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Attorneys at Law, for Continental Telephone

Company of California, applicant.
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for the People of Sanger; and Jerry Fuchs, for
Gilroy Dispateh; protestants.
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national Brotherhood of Electrical Engineers;
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Lionel B. Wilson, Attorney at Law, Kenneth Chew,
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OPINLION
Rackground V/c

Continental Telephone Company of California (Continental)
seeks approximately $15.6 million in additional reveaue. OFf that
amount Continental has already received approxinmately %$€.20 million in
interim rates (D.84662 dated July 15, 1975; D.85252 dated
December 16, 1975; D.85293 dated December 30, 1975). Continental
1s a subsidlary of Continental Telephone Corporation (CTC) which owns
99.6 percent of 1ts common equity. CTC owns numerous telephone
operating companies in 41 states, Canada, and five other foreign
nations. It also has manufacturing, service, and leasins
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subsidiaries. Continental performs most of 1ts telephone service
in Callifornia. However, it also has some operations In Nevada and
Arizona. The California operation consists of 78 exchanges
scattered throughout the state, largely in rural areas.

The application alleges that there is a serious
downtrend in return on common equity Justifying alpgher rates.

It asserts that substantlal recent investuents and the need for
expansion and upgrading of service would complicate finaneing
problems if rate rellef is not given. Applicant relies heavily

on the fact that 1t uses accelerated depreciation with flov.tirough
ancg therefore has less opportunity to protect mininmum interest
coverage requirements than companies wihich normalize. It requests
authorization to change to normalization. lMore spec¢ifically,
applicant claims that 1t needs to sell $10 million of bonds
annually to finance 1ts planned plant requirenents, and that 1t
would face difficulties in selling these bonds at reasonable

rates of interest if 4t is CQeprived of adequate common equity
carnings. It also asserts that increasing costs of toll operations,
despite Improvements in separations procedures and increased
volune, depress earnings on toll operation It seeks a return

of 14-1/2 percent on common equity.

Continental’'s exchange rates are now set at varying
levels. It requested authorlity to place all basic exchange rates
on a uniform statewide basis at $8.60 per month for recidential
individual service and at $19.75 per month for Individual business
service with corresponding changes in multi-party service.

Applicant is the product of several mergers of sraliler
independent telephone companies In various locations In the state.
Its last rate proceeding, A.52859, A.52805, ‘and C.9296 three years
ago, was the first general rate case for Continental in its present
form. The principal issues In that proceeding were determined by
D.81896 (September 25, 1973) as modified by D.81988, D.82076, and
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V.&238%. The Commission thercin found that the existing rates
produced enough revenue after adjustments 530 that applicant’s
return was well within the rate of return range alleged by
Continental to be reasonable. The Commission therefore denled
any general revenue increase; however, there were several minor
local reductlions and Iincreases intended to reduce the disparity
between exchange rates.

One of the specific reguests in that proceeding, as in
this, was a proposal for uniform rates throughout applicant’s
exchanges. Because of the decision not to significantly alter
rate of return only a few minor ¢hanges in exchange rates were
nade; most of the inter-exchange differences remalned.

Interim Rellef

D.84662, Lssued in this application on July 15, 1975,
determined'that applicant needed to Zssue substantlal amounts of
debt securities to roll over its existing short~term financing,
and found that applicant's recent earnings were insuflficient %0
meet generally accepted interest coverage tests. In order to
ralse the coverage ratio sufficlently to permit the sale of bonds,
an interim rate Increase, subject to refund, was granted in the
form of a surcharge of 9.06 percent on ekchange rates as vell as
on all Intrastate toll »1lls rendered by applicant. The increase
was intended to produce 31.657 million in revenue.

Continental petitioned to modify that decision. It
¢laimed that the rate relief given was insufficient because of an
unreallistically optimistic toll revenue estimate adopted 2t the
urging of the Commission staff. It claimed that a revenue short-
fall had forced it to postpone the bond issue and that serious
consequences had heen averted only because the 3hort-term lender
had been persuaded to grant a short extension. Continental nrojected
a further deterioration in earnings, despite a drastic cost
reduction effort conducted at the risk of service deterioration.

-3=
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This included the postponement of significant new construction |
and laying off both salaried and wage-ecarning employees. It also :
sought modification of the refund condition that had bheen attached
to D.34662. It claimed that 1t needed £1.853 million in revenue,
in addition to that aliready granted, by March 31, 1976 to permit
timely issue of the debt securities. D.34924 dated September 16,
1975 overruled a staff motion to dismiss the petition. After
further hearings D.85252 dated December 16, 1975 granted

further rate relief. This relief could be characterized as 2
partlial general rate Iincrease because it was Issued after

complete hearings, including cross-examination of all witnesses.
While the decision did not attempt to resolve the disputes

between the parties over rate of return and rate design, the rate
level chosen was intended to give anplicant the ninimum amount

of rellef not subJect to substantial dispute. Because of the
deferral of the rate desizgn issue, this amount of relief was
spread by means of a surcharge on exchange and on apnlicant's
intrastate toll billings as before. D.85252 increased the surcharge
to 27.33 percent, subject to refund, and was designed to produce
revenues of £9.4 million annually, including the $1.657 previously
found justified.

In a separate proceeding (Application of Pacific Telephone
and Telegranh Company, A.55214 and £.9832, D.85287) the Commission
established new, higher statewide toll rates. In that decision the
Commission recognlized that the new statewide toll rates would provide
an extra $3.2 million dollars in toll settlements to Continental.
The Commission subsequently issued D.835293 dated December 30, 1975
which reduced Continental's surcharge by an amount necessary to
offset this additional $3.2 million. .

Continental offered to stipulate t0 certain issues for the
purpose of this proceeding in order to avoid extensive litigation
and hearing time on results of operations. The Commission accepted
The stipulatlon for the purpose of the interim decisions and will
adopt the stipulated results of operations for this decision.




A.55376 bl

Applicant's exhibits on results of operations for test
year 1975 were prepared in the fall of 1974 based on its 1975 budget.
The staff's results of operation evidence reflected more current
Information as well as the impact of various affiliated adJustments.
The staff’'s results of operations presentation, including the
affiliated adjustments proposed by the utilitles division, showed
a2 rate of return on total California operations at present rates
without surcharge, of 6.76 percent or 0.02 percent higher than the
comparable rate of return reflected in applicant's exhibits. The
principal differences between applicant's and staff’'s siowings were
a2 lower staff estimate of toll service revenue, comdbined with a lower
estimate of operating expenses based on later Information. The
staflf disallowed certalin expenses asserted to be excessive or
unsupported. A

It was applicant’'s position that the lower stafll estimates
of 1975 operating revenue were essentlally correct but that staff

adjustmentz or disallowances in operating expenses were incorrect;

it was applicant's position that all payments to affiliates should
be allowed in full.

