ad,v-'-rc':
: . : SR T arsos
yeaxr 1983.° : : * :

13. The:staff's proposed”surcharge""as modlfmed-by ‘this-decision
is a reasonable nethod of- recoverlng the revenﬁe increase authorized

[ERR

by this- deczsxon. ;*ﬁ.'¢~ ' SEIa

12; A net-to-gross multxpller of 1.901 is reasoﬁebie for‘

l4;§ The surcharges authorxzed by this deciszon are just and-
*eason&Ble ‘the ) present rates and'charges Lnsofar as they do. not
» "“.. -t

contain. the surcharges prescrlbed by thls declszon are for ~the. . .
future, un;ust and unreasonable

.=

RV

15.. PI&T has demonstrated overrldlng f;nancxal ﬁé;é) ‘lnterlmﬂ

Tate rel;.ef : ST _" : e - wost Llon

. : [ R
- ’\_;‘ - [V - .J-._?..

The stralght l;ne remaznzng Life depreciatxon method L

-.,...-.».'..A-.w vt -4

“© -~

deprec:.azon exp.ense .,.,....‘ ..._M;.H;,.._ A R ".: T "'“'-:':«_ -
17. ‘The. represcr;ptxonP average .service lives, remaining:lives. :and mvo™
estimated future net salvage, as agreed to by PIST and the staffs of the FCC and |

of this Cbmmzsszcmwa:e reasonable and should e adopted for the purposes of thzs
decicion and for PT&T's depreciation memorandum ‘records.

-198= -
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18.  The-use:of.single-decimal depreciation:rates.is:reasonable.

19. The use. of remaining-lives,-plant,-salvage,Cand reserve::
balances applicable for theiyear . in which:remaining-lifeTdepreciation
rates are set iS reasonable. : IR Tyl

. 20. - There-should:be no further delay in:recognizing-changed
depreciation rates. s (o HE e S ST SOt o Tt

2l..  PTsT's-request for»anti—trust~expense"is~reasonable;z

2Z. -PT&T's request for-costs. of Business Information Systemc-
is not .appropriate. .. . o oo oo : LLormoroirooeslownT LT

23. A penalty should not be. applaed to-Account 672,."Relief.o.
and Pens;ons._; SILtotiewt DIIEODLLLE 0 Tnomel oAl Ll

24.
1982 as clarmed by PT&T are not reasonable and should not be ,
-ncluded in the adopted results of operatlons.,_‘ . |

25. Ihe use of the effect;ve Bell System CCFT rate of 21 37%
for calculating PTsT's tax liability at present fates 1s:reasonable.

267 The use of the xncremental Bell System CCFT rate of l 40%
for calculatrng addztzonal tax lzabzlzty resultang from 1ncreased
revenues from adopted rates is reasonable._ . .

27.' The regulatorv treatment of the sales of CPE should not

e
R ARV PSR

be kept open zn thas proceedlng.“ Extraord;nary ret;rement account-
ing and the tax treatment assumed by staff are reasonable.” Staff 'S
estimate of gaxns from CPE sales is reasonable.' ‘Aﬂi: ' .

28, ' The staff’ product;vxty assumptxons for Accounts 604 and 605
are too” opt;mastac. A 10% assumptzon, equ;valent to 1975—80 trend is
reasonable. ‘ ) )“f," B :;

29. PT&T's 1983 Total Caleorn;a Estamated'éiant rncludes -

plant in an amount of $652 700 000 that lS 1n excess because of
underttilization. -7 - - SRR s

:"".A,:‘:

B et
R PR L

30. The underutilization of plant :é££r€s‘£n'§$§t from imprudent
management and in part from the effects of the economy.

31. PT&T should be authorized a reduced return on rate base for
that portion of intrastate plant which is underutilized.

32. In its next general rate case or sooner on application and
showzng by the company, PT&T may apply to have the rate of return on
the underutilized plant changed, based on the usage of that Plant.