Applicant's stipulation Iin Large measure was motivated
by 1ts belief that protracted hearings testing the validity of
the estimates made by applicant and staff and the propriety of the
ratemaking adjustments proposed would not be productive in view of
the faet that the rates of return at present rates according to
both parties are essentilally identical. Table 1 belowr sets forth
in comparative form the original showing of zpplicant, the stalf
results of operation, and the showing to which apnlicant was
prepared to stipulate for purposes of thisc proceeding. The
Commisslion adonted the proffered stipulated results of operations
as the basis for the surcharge adopvted in D.E5252. Table 2
separates the stipulated results by function.
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TASLE I

Continental Telephone Company of California
Summary of Earmings Based on Utildty and Staff Sstimates

Estimated 1975 at Present Utility Rates

Total California Operstions

Ttem

perating Revenue

Local Service
Toll Service
Miscellaneous

Subtotal
Uncollectibles
Total

ratin
Maintenance
Traflfic
Commercial
Gen. Off. Sals. & Exps.
Qther Operating Exps.
Subtotal

Depreciation
Taxes Other Than on Income
Taxes Based on Income

Subtetal

Adjustment - Wage Increase
Adjustment ~ Aff{liates

Total

s&3

Net Opérating Revenue
- Meighted Average

Depreciated Rate Base
Uradjusted

Adjustment = ALfillates
Adjusted

Rate of Retwrn

Utility
372

$ 15,013
56,200

1,898
73,109
— 476
72,633

14,097
4,32
6,728
2,49k

35,815

M"236‘
7,294

22,168

57,983
14,650

217,306

27,306
6.7L%

(Reduction)

(Dollars in Thousands)

Statf
975

$ 16,425
49,027

1
67,368

—220
67,038

13,642
7,827
L,072
5,270
2,840

33,641
13,922
6,878

—{1.602)
19,2190
29/,

52,766
1,272

213,924,
—(2,624)
211,240

6.76%

Ttility
Stipulated
_:!'ﬂi-—:

$ 16,415

L, 072
5,340

2,840

33,711

13,921
6,878

(.56 (1)

19,230

294

—(319) (2)
52,8386
14,152

23,924
—£2.677) (3)

21,247
6.70%

(1) Includes 1975 Tax Act additional investment credit on ratable flow threough.
(2) Composite expense effect for operations of all affilistes.
(3) Cemposite rate base effect for operations of all affilistes.

6=




TABLE 2

Centinental Telephone Company of CGalifornia
Separated Sumnary of Barnings Utility Stipulated
Yoar 1975 Estimated Present Ratss

(Dollars in Thousands)

Total State State
Total Total State Message Private
Item Calif. Interstate Intragtale Toll Toll Line

%geriiingilsivenues $ 67,368 $13,7§6 $ 53.22% $ 35.%3; 3$ 31;,!»22 $ 809
ncollectibles 22% /i 169 4
Revenues After Unc. 7,03 13,659 53,379 35,128 354,323 805
Total 7,038 13,659 53,379 35,12 34,323 >
Operating Expenses
Maintenance 13,797 11,042 7,020 6,620 400
Traffic 6'393 l“862 2u85? 5
Comaercial 3,613 1,459 1,435 24
Gen. Offs Sal. & Exps, 4 ’2"339 2,826 2,738 83
Other Operating Exps. ) B4 1285 1,520 X, 485 35
Subtotal ne e ' 21,697 17,687 17,135 552
Depreciation & Amort, 13,921 2,575 11,346 6,971 6,665 306
Pooperty & Other Taxes 5;500 1,030 4,470 2,791 2,662 129
Payroll Taxes 1,378 255 1,123 772 54 18
State Income Tax 56 118 (62 88 130 (42
Federal Income Tax (1,625 222 (1,847 {525; 27?; (2,8
Affs Int. Exp. Adje 349 (66) t283 175 168 ('z
Net Oporating Expenses 52,886 10,442 h2,LhY 2109 26,901 '

Net Operating Revenues 14,152 3,217 10,935 7,519 71422 97

Rake Base
Tel. Plant in Svec. 2094591 46,723 202,868 126,667 120,802 5,865
Tel. Pint Under Constre N.I.B. 3,779 709 3,070 1,940 1,840 100
Materials & Supplies 3,088 519 2,569 1.&6 ,l,,os 58
Working Cash ) 2,864 533 24331 1,49 1,049 L6
Loss Dep. Res. 45,302 8,612 36,690 ,108 21,971 1 137
Less Tax Def. 96 18 18
Subtotal 213,924 39,854 174,070 103.1&5 103,47 .930
Aff. Int, R/B Ad}e (2:677) (506) (2,17) (1,350) _ (1,296) (54)
Total Rate Base 211,247 39,348 171,899 "‘107.636 102,18 L, 875

6,36% 7.02% 7.26% 1.99%

Rate of Retum . 6.70}&

8. 18%!
Red Figure)
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Applicant emphasizes that i1ts stipulation to the starf
results of operations should not be taken as agreement with
any of the affiliated adjustments made by staff. It takes the
position that its relationship with affiliates 1s just and
reasonable and that no adjustments should be made. It las
regserved the right to dispute in any subsequent proceeding,lany of
the affllliated adjuctments, or other ratemaking adjustments
incorporated in the staff showing herein.

With respect to the treatment for ratemaking npurposes of
investment tax credit, applicant’s offer to stipulate does not
require final determination Wy the Commission. TFor the purpose of
determining the stipulated results of operation the 4 percent
investment tax credit available under the Internal Revenue Code
since 1971 hac been flowed through to consumers. While accepting
this method of accounting for the credit for the purpose of this
proceeding only, applicant reserves the right to renew 1ts request
for authority to normalize.

The additioral 6 percent investment tax credit available
to applicant under the Tax Reduetion Act of 1975 has been treated
in the stipulated results of operations according to the ratable
flow-through method of accounting which was elected by applicant
under the applicable provisions of Section 46(f) of the Internal
Revenue Code as amended by the Tax Reduction Act of 197S. The staff
doec not agree with this method of accounting for the additional
investment tax credit and challenges the electiorn.