-

-199-
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-33.=fSubstantialaprogre554has:been:madettowardsxcheifinancial
goals set by. D.93367 including. that of-as50-50 debt:equity ratiou
: 34.. -The.operating expenses adopted: by this- decision:ared” :
reasonable. e ltLmO LY Ll ren o

' 35.-The:revenue: and sales volume: estimates- adopted-by this
decision are reasonable. LEUTLT RQITC.wuTnul

36..:The.economic setting.is: presently considerablyTless *
volatile and: difficult’ than- it was-when:D.933677wasissued. Th
37. The imputation ¢f a 6% ¢ost to $82 million:oficommonc:” o

~

equity required by: D.82-05-007. should be-disecontinued:-c - .0

38. On a recast 3 basis gross revenues should be’ 1ncreased
by $445,450,, 000 after adjustment for underutillzed plant‘ -3

[adds -"‘ ot

39. The révenue ef ect ordered by D 83 08 31 1n ;he amount .
of $61 million should be applmed to the revenue requ;rement found
reasonable by thlS decxslon.v T '

40. " No attrition allowance should be establzshed 15“%&13

zst ohase of this proceedxng.{vf:‘ i_“f" i “F s

41.  The establzshment ‘0f an attrltzon allowance foE P%&T

LT (et

is reasonable. The method of determ;n;ng such an allowance ls

aooroozlatelv the subject of the second phase of thls proceed;ng.
42. Consxderat;on of afflrmatlve actlon and female and, :; ~
mznorzty ‘business enterprlses should be deferred to‘.he second

..\.‘

phase of this proceedlng to allow for poss;ble xnformal xesolutzon.

R

43-\ Conszderatxon of adequacy of PT&T 'S complxance Wlth_m

[ .4‘..\./ i

PU Code 465 and 466 of the PU Code should be deferred to the‘second .

LSRN

Phase of th;s Pr oceedlng in order to perm;: the staff tovgauhe:

necessary lnformatlon. T T T L T R S P T
. R ‘\“l_‘- d )Y . . IR

44. The su:charges autborlzed 59 this order“should Dbecome,

effective January 1, 1984. e it ~r

L

?v"‘«f“)" - .

o
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. -~ l,‘ -t m
L

T ’“.""‘"

sdditional Findings of FAct e Y
45¢“_PT&I has demonstrated z need for a1 ti bai'%eveﬁhes
om a2 1983 ‘rate base.q “’VA ﬂf el apme 'A

45-‘ A.baselxne results Gf operatmons (R/O)‘developed £rom

(o o ae DLrn e
S o .

curreat data is reqpated‘to assess the xmpacts of’divestature

u "’F"A "N
RS s R X [ )

and access charges. ) Ll
47. The proceeding is submitted on. the 1983 .R/0. and no-
continued examination .of .the 1983 R/Q is: expected;in. the further
hearings on this proceedang R0
48.° Because -of the uncertainty that: PT&T faces>din 1984 it may
be denied an opportunity to become a wviable :dndependentutilityldifisn
it does not set out with a solid financial foundationm.

iy e ey
— et et e aad

- 4

o-.,‘

49. Although characterized:-as interim in the sense that other

e ———

oxders will follow before the proceed:ng is closed, this oxder is
not interim an the tradataonal sense, where partial rate teltef is

[

g:anted pr:or TO. the ‘Lnal order because of fanancaal e@ergency

SO.» Thas crde“ 1s lnal w1th respect to “the 1983 R/O s
51.. A‘fananczal emergency lS *equared to Justafy an tnterxm

“-A B NN

*ate anrease praor to establzshang fanal R/Q for the teSt yeaxr.,” TT®

P

, 52.‘ A £1 nancaal emergency lS not requared to Justafy a rate';'
nerease based on a fimal R/O. ) “ f Nfi v o e
. 53. _ Overtadang financial neednd;not }@€§§E¢al to a flnancaal
”eme*gency but is a_lessex_ standard . |

oo Imon
-l e

[ A -a-.'m.n.-.‘..“r

-~ b -y, ey W
e e v Wt n‘.,,'..« PR SR A

e “ .
- e e -t Yot v
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Conelusions of Law . ‘ y K R VR S TR NG

. o Ve e e Ve A

1. Based on the foregoing findings of fact and under PU Code
§§ 457 and 454, the Commission should grant‘PT&T authority to app}y
surcharges to its present rates as provide¢~ﬁn~fhe*fdllqw&ng—orderwto

RS D o

enable PT&T to earn additional “annual revenuéskbr $384 4&4 000.

2. PT&T should be autncr;;ed‘to revise its Califé;gia”ff oo

. » 3. L . e
memo*andum *ecord depreciation rates and practicea torreflect-

o ».\u-‘ e T

a. Current FCC prescrzption depreciatlon .
factors. :

¥, - -Single decimal’ rates. - miuT

e Elimination of the one»year~1agiin ‘whe ireview woul
process. nmIhoneotr nide mo

Y LY e rmeaw

. * 3. 2 The above; :$384:,444:,000 xnc:ease-as in addition, . to the
SSI)O06¢OOO”p:evLous;yLauthqn;zed,znﬂDH&BfQB-93“£w~

v M e e
..-».«‘C’:-v PPN

I R ey
T adew e W e

.,,'

IT IS ORDERED that.

- /v-«-.-»u-‘..‘.

1. PT&I 13 authorized to flle witn tnis Commlssibn, T days

afcer tne ef‘ective date of this order, in confoégity wfiﬁbghé"“”:ﬂ

prov‘smons of General Order 96—A revised tarmff schedules wi;n

surcha*ges as set forth in Appendix B,,'Ine effeéif;g.date of the

Q'(\ﬁ" v -

198“ The o rev:sed tarzf

il v--sr'_w'-- [ deRkedy

fterwthe ef*ective

PO F N -ta&;h-’v{ ':)' PRI ,_
date of the revised scnedules. i _

=" - s . ,.,,._‘_ _,

2. P”&T is authorzzed, effectxyg January 1 198& to revise its

R LN

California memorandum record depreciation rates 'and practices to’““
conform with Conclusion of Law 2 above.
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- v e
PL IRV WY

+

3. PT&T and the staff need not, in future rate proceedings,
impuste a 6% cost to $82 million of. common equity as formerly required

by D.82-05-007.

[P

This order is effective today.

Dated

Y

- P . Cova

. -~ ~
BN

- A

I wzll f;le a concurring opinion.

/S/ :LEONARD M “GRIMES ; :JR-

';ﬂ~-'Commzssxoner

I dissent

in part.

',_;j_,,/S/ BRISCILIA C. GREW
T Comm;sszone:

o

~ -t R

W Al Vel

concur and dxssent~znﬂpaxt.~qd
*/s/ VICTOR'GATVO v "

o

-

du

-

*'/S/ PRISCILLA ‘C. GREW .
“‘Cbmmlssmonersf;f“,

- e,

December 7;41983L~at"San~Franc13co, California.
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Applicant: Paul H. White, Daniel J. McCarthy, Randall E. Cape, and
Marlin D. Ard, Attorneys at Law, for The Pacific Telephone and
Telegraph Compang“ cmmimies Bmivy o efED friow

.~otestant3° Herman Mulman, for Senifors=forcPolitfeallilction;

Edward Duncan,*rorlnimself and Burt Wilson;cfor: Cabiforn*a
Xssocxatxon‘fotiqtirity Service Equality.