455376 0@ ®

In this proceeding, however, the difference bétween the
two methods of accounting for the additional investment tax credit
is relatively insignificant. The federal Income tax expense
refllected in the stipulated results of operations would be only
epproximately $40,000 less and the net operating revenue approximately
$4C,000 greater i1f the additional 6 percent investment tax credit
were flowedfthrough t0 net income. It Zs therefore applicant’'s
positlion that the Commission may adopt the stipulated results of
operation without malking any final determination of the
propriety of the election made by applicant under the Tax Reduction
Act of 1975.

In view'of the small dollar amount Involved we do not
belleve this question 1s a material issue. Adoption of the summaries
of earnir(s and the findings and conclusions set forth Lelow are not
indleavdive of a precedent or a final Cecision on these tax masters.
late of Return

The only issue presented to the Commission on the sudject
cf rate of return 1s the appropriate allowance on Continental's
common equity. In 1ts brief Continental has stated that it had
no obJection to the Commission’s adopting the capital structure
and embedded cost of senior securities proposed by staff.

Continental seeks a rate of return in the range of 9.9 -
Percent to 10.1 percent which would allow it to realize adous 14
percent to li-~1/2 percent on its common equity. The stalf, on the
other hand, recommends a rate of return in the range of & nercent
to 9.3 percent which would allow Continental to realize avbous 11.70
percent to 12.45 percent return on common equity. Based on the
stall recommendatlion the after-tax interest coverage for dedt
would be about 2.39 to 2.47 times, as compared to approximately
2.51 times under applicant's common equity recomiendation.

Using vhe stipulated estimates of revenue, expenses, and rate
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base for the 1975 test year, a 1/10 of 1 percent change in the

rate of return on intrastate operations would change the total
revenue requirement by adout $365,100. Thus, there is a $2,920,800
difference between the staffl and Continental dbased upon a
aifference of 0.30 percent in the rate of return recoﬁmendation
(0.7 = 9.3%).

The staff's rate of return witness presented a2 study
which consisted of 25 tables related to interest rates, earnings,
capital structure, and other data pertaining to growth in net
telephone plant investments. Trends ané five-year averages for
the years 1970-1974 were shown in a fornm which compared Continental’s
operating results with averages developed for 10 independent
telephone companies, six General Telephone systen companiles,
ceven Bell system companies, General Telephone Company of
California (General) and The Pacific Telephone and Telexraph
Company (Pacific). Other tables set forth general trends in
interest rates, bond ylelds, and the development of embedded
coct of dedt and preferred stock for Continental. The study
contained interest covérage comparisons with the other selected
utilities. Data regarding common stock equity, dividends,
and earnings for Contimental and for the selected telephone
utilities“weré'shown. A ten-year summary of Continental's
capital structure and comparisons of earnings on total capital
experienced by the selected utility'groups were 2lso set forth.
Information pertaining to average net plant investment, oper-
ating revenue, expenses, and net operating income for Continental
ané the other selected utilities was presented. The final two
tables related to the applicant's projected capital structure and
the rate of return recommendation.

In his concluding statement to the Commission on direct
testimony, the witness, after diszcussing many of the factors he
considered in making his recommendation stated:

-10-
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"I relieve that the carninczs allowance for
common stock equity produced by my recommendation
would result in fair rates for subseribers and
provide a reasonable return to holders of the
applicant's common stock. A rate of return is
reascnable 4f 4t supplies funds sulficient to
service the company's senior securities and
produces a common equity allowance which would
permit moderate increases in retained earninzs
after a suitable dividend to common s%0ck
holderg. I believe that a rate of
revurn within my recommended range of
9.00% to 9. 30% would achleve these obJectives.”

In reaching his recoumendation for rate of return, the
witness carefully considered the impact on debt coverage and.
finanecing. Ee indicated vhat 2 prudent investuent strategy for
applicant would: balance equity and deds 1nancing in order o
reduce the severity of potential coverage problems. IHe claimed
that strengthening the equity position at this time would de
prudent notwithstanding the higher return allowed Pqui ty canital,
since ToO much rellance on dedht could cause the company to be more
vulnerable te unfavoradle changes in the economic cycle. Under
such c¢circumstances, the tax advantages derived fronm selling nore
aebt could be offset by higher embedded interest costs and
probable lower earnings, resulting in further reguests for rate
relief and even higher common equity allowances in order to imnrove
interest coverage.

( The witness contended that 1t was reallstic to corpare
with other telephone utilities rather than other types of businesses
since the latter are not public utilities which experience business
and financlal risks similar to those of the applicant. On the other
hand, he claimed the dusiness and firancial risks of industrial
snterprises differ considerably from those confronting nublic
atilities because of the cyeclical nature of the industrials'
earnings and the generally higher proportions of common equity in
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their capital structure. Regulated monopolies can request rate
relief when their earnings decline, thus, 1imiting their investors'
risxs; investors in Industrial enterprises enjoy no such pfotection.
One of the staff “ables reveals that, although Continental's

earnihgs rate on common equity declined in 1574, Continental's

times earned coverage compares favorably with similar telephone
utilities. Another indicates that Coptinental's five-year'avérage
earning rate was higher than the other selected telephone utilities.

A third shows that the trend of increases in applicant's operating
revenues through 1974 compares favorably with the other companies.

- Applicant contends that, "I the midpoint of !Mr. Leonard's
recommended range of commor eguity allowance 1s used, that
recommendation would produce 2 return on common equity lower than
that found reasonable by the Commission in 1972." (Continental's
last rate proceeding, D.81896, supra.) This argurment rust be
rejected; the staff witness, who was al:o the stalf rate of
return witness in that proceeding, then recommended a rate of
return ranging from 7.70 percent to 8.0 perceat as reasonadle,
which would have produced a cormon equity allowance of 10
percent to 10.80 percent. (It should be noted that applicant's
rate of return recommendation in that proceeding produced 2
return on common equity ranging from 12.25 percent to 12.75
percent.) His present recommendation for allowance on common
equity recognizes that the ¢ost of equity has increased.