L2336 oo Znsbigs I
;nterested 1=*ar".::.e:3 and “Respondents: George Agnost,NCity Attorney, by
~Leonard’ Sna*der Deputy City Attorney;” for ‘the Cfty,and County
of San F*ancisco- Kerry Barnett and Harvey RosenfieId Attorneys
at Law, for Ca;ifornla Public Lnterest .Research: Groupr Morrisons
Foerster, by James P. Bennett, Attorney at.Law,ﬂﬁer*Telephene
Aaswer.ng Services of Callrornia, McKenna, ,Wi*klnsonp& K;ttner, by
James S. Blaszak, Attorney at Law (Texas . and District of
Columbia), ror American Broadcasting Companies,';nc. Tand CBS,
Inc¢.; Joseph DeBode, for Stanford University Telecoamunications;
Brobeck, Phleger & Harrison, by William H. Booth and Richard C.
Harper, Attorneys at'Law, for Califlornia Bankers Clearing House
Associavion and Tele-~Communications Association; Allen R. Crown,
Antone 3Bulieh, and Charlotte Adams, Attorneys at Law, for
California Farm Bureau Federation; Orrick, Herrington & Suteliffe,
by Robert J. Gloistein, Attorney at Law, and Richard Pfeiffers,
for Continental Telepnone Company of California; Public Advocates,
by Robert Gnaizda, Attorney at Law, for League of United Latin
American Citizens, San Francisco Black Chamber of Commerce,
Chinese for Affirmative Action, the Sacramento Urban League, and
OCCUR; Sharon E. Hilliard and Carl Hilliard, Attorney at Law,
for VIA/VET Companies; Xenneth Edwards and Willlam L. Knecht,
Attorneys at Law, for Communications Comsultants, Inc.; William
L. Knecht, Attorney at Law, for California Interconnect
Association; E. Kendrick Kresse, Attorney at Law, for Deaf ‘
Counseling Advocacy & Referral Agency; Pelavin, Norberg, Harlick &
Beck, by ‘Alvin H. Pelavin and William R. Haerle, Attorneys at-
Law, for Calaveras Telephone Company, Capay Valley Telephone
System, Ine., Dorris Telephone Company, Ducor Telephone Company,
Evans Telephone Company, Foresthill Telephome Company, Happy
Valley TelLephone Company, Hornitos Telephone Company, Kerman
Telephone Company, Liviagston Telephone Company, Mariposa County
Telephone Company, Pinnacles Telephone Company, The Ponderosa
Telephone Company, Sierra Telephone Company, Siskiyou Telephone

-
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Company,  and Volcano Telephone Company;: Morrison: & Foerster,. dy
Preston Moore, Attorney:at Law,' for MCI Telecommunication: - ~on
Corporation; Gold, Herscher, Marks & Pepper,- by’ Alan. L_vPepper,.
ttorney at Law, for Western Burglar and Fire Alarm Associatlions
Glenn M. Rudd, for Communication Resources Company; Sylvia M.
Siegel and Jon F. Elliott),” Attorney at Law,: for Toward Utility.-n:ol
Rate Normalization; Cecil 0. Simpson, Jr., Attorney-at Law >0 .
(Maryland and Washington, D.C.), for Department of:Defense and all
other Executive Agencies of the rederal Goverament; Palmer &
Willoughdy, by Michael F. Willoughby, Attorney at Law, for ICS
Communications; Robert H. Wyman and Richard M. Cahill, Attorneys
at Law (New York, Maryland,-florida, and-Hawaii), and Richard E.
Porter, Attorney at Law, for General Telephone Company of
California; Sidney J. Webdbd, for himself; John Witt, City
ttorney, by William Shaffran, Attoruney at Law, for the City of
San Diego; Patricia A. Tilley, for the University of California;
tewart Weinberg, Attorney at Law, for Service Employees Union,
Local &7; lra Reiner, City Attorney, by Ed Perez, Deputy City
Attorney, for City of Los Angeles; Milton Morris, Randolph
Deutsch, and Richard A. Bromley, Attorneys at Law, for American
Telephone and Telegraph Company; Graham & James, by Thomas J.
MacBride and James Squeri, Attorneys at Law, for U.S. Tel, Inc.,
Combined Network, Inc., and CALTEL (Califorzia Association of Long
Distance Telephone Companies):; John E. Dennis, for Bell Systen
California Interexchange COrganization; Charles J. Beck, Attoruey
at Law, and Daniel R. Loftus, Attorney at Law (Tennessee), for
Sonitrol Security, Inc.; Morrison & Foerster, by Leigh R,
Shields, Attormey at Law, for Telephone Answering Services of
California; Steve Vogelsang, for himself and Southera California
Section Professional Golfers Assoclation of America; Lawrence P.
Keller, for The Western Union Telegraph Company, Thomas Vargo,
for Jay Randolph McPherson, QOffice of General Counsel, Code 105,
Defense Communications Agency; William G. Irving, for the County
of Los Angeles; Ann C. Pongracz and Mitchell ». Brecher, Attorneys
at Law, for GTE Sprint Communications Corp.; August A. Sairanen,
for State of California, Department of General Services; Robert
Bell, Attorzey at Law (Washington, D.C.), for Satellite Busidess
Systems; Lloyd I. Krause, for himself; Steven H. Nemerouski,
ttorney at Law (lllinois), for Combined Network, Lnc.; G. Lee
Coulter, Attorney at Law (Washington), for West Coast Telephone
Company; Robert Brylawski, for himself; Harry M. Suyder, Carol
Barger, and Robert Nichols, Attorneys at Law, for Consumers Union
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of- U.8.,. Inc. ;. Edmund-.John. Wells, for.Xerox Computer-Servicesi:l
Ron Herrold,: for— B&WMElectmm.cs,n and Dinkelspiel,, Donovamideo~< '
Reder, by David: M.- Wilson, Attorney at: Law~ Lo Ddrecta) aﬂcet:;ng

Assoc:Lat:Lon. e e el T o7 e DR VLN ITIA .
S Caem e ST A it e g T e e ~an s )
v a A e ad A A Y vl

Commissiorx Staff-." Rufus G.- Thayer, 'Attor-neyv at“'Lavr, Robert Coroi.i
Moeck,. Michael Galwvin Tou:.sﬂ G Andreg_o.,-'a’ "“Dcu&;as» Dade,-, ot
. and: Dean--Evans.:
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APPENDIX B
‘Rates and Charces

There shall 5e applied to cach of PT&«T's customer bills for
intrastate services (including intralATA and interLATA toll), excep:
£or lifeline, Customer Premises Egquipment, intrastate coin message '
toll service, local coin service, and directory adyertising service,
2 uniform percentage surcharge which will yield $384,444,000 of
additional annual revenues at the 1983 level of business. The 5.4%
surcharge shall be zetained in the customer billing base to be sur=
charged for affected services except Customer Premises Equipment.
=xcept for Customer Preomises Equipment services and lifeline services,
the present surcharge of 6.66% shall be removed and the present '
revenue from this surcharge shall be recovered from the uniform sur~
charge in addition to the $384,444,000. Customer Premises Equipment
services shall retain the present 5.4% surcharge and the 6.66% present
surcharge, and the uniform percentage surcharge will not be applied
to these services. | ' ’

The basic monthly rate for lifeline gervice shall retain

the present 6.66% sufcharge ana shalrinot have the uniform percentage
suzcharge applied. o S T TN .
PT&T shall £ile, coincident with the advice letter £iling to -

implement the above surcharge, the derivation of the uniform per-

centage surcharge to be applied to PT&T's intrastate customer billings.