Continental’s rate of réturn recommendation was presented
by a ﬁrofessor of finance and Businéss policy at a midwestern
unlversity. The witness' recommended range for the cost of
Contiﬁental's common equity was derived from the "opportunity cost
of capital" method or what has deen called the "eomparable carniags”
approach. This approach reasons that inasmuch as applicant must
compete for capital with both the regulated and 1nduétrial zectors
of our economy, this Commission must set rates for Continental based
on whatever the market demands as the cost of equity.

=12~
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His comparisons were c¢ompiled Irom the Federal Power
Commission's Class A & B Electrics, ioody’s 125 Industrials, and
Standard & Poor's 425 Industrials. He then determined the average
return from these groups for two-time periods, 1946-1974 and
1965-1974, and found applicant's cost of equity to de slightl

lgher than those develeoped from his comparisons.

While this method 15 simple and direct, It gives no
reliable Indlcation of a reasonadble return for Continental. This
Commission has in prior rate decisions commented on the diffliculty
of measuring the rate of return on the basis of average earnings
on book value of corporations facing different risks. (See -
General Telephone Co. of California (1969) 69 CPUC 601.) The
Commission concluded that any analysis of return which relies
significantly on earnings of a ¢ifferent industry must recoznize
that such earnings are not comparable to telephone utility
earnings In the degree of risk involved.

Thics concern has been shared by the Federal Communications
Commission and by other regulatory bodies. In American Telephore
and Telegravh, (1967) 5 FCC 24 30, 79, the FCC found that "the earnings
of manufacturing companies do not »rovide a useful or relliable
neasure in £ixing resurn to be allowed responlents herein.”

In Federal Power Comm. v Hope Natural Gas (1943) 320 U.S.

591, the .{U.S. Supreme Court expressed the governing principle
Thus:

» +  The return o the equity holder should
be commensurate with returns on investments in

other enterprises having corresmondlne risks.
That return moreove zhould be sufficient to

ssure confidence to the financilal integrity
of the enterprise, so as to maintaln 1ts credit
and to attract capilital' (Emphasis added.)

This witness' comparison list in our Judgment contains numerous
companies whose equity holders face substantially higher risks
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than do Continental's. No sufficient attempt was made to adjust
their rates of return for risk differentials. 7Thus, applicant's
study cannot be relied on. We will adopt the low end of the staff's
rate of return (9.0 percent) as the xrate of returm for applicant's
exchange operations. That rate of return shall be applicant's
overall rate of retumn.

Rate Spread

The staff rate spread proposal was designed to allow the
Commission to select one of several altermative levels of exchange
rates producing between $0.99 and $3.8 million in additional
exchange revenue., The alternates were stepped in even gradatioms,
the £ifth of six steps, for example, would produce $3.36 million

which corresponds to an exchange rate of return of 7.9 percent.

The table below shows present and proposed exchange
rates of applicant and two other major Califormia telephone
utilities, contrasted with the staff's recommended alternmate .
rate spreads: :

-




Coaparative
Basic Exchange Ralca
As of May 6, 1977

H Present 1Utidity Proposed i _§___Staff Alternate Fropossls 3 Applicants Alternate Proposalgss
' Item |GenerallPecific|Oontinental :Generaf_f/:Paciric_/ccontinentall 1 1234 51 6 v A . B c D 3

Reslidential

1 $ 5.95 $3.50-34.75 $ 6,00 $ 6,50 $ 8.60 $8.75 3 8.75 3 5008 5:25 $ 6.00 $ 6,50 $ 7.0 $ 7.5
2 FR 5e25 3.00- 3.95 530 7.80 395 3495 405 425 L.85 5425 5.65
4 FR : 415 2475~ 335 Disc 60!05 3.35 3-60 3.7 3.95 450 490 525 5065
SuB 5425 2,50~ 3.8 530 6,95 3.8 395 RO 4425 4.8% 5425 5.65 6,10
Key Trunks 595 ) 5,00~ 4.75 6,00 12,90 .75 715 7.5 1.90 .00 2.75 10,50

Bisiness -
13.20 14455 75~ 9.60 13.35 19.75 2.60 10.50 11,50 12,10 13.8 1495 16,10

ki
10,50 10.75 A5- 7445 10,65 16,0 745 8,80 2:25 975 1L,10 12,00 12,95
10,50 975 35~ 7.0 20,65 15,20 740 8.8 925 .75 11,00 12,00 12,95

13.20 14,55 95~ 9.60  13.35 2765 .60 13,80 14,50 15,20 1740 18,85 20,30

) 19.80 21,85 . 9.40-24,40 20,00 33,55 VUolO 21,85 23.00 24,15 27,60 29,90 32,20
S&'ﬂigjblic . 2.65 6.&) t%‘ ’;u&) Jn&) 12-90 - !]l&) L'Z.lO ?o&‘ ?t?O ?-0) __2&5 10050

Anraal Gross Revenue Increase
(In Thoussnds of Dollars) 821 1,483 1,869 2,285 3,565 4,423 5,277

1/ A.55333
2/ A55422 Avcenied
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The rate spread set forth in the "Utility Proposed” column
is that contained in the applization. When added to the proposed
move and change charges and other rate elements discussed telow, it
would produce the full $10.6 in exchange rate relief sought by
applicant. (Applicant sought an additional $5.0 million in additional
toil revenue.) Applicant’s Alternate Proposals A through D are
intended to be used If the Commission grants less than the full
$10.6 million. For exampla, the spread in Altermate A, when
added to the move and change charges and other elements, produces
added revenues of $5.1 million and an exchange rate of return of
8.96 percent. Alternate B produces added revenues of $6.0 million
and an exchange rate of retu?n of 9.6l percent.

Staff and applicant agree on most of the elements of
rate spread. There 1s, however, a dispute between staff and applicant
over the degree to which the basic exchange rates must be railsed
0 meet the necessary revenue requirement.

It is staff's position that the principal burden of
Continental's revenue requirement should be met by placing a
substantlial surcharge on all of applicant's billed intrastate %oll.
The adoption of thils recommendatrion by the Commission would
assertedly comply with a tradition that the rate of return on basic
exzchange services should be lower than the intrastate toll rate of
return.

The staff recommendation is bhased on several considerations.
One 1s that toll £s a much more risky dusiness activity than
basic exchange services and therefore demands a higher return. A
second reason is that Continental’s toll revenues have haéd 2
steady and continuous growth over the years, and have slackened
only recently due to the recession. This continuous growth
factor indlcated to sta:f that Continental's present toll rates,

16
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even though they yileld a higher rate of return are acceptable to
the general pudlic, and that, as the economy returns %o normal,
Continental will again experience its historical prowth in toll
Usage.