Such derivation shall include the 1982 annual PT&T intrastate .
customer billing bases for each of PT&T's tariff schedules and' the
portion of the authorized increase associated in terms of customer
billing and revenue with each of PT&T's tariff schedules. No
repression effects chall be considered in the development of the
surcharge. Such filing shall be open f£or public inspection and a
copy ©0f the f£iling shall be provided to each of the parties of record:
in this proceeding. The £ilings should reflect the effects of advice
letters approved in 1883.

i

(END OF ADPENDIX B2)
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COVMISSIONER LEONARD M. GRIMES, JR., Concurring:

I concur in all aspects of today's decision but write scparately to oxpress
ny Tesexvations concerning the adopted surcharge design. This Commission and
each Camissionor sexving on it is strongly camitted o presexrving the
affoxdability of basic telephone sorvice in California. Undoubtedly, this is
the greatest challenge now facing this Commission. To meet this challense, I
believe our approach must be both balanced and farsighted. While we must be
concexned about keeping basic monthly rates within reach of low and mederate
income consumers, we must also rocognize that the emexgence of competition
and threat of bypass limit our ability to impose charges on long distance users.

With this balance in mind, I would have preferred to retain the existing
surcharges and Lmpose a uniform 7.75% surcharge on all of Pacific Telephone's
intrastate soxvices oxcept for CPE, lifeline service, coin telephone service,
and directory advertising. By imposing an egual burden on local and long
distance service, my method would have yiclded a slightly higher basic monthly
rate and slightly lower long distance rates pending the development of a final
rate design in May.

Secanber 7, 1983
San Francisco, Califormia




A.82-11-07
D.83-12-025

PRISCILLA C. GREW, Commissioner, dissenting in part:

In addition to digsenting on the surcharge design, I also
disagree with two other points of the majority's decision:
(1) the rate increcase to cover a level of maintenance expenses
higher than that proposed by our staff; and (2) the invitation
to the company to file for another rate increase on presently
underutilized plant before the next general rate case.

On the issuc of maintenance expenses, the majority decided
Lo revise the staff maintenance cxpense forecast upward to
increase the staff's recommended "maintenance expense level by,
$29.255 million" (mimeo at 40). One reason advanced by the
majority for this increase is that they think the 15% to 18%
labor productivity rates assumed by staff were too high. I dis-
agree, and think staff's assumptions were reasonable, since else-
where we have heard the company's very large investments in the
latest telecommunications equipment justified on the grounds that
they will csubstantially increase labor productivity. Second, the
majority says it is increasing maintenance coxpenses with the intent
of reversing the decline in the company's maintenance efficiency.
To me it does not make sense to reward the company with higher.
rates for lower productivity and simultanceously expect that this
will make the company improve its efficiency. .

According to the majority's logic, the less efficient the
company becomes the higher its rate awards will be. I would
instead have adopted staff's maintenance estimates, predicated
on higher productivity, as an incentive for improved maintenance
efficiency in the company.

I also dissent on the majority's language which provides the
company an opportunity to apply for a rate increase on a revision
in plant before its next general rate case:

"3L. In its next general rate case, Or sooner
upon application and showing by the company, PT&T
may apply to have the rate of return on the under-
utilized plant changed, based on the usage of that
plant.”

Decision 83-12-025 mimeo at p.l99.




The Commigcion uses a general rate «ase plan which allows
each major utility to apply for rate relief every two years.
Furthermore, in this decision we state that PTST will be allowed
an attrition increase in the seccond vear. .Between rate cases,
the utilities may incur higher or lower oxpenses than have been
authorized for a given account. It is our policy not to allow
recovery of expenses retroactively. Nor do we take away from the
utilities the benefits they may accrud¢ through cost savings
experienced during the two vear period.

For example, in Decision 83-12-002 today, we denied a petition
by TURN which argued that we should reduce PT&T's rates to reflect
an alleged $120 million in labor costs which the company may have
saved during o 1983 strike. We refused cven to analyze TURN's cost
allegations, because if we did so,

"we could be opening the door to utilities coming in
with similar pectitions for each expense item on which
there had been an increase over the test year ¢stimate.”
Decision 83-12-002 mimeo at 2.

In Decision 83-12-025, the majority indicates a willingness
to increasc rates and change PT&T's roturn on $483.5 million of
its intrastate rate base as more plant comes into full use during
the next two yecars. But the Commission in Decision §3-12-002
in effect says that rate decreases to track reduced company costs
during the two year intervals between rate cases are off limits.
I fear that these two decisions when considered together give the
unfortunate impression of a double standard. Tor that reason
I would have let the test year return on PT&T's underutilized
plant stand until the company's next general rate case.

72/‘-;“/&(4 C. /\?/ N

PRISCILLA C. GREW, Commissioner

December 7, 1983
San Francisco, California




COMMISSIONERS CALVO AND GREW, concurring and dissenting in parct:s

While we concur in today's decision granting Pacific
an interim revenue increase, we must strongly dissent from
that portion of the decicion which preferentially allocates the
majozrity of the increase to intrastate toll service. At the same
time the majority decided to increase the rates for basic exchange
cervice only slightly and customer premises equipment (CPE) not
at all, |

Before discussing the merits of the adopted surcharge proposal,
we wich to emphasize that each and every one of the surcharge
proposals under serious consideration by the five commissioners
were designed with the express goal of preserving universal tele-
phone service. Not one of the proposals would have placed more
than 58¢ on the basic exchange rate. The fact that we dissent
from the adopted surcharge proposal in no way should be construed
as a lack of our stated commitment to the goal of preserving
universal service. OQur decision on access charges issued today
clearly demonstrates our continued commitment to this goal.

Our discsent is triggered by two important aspects of the
adopted surcharge propocal which we cannot accept. The first, and

most serious in our view, ig that the proposal assigns practically
all of the revenue increase to toll service. The second is that
it foregoes any increace to CPE.

Unlike the ALJ's neutral surcharge proposal which would have
increased rates to all types of service on a uniform percentage
basis until a final rate design is determined next May, the
majority instead chooses a rate design policy now. We are troubled
bv the majority's decision to adopt a rate design at this stage
of the proceeding, since it is contrary to our stated intent and
sound practice to wait until a full evidentiary record ics developed.
But more to the point, the majority's adoption of this particular
rate design seriously restricts the wide flexibility we would
otherwise have in choosing a f£inal rate design in May. In contrast,
the ALJ's neutral proposal would have prescrved, rather than
limited our options. '




. [}

The majority is concerned that basic exchange rates must
not increase dramatically. We share this concern and are deeply
committed to the gozl of maintaining affordable telephone serviee
in California. A% the same time, however, we believe it is
necessary and prudent to mesh this vital concern, to the greatest
extent possible, with national telecommunications policy favoring
lower toll rates. If we do not demonstrate at least some degree
of sensitivity towards thisg policy, and instead load virtwally
all revenue increases onto toll service, we seriously risk the
eventual loss of very substantial toll service revenues altogether
decause of bypass. Of course we recognize that significant bypass
is not likely to occur in the next five months prior to our final
decision on rate design. However, the Strong message sent today
by the majority is their intent that California toll rates will
continue to bear the brunt of further rate increases which may be
necessary.

Moreover, at a time when national policy favors reductions
in toll service, we are uncomfortable with such a strong policy
message to the contrary. We are acutely aware that Cengress is
currently considering important telecommunication policy issues,
including state jurisdiction over intrastate toll service. As a
Commicsion we have all agreed that retention of intrastate toll
Jurisdiction is the very Key to our ability to maintain low basic
exchange rates, and hence, universal service in our state. OQur
fear is that continued state Jurisdiction, however, nmay be less

assured if this Commission announces policies which are completely
out of step with national trends.