Staff 2lso belilieves that by the adoption of 1ts rate
spread, the economic Impact on subsceribers can be lessened. A
customer who needs basic telephone service has no control over
the basic monthly expense for that service. With respect to
toll charges, however, the customer makes the determination
whether he can afford a specific toll call. Thus, by placing a
greater burden on toll charges, the customer is left with a
greater control over the cost of his telephone service. lioreover,
the customer is, according to staff, more likely to accept 2
rate Iincrease If the basic exchange rates are kept low than 17
these rates were ralsed to the level proposed by applicant.

Another reason the staff urges 1s that once the
settlement effects of Pacific's rate case become known, it would
be easler to nake an adjustment to a surcharge to offset the
addivional toll settlement revenues that will flow to Continental,
rather than adjust Continental's dasic exchange rates. _

The Commission has been faced with this issue previously
and has stated:

"Applicant's Interchanged Califormia intrastate
Toll service 1c furnished at rates filed with the
Commission by the Pacific Telephone and Telezranh
Company. The Commlczsion Zn 1%s Dec¢ision No. 56652
~dated llay 6, 1958, among other thinzs, increased
toll rates generally throughout California
effective June 1, 1658, and stated that a rate of
return on 7.7 percent would result from such
business. Saild decision also stated, in pars,
‘Applicant (Pacific Telephone) 15 the tarifs
filing utility for toll service generally throughout
the state and accordingly has the obligation and
responsibility of seeling that each of the connecting
independent telephone companies receives its costs
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and a falr return on the plant devoted to the
service.' In view of the action taken n sa’id
decision, of which we take official notice, we
find that applicant is entitled Lo receive its
costs Including a fair rate of return on its

plant devoted to interchanged intrastate toll
operations. Applicant should not cxpect %o offset
any deficiencies in intrastate toll earnings ny
increases in local exchange rates, but should seel
revision of 1ts settlement contracts. In
accordance with the provisions of Section 765 of
the Public Utilities Code, 4f utilities do not
agree upon the division between them of joint
charges, thls Commission, after hearing, may
establish such division by order." (California
Water and Telephorne Co. (1959) 56 CPTC 742,706, )

. It is applicant’s position that the bulk of its revenue
requirement should be met by raising the level of basie exchange
rates and that a comparatively small toll surcharye be adonted.
This position was presented oy an assistant vice president
of the Service Corporation, who is responsidle for all rate case
activities, tariffs, and revenues in the YWestern Region of
Continental Telephone Corporation. The proposed rate increases
in basic exchange services are needed, according to the witness
as a2 result of Continental’s recent experiernce of declining
toll revenues.

Continental's rate spread witness arpued that 2 too-
nigh surcharge on toll would cause 2 diminution In <oll usage by
its cuztomers. This repression 1n toll usage in turn could
cause a reduction in the amount of plant allocated Lo toll
service which in fact determines toll settlements. Such 2
rezllocation of plant would 2lso cause applicant 'z rate of
return on baslc exchange service to drop. Thus, Continental
argues, 1t Is possible that 1t would not realize 1ts necessary
toll revenue requirements 17 the staff rate spread were adonted.




Applicant claims that the staff arguments do not
JUStify exchange rates far less than those of other California
telephone utilities, especially when this effect 1s made possibvle
only by very large subsidy from a toll surcharge.

Applicant has not directly challenged the principle that
less necessary telephone services should to some extent subsidize
qore necessary services. Az a general principle that theory is
unobjectlonable. We cannot, however, apply that principle, where
a substantial toll surcharge 1s required to permit the continuation
of exchange rates far lower than nelghboring telephone utilities.

Any final relief which leaves Coatinental’s toll rates
above those applicable in other areas of the state violates the
‘traditional policy of uniform statewide toll rates. Any such
arrangement would likewise be a direct challenge to the finding
of reasonableness underlying the contemporary statewide toll
rates. Since the agreed-upon formula for dividing toll revenues
is.presumed to accomplish a reasonadle division of pooled revenues
(Section 766, Public Utilities Code), there 1s no logically
defensible way that the Commizsion can permmanently establish
higher %oll rates in one part of the state.

Fixing the toll rates for one cozpany at levels
higher than those charged by nelghboring ccmpanies will cause
practical problems. Beside the general repressive effecet 1t
would depress toll calls originating from Continental's service
territory and encourage calls from outside the territory. Further
1t would complicate Continental's consumer relations; 1t would de
very difficuit indeed ¢o convince 2 layman that 2 call from
Victorville to San Francisco should cost 10 or 20 percent more
than one from San Francisco o Victorville., The Commission
-recently questioned a siﬁilar directional rate differential as
"an anomalous result, 1f indecd not an unduly diseriminatory one”.
(App. of Ceneral Teleohone Co. Etc., D.85740 4in A.53335 (1976).)

-1G=-
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The highest exchange rates recommenced by staff »rocuce
an exchange rate of return of 7.98 percent, far lower than that
concededly necessary for overall corpany operations. This result
is palatable only iIf the unusually low exchange rates are
subsidized by a significant toll surcharge. No staflf witness would
advance an opinion that such 2 low figure wag 2 reasonaktle rate of
revurn for an exchange operation.

Staff asserts that the extraordinarily low exchange rates
subsidized by 2 toll surcharge, are necessary to protect some
ratepayers who are particularly vulnerable to infiztion. The
onjective L1s praiseworthy but the details are worked ovt Iin a
hit-or-miss fachion, so that a surcharge shared by residential
customers contributes to a subsidy shared by businesses.
?urthermore, the staff has glven no reason why this surcharge
Justiflcation should be applied only to one telephone conpany.

This problem area should bYe dealt with by a lifeline rate or some
analogous solution, not by a %toll surcharge.
g Thus, none of the staff arguments are sufficient to
:Qve&ride our strong preference for the princivle of uniform
statewicde toll rates. Ve are not ready to declare Shis principle
t0 be Imnutable; 1% is, however, so fundameatal that 1% should
be breaciied only for the most compelling reasons.