The second aspect of the adopted proposal which troubles us
is the decision not +o Place any increase on CPE service. The
ALJ's proposal would have incrcased CPE rates by the same percentage
as other rates, notwithstanding the fact that the revenue increase
fxom CPE would have gone to ATLT after Januwary 1, 1984. This
Proposal was consistent with our intent to adopt a 1983 revenue
requirement based on a business ags usual approach. The added
revenues of about $30 million which will now flow to Pacific,
in our view, have not been adequately justified on this




tecord. More importantly, the added revenues have unnecessarily
¢xacerbated this decision's rate impact on toll service. Aand
ironically, the very rates which the majority is attempting to
keep low, namely, the basic exchange rates, are unnecessarily
increased as well. Due to the FCC's decision to deregulate the
CPE which Pacific will be transferring to ATsT, AT&T will be free
to increase CPE rental rates substantially. Thus, under the
majority's surcharge design, Pacific's ratepayers will be forced,
in effect, to pay two increases in their CPE rental rates, one

to Pacific and one to AT&T.

The majority justifies this aspect of the proposal on the
basig that Pacific will eventually "need" these revenues in the
second phase of its rate proceeding. In the absence of a sufficient
evidentiary basis to substantiate this "need", we are not prepared
to assume it at this time.

In sum, we simply are not willing to make a strong rate design
policy statement today without a complete understanding and
appreciation of the broad policy ramifications of various proposals
currently being developed in Pacific's rate proceeding. For the
reasons given above, we must dissent.

VZCTUR CALVD, Commissioner

ﬁw&:&o«, C. Mo

PRISCILLA C. GREW, Commissioner

December 7, 1983
San Francisco, California
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THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
ADOPTED RESULTS OF OPERATIONS
A.83-01-22 ESTIMATED YEAR 1983
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A.82-11-07 et al. ecg/val =

8. A reasonable rate of return'to be applied to PI&I's
California intrastate rate base is 12.45%.

9. A 12457 return on_that portion of PT&T's capitalization
ascribed to the Califormia intrastate/rate base adopted im thisi -

decision would yield apprommately 15.5% on Cal:.form.a asc:':.bed
common equity. / S phies P

L AR IRl
el LTy

10. o PT&T's.rates. sub_jec.t to._the Jurlsdlctlon of this Comm:.ss;on
should be increased by $384,444,000 which [increase excluding the: underutz.l:.zed -
slant adjustment should produce a 12.45% rgate of return on:
:.m;astate rate base for the estimated test year 1983. LLeIN

11. - &-12.45% rate of re:urn on Cal:.form.a :.ntfastate ::a.te ba.se.
would provide an aectual tocal co a.ny f:.nanczal reporta.ng basn.s

interest coverage of &4, 21 t::.mes before taxes on income , and 2 60
times a.fter taxes. ‘ :

- ,n. -

[ ol L
12. A net-to-gross muIt:.pI:.er of 1. 901 is rea.sonable for the

13. The staff's proposed surcharge --&s modified by .this -decision
is a reasomable method of rec:over:.ng the *ever.me :.ncrease authorized
by this- dec:.s:uon.

~. s

14. § ’I.'b.e su::charges author:gzed by this dec:z.s:.on are Just: and
reasonable, the present rates and“charges :.nsofar a.s the.y do not

future, un_';ust and unreasonable[

15. PT&T has demonst:atedf over:;d:.ng f:x.nanc:.al need‘”“or interim-
rate relief. . Lo LT T R R

reaty vy el e b e S
.- e e L

16 The straight- h.ne rema.:.nmg l:.fe deprec:.at:.on methocf :.s a
reasonable method to use to de:term:.ne a reasonable. allowance for,
deorecxad.on:.expense. SR T neme T LT

17.  The “"represcription” average 'service lives, remaining lives, and -
estmated ﬁutux:e net salvage,. as agreed to by PTST and the staffs of Jthe FCC and
of this Camission,are reasonable and should be adopted for the purposes of this

decision and for PIST's deprec:.at:.on nemorandum records.
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