Applicant’s support of 2 toll surcharge was relugctant
and based on anxiety over a low toll rate of return rather than
on princlple. Since the ¢lose of this record the Commission ‘
approved new higher statewide toll rates (Re PT4T, D.85287 dated
December 30, 1975 in A.55214Y). N thing in this record woulld warrant
& conclusion that those new rates are unreasonable for 2pplicant
alone out of all the participating utilitlez. IF there are grounds
to challenge the reasonabdleness of those rates the proper remely i
either new statewide rates or a proceeding under Section 766, Public
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Utilities Code, to modify the settlement agreement, not a toll
surcharge. Existing toll rates will therefore be presumed reasonable.
| While we will separately find a rate of return for

the company as 2 whole (9.0 percent), this is done to sexve as a
basis for disposing of the question of refunds and to set a rate

of return for future operations. Realistically, applicant's true
rate of return for the future will be a composite of the exchange
rate of return set here and the toll rate of return set in the

next statewide rate proceedingz. Since toll accounts for approximately
70 percent of applicant's revenues, the exchange rate of return is

2 comparatively insignificant issue to applicant even though it is

of major significance to applicant's customers.

We note that intercompany comparisons are one of the
considerations specifically requized in telephone rate proceedings
(Section 827, Public Utilities Code). It was also one measure of
rate reasonmableness frequently referred to by customers who
participated in the local hearings.
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The approach we have followed produces exchange rates
comparable to other California telephone utilities. This, in our
opinion, provides a useful validation of the adopted rate of return,
of the adopted rate spread, and the stipulated results of
operation.

The exchange rates adopted, added to those minor rate
increases discussed below, will produce $5,129,000 more in annual
revenues than the rates in effect when this application was
filed. However, 1t should be noted these rates produce annual
revenues less than the surcharged rates now in effect; the difference
is over $1,000,000 per year. The table compares requested
incereases with the revenue increase which will be authordized.
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Requested

Adopted
Increase

Iacrease

Individual, Paxty Line, Suburban,
Xey and PBX Trunks, and Semi-
Public Phones (including 1975
station growth)

Pay Station Service
Foreign Exchange Service

Vacztion Rate and Employees
Service

Move, Change, and Connectjon
Charges

Radiotelephone

Total
Toll
Total

Toll settlement revenues
from D.85287, supra

Total

/ This figure includes:

Basic Exchange Rates

EAS, SRA, and Zone rates

Extension Telephones

Rotary Lines

PBX and Obsolete Equipment
Total

+57% Station Adjustment

Total

9,331,293

78,245
5,685

65,617

2,029,716
83,112

$4,041,000%

11,000

1,043,000
31,000

$10,593,668
5,000,000

$5,126,000

$15,593,668

$5,126,000

3,290,000
$8, 326 »000
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Effective control of toll rates,which provide over 2/3 of
applicant's total revenues, is properly a function of a statewide
proceeding. Since the bottom of the staff’s recommended rate of
return range, applied to applicant’s exchange rate base and
exchange expenses produces rates comparable to other Califormia
telephone utilities, we will select that figure, 9.0, as the adopted
rate of return. The statewide toll rates carxy a strong presumption
of reasonableness; neither party has carried the heavy burden
required to justify one company charging its customers highexr toll
rates as a permanent measure, '

We conclude that a composite rate of return resulting
from the exchange rates set herein and toll rates set in Pacific's
proceedings will be reasomable for applicant's operations.

Tmpact on Typical Customers

Applicant's present exchange rates for one-party
residential service, without surcharge, range from $3.50 to $4.75.
The new uniform exchange rate will be $6 instead of applicant's
proposed $8.60 rate; however, when this goes into effect the present
18.25 percent surcharge will be eliminated. Thus, some customers
will have a 7 percent increase in exchange rates while others will
be inereased as much as 45 percent. The cost of making a toll call
from Continental's service area will be reduced by the elimination
of the present 18.25 percent surcharge.

Present single-party business rates range from $5.75 to
$9.60. These will be raised to $13.80, offset by termination of
the surcharge. The net increase will thus range from 22 percent
up to 103 percent. The business customer will experience the same
reduction in the cost of toll calling as the residential customer.
(In some exchanges there will be an additional EAS or SRA charge,
discussed below,) This contrasts with applicant's original request

for a uniform $19.75 business rate together with a substantial toll
surcharge.

264-25




Other Rate Items/EAS and SRA Increments .

When a billed number in question is within an exchange
having Extended Area Service or is within 2 Special Rate Area within
an exchange, there are uniform statewide increments to be added %o
otherwise applicable exchange rates, in consideration of the extra
value and cost of the service provided. These normal increnments
have not yet been fully applied to Continental hecause its last
rate case determined that no general increase in revenue was required.
We will order full implementation; this will increase annudl revenue
by £20,000.
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EAS Rate Inerement Table

Main Station Ratio Toll Rate Mileape Band
Small Large A c

D

3
Group Exch. Exeh. 912 1316 17=20 2] ~25
QOver Up To Lxeh. Bus. Res. Bus. Res. DBus. Res. Bus. Ros.

0 Q.15 Small  $1.75 $0.60 $2.50 30.85 $L.00 $1.35 $6.00 $2.00

0‘15 050 Small lom -L.O 1-80 .60 2:70 -90‘ 14.-00 1-35
) La:ge -60 - 20 075 025 1¢35 -1{-5 1-95 Oa65

.50 .80 Small  1.05 .35 1.65 .55 2.40 .80  %.60 .20
Largc -75 -25 .90 '30 1065 "55 2¢w 0080

4 £0  1.00 Small 95 230 135 W45 2,10 .70 3.00 1.00
Large 30 W20 120 40 1.95 W65 3.00 1.00

EAS Increments for individual, party, and surburban services arc the same
within a given exchange for all business and residence lines and sce trzae
shown in the above table. The imcrements on semipublic paystations, kX
trunks, and key system trunks are miltiples of 0.75, 2, and 1.25, respectively,
of the applicable increment for individual lines.
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Extensions

Fresent extension rates are 71 for residence and 51.75 for
business. A $0.25 increase will place Contimental's business extension
rates at the same level as Pacific's flat rate business extenslon rate

and will produce an increase of $67,000. It 1s adopted.
Rotary Lines

Continental Imposes a $0.50 charge for rotary lines
assoclated with key sets. No parallel charge Ls made for rotary
lines Installed with PBX equipment. Continental pronoses to make
the charges wniform, and staff concurred. The annual revenue
inerease will be $£,000; 1t 45 adopted.

PBX and Obsolete Ecuipment

Continental's cost studies support 2 30 vercent incerease
in these ltems. Staff concurs. The reveanue increase will De
$188,000; 1t 1s adopted.

Vacation and Emvloyvee Rates

Both vacation and employee rates are 50 percent of the
basic exchange rates. No change in rate level is nroposed Uy either
staff nor applicant.

Continental proposes that the maximum vacation rates be
standardized to allow a maximum of six months; the starf concurs,
with the proviso that the rate should not be available for less than
one month nor more than once in a twelve-month perlod.

The revenue Impact of applicant's modification 1s an
521,000 Increase; 1t 1s adoped.
liove and Change Charges

' A proposed increase in such charres only partially offsets
increazed labor ¢osts. The staff concurs. The increased revenue
will be 05,0005 it 13 acdopted.
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Service Connection Charces

Continental proposed a more than 100 percent inerease 4n
service commectlon charges. Staff's rate spread was given in three
alternatives depending on the overall févenue requirement adonted.
Alternate No. 3 was an approximate 100 percent increase which would
ralse the service connection charges to levels comparable <o similar
charges of General and Pacific. The table below compares the
various alternatives. :
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Service Comection Charges

Proposed Staff Altermate Proposal
Ttem Present Continental 2 2 [

Not in Place-Business . .
Each Primary Station $20.00 3L5.00 $30.00 84L0.00 3$45.00
Each PBX Line 20.00 45.00 30.00 40.00 | 45.00
Each PBX Station 7-% 18.00 12.00 11&-00 : 18.00
Each Extension Station 7.00 12.00 12.00  14.00  18.00
Not in Place-Rasidence '

Each Primary Station 12.00 30.00 20.00 0.0
Zach Extension Station 5.00 15.00 8.00 15.00

In Place-Rusiness
In Plaée—Reaidence

Each Primary Station 30.00 16.00 25.00
Reconnect-Pusiness 22.50 15.00 . 22.50.
Reconnect-Residence 15.00 10.00 - 15.00

Revenue Increase .
(Dollars in Thousands) cINA 607 876

Alternate 6 generates the most appropriate share of the overall
revenue requizement and is adopted.
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Line Extensifon Charges

Continental sponsored the following changes in Schedule
A-31, line extenslon charge:

a. Decrease the free footage allowance from
2,640 feet to 2,000 Teet.

b. Increase the charge for each 100 feet or
fraction thereof for extension to plant

exceeding the free footage allowance fron
$10 to $40.

¢. Withdraw the "Savings Clause."

d. Initlate conditions rertaining to
extraordinary costs.

The staff recommends that this proposal be authorized. This
tariff schedule has not been changed for almost 20 years and Increased
Costs now warrant this increase in charges. This will result in an

annual revenue increase of $81,763; it 1s 2dopted.
Other Items

Other rate issues could not be dealt with ir this nroceeding
cue to lack of information or reliable studies. The staff
therefore recommends that applicant be directed to study the
following services and include recommendations with 1ts next rate
application based on the results of these studies:

2. Mileage Rates (Schedule A-=4)

Study and determine 4If mileage rates are
compensatory.

b. Telephorne Answering Service (Schedule A-9)
1. Establish unifornm rates.

2. Consider comparad®ility to PBX equipment
rates.

¢. Supplemental Equipment (Schedule A-15)

Study and determine if supolemental
equipment rates are compensatory.
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d. llove and Change Charges and Service Comnection Charges
(Schedules A-29 and A=-30)

Study the feasidvility of combining »oth
c¢harges in a three-part charge plan, similar
o that provided by General and proposed

for Pacifiec.

¢. Directory Advertising Service (Schedule D=-1)

Review rate levels in light of incrcased
production costs and advertising costs of
competing media.

Radlotelephone Rates '

Continental's mobile telephone service is composed of
two separate classes. Rate Group I is characterized as using older
equipment. Less than 100 customers are on this service, which i1s
provided in Barstow, Big Bear Lake, Ridgecrest, Sugar, and
Victorville. For %his group, applicant proposed a dasic monthly
¢harge decrease from 555 to 45, offset by 2 new basie service}
charge of $15 per month, producing a net increase of %5 per moﬁth.

The total revenue impact of this change would be less than $6,000
per year.

Newer equipment 1s utilized in Blythe, Zxeter, Garberville,
Gliroy, Manteca, Parker Dam, Taft, and Weaverville. (Group II)
The prezent monthly rate 1s $45. Applicant proposes an
increase in that rate to $60 and the establishment of an $18 per
month service charge. Applicant indicates that an increese
of this magnitude would result in a 15 percent loss of customers.
The Croup II increase i1s estimated o net applicant 378,000 per
year, 1f the increase results in customer terminations &t the
level projected by applicant. If there are fewer terminations

the Increase could produce as much as $100,000 per year in
additional revenue.




The radlotelepnone increase proposal is not based
on separated cost figures dut is intended to Xeep applicant’s
rates In line with similar rates charged in other parts of
California. The basic purpese of éhis proposzl is to ensure that
these customers bear their fair share of applicant's total
revenue requirement.

We note that radiotelephone service is offered by
numerous utilities which have no toll or exchange obligations.
These utilities frequently compete with each other and with the
‘radiotelephone services of conventional telephone companies.

' For this reason we think & single telephone company’s proposal

" for a general Increase in these rates should be hased on evidence
concerning the separated costs of providing the service. Since
no such evidence was Supplied the proposed rate increase is not
Justified by the record. However, there 1s an unfustified
interexchange rate differential which should be remedled; the

_£ Present monthly rate for Group II customers should be increased to

. Group I levels. This inerease will be 510 per montn, and 1s

- Stimated to produce $30,840 additional annual revenue; this
increase is adopted.
Quality of Service _

The stalf service witness based his analysis on
Commission General Order No. 133 which provides a2 number of indices
for telephone utllity cervice. These are: helé primary service
orders, held regrade service orders, installation commitments,
customer trouble reports per 100 statlons, d1al tone speed, dial
service, toll operator answering time, and directory assistance
operator answering time.

The staff service witness noted that nost of Continental's
service area 1s sparsely settled and rural In nature. >IMuch of the

. Plant was installed by various Predecessor telephone companies,
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using differeﬁh manufacturers' equipment, installation standards, and
density. The variety of equipment in different 2ge groups and the
initial lack of uniformity of operating standards has made the
provision of consistently reliable service difficult. The witness
noted, however, that Continental has developed and implemented
uniform practices and procedures and centralized planning and

quality controls. In his opinion these activities have resulted in
an overall improvement of service.

He analyzed the complaints most frequently mentioned in
correspondence to the Cormission and expressed at the nublic hearings
during this proceeding. In his opinion, problems with noise,
eross talk, and fading of conversation could be lessened by
replacing o0ld plant, by increased maintenance, and by reducing
the number of partles on a party line. Complaints concerning service
difficulties occurring after a rainfall could be corrected by
replacement of old outside plant and by extension of applicant’'s
cable pressurization program. Difficultles with toll calls could be
due to two different types of problems. If the problem 1s in loczl
¢ircultry, the same remedles as suggested for noilse, c¢ross talk, and
fading would be appropriate. If, nowever, the difficulty 1s in the
toll network 1tselfl, then the elimination would, in most instances,
regquire cooperation between Paclific and Continental. Slow operator
response In his opinion should be rectified by improved assignment
and training of operators. His review of the General Order No. 133
results indicated a possible excessive number of held primary orders
in Zarp, Gillroy, Manteca, and Victorviile. There were possidly an
excessive number of held regrades in Blythe and in Vietorville. All
other General Order No. 133 measures indicated satisfactory
performance. '

In summary, the witness felt that the gquality of service
provided by Continental was reasonable and is improving. He
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recommended that improvement could and should ve made by remedial
action directed at specific trouble spots. He recommended orders

to Continental to reduce its party line fill, to develop improved
procedures for trouble shooting toll problems with Pacifie, to
continue 1its cable pressurization program, to improve traffic
operator load management, and to reduce held orders. Finally, he
recommended that 1t would be appropriate to expedite detection of
possible‘developing trouble trends. He recommended that Continental
should be required to report 2all indices for customer trouble reports,
dial tone speed, and toll operator answering time falling between
the norm and the reporting level in General Order No. 133. |

The staff service witness also commented on the volume of
consumer complaints concerning small local calling areas, the high
cost of primary services in suburban areas, and the lack of lifeline
service. He suggested that applicant adopt the hase rate area and
speclal rate area guidelines observed by General and Pacific.

He also suggested a reviéw of the feasibility of optional

EAS when requested by a substantial percentage of customers. In his
opinion the best way to handle the specific problems underlying the
request for lifeline service would be 2 provision keeping availlable
2 reasonably low cost residential service for low users. In most
areas this would ve accommodated by multi-party service.

Applicant claims that the quality of service provided by
1ts system can be summarized by quoting the introductory sentence to
the summary in the staffl report. "Overall, the quality of service
provided by Continental appears to be reasonable and is improving.”
Applicant gees on to argue that, considering the nature of the
territory which applicant serves, the service provided 1s excellent.
Applicant had no objJection to the staflf's specific recommendations
concerning service matters and in some instances specifically stated
that 4t was in agreement with the recommendation. The only
obJection was to the staff's recommendation c¢alling for a study

~35a
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of and a report on a program for the selective introduction of
extended area service. There the company witness testified that
applicant does not object to the making of such a study, provided
that the options considered are not limited to the form of extended
area service which is technically referred to as "optional’. We
agree. Applicant may comsider amy altermative it feels practical.
Exchange Rate Equalization

There has been some opposition to applicant's proposal
to put all exchanges on an equal rate basis. The best developed came
from the representative from Gilroy. He suggested that because of
the high growth in that commnity, Gilroy customers might well be
entitled to lower rates than customers in other areas. |

It would appear that the converse would be true. Applicant
recently completed the installation of an expensive electronic
central office in the Gilroy exchange. Furthermore, the high-growth
factor in this area means that a disproportionate share of newer
and, hence, higher-priced equipment, installed by higher-priced
labor, and financed by higher-priced capital, is located in the
Gilroy area.

The existing interexchange rate differences are in
each case a product of historical accident, rather than of a
comprehensive objective method of relating rate levels to either
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sexrvice or cost. The task of attempting to provide a2 new system
would prove of minimum advantage to the great mass of consumers.
We wlll adopt uniform exchange rates. This conforms to our
policy in Pacific's znd General's areas.
Pay Station Rates

An increase in pay station rates, would require a
significant capital Investment 1f instituted throughout applicant's
service territory. The staff suggested that this 1s not an
appropriate time for the Commission to require changes in
applicant's service offerings which are capital Iintensive.
Applicant concurred in this view and sugzested that if the
Commission wished to consider pay station rates on this record
1t should at most authorize a future phase-in of higher pay
station rates by advice letter filing at such time as particular
areas are completely equipped with single~slot pay phones capadle
of providing local pay station service 2t a rate higher than 10¢.
Proposed Contract anéd Accounting Changes

The following table summarizes the stalff's adjustaments based
on affiliated relationchips:

Summafy of Staff Adfustments
Test Year 1975

Adtustments (Reductions) to
2ate Base Erxpenses
(Dollars in Thousands)

Continental Telephone Service Corporation & 6523
Contel Data Service Corporation 2
Leland Mast Directory Company -
ledusa Leasing Corporation . 291
lanufacturing and Supply Functions 1,868

Total $2,684
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While the staff has recommended that these excecsive charges
be eliminated‘:or ratemaking purposes, they éré'of the opiniorn that
thls would only result in a stop-gap measure and that this
relationship will céntinﬁe to be a prodblem in Luture rate proceedings
of applicant, until a method 1s found to prevent excessive costs
from belng passed through to the operating utility.

The staff spent considerable time auditing the records of
the affiliates, particularly the Service Corporation. Exceptions
were noted in virtually every area reviewed, theredy requiring
exteénsive testing of financial transactions. Since 1t was not
possible to review every transaction, it 1s probadble that some
excesslve costs billed to applicant were missed by the starr.
However, they are confident that they have uncovered the dulk of
such charges.

The staff claims that if these excesslive charges are
adjusted only for ratemaking surposes anéd not accounting purposes,
they will still be recorded on the books of appllcant and the
ssaff will have to do extensive aualting of the affiliates in all
future rate proceedings. lloreover, such charges, in the staff's
opinion, have a measurable adverse financial impact on the utility's
interest coverage computation.

Applicant has, in this application, twice requested
interim rate increases based on a financlal emergency
because 1t could not maintain the times interest coverage
requirements of 1ts dond indenture in order to issue additional
long=~term debt., The computation of interest coverage is hased on
recorded figures. Therefore, to the extent that applicant's
recorded figures include excessive charges from its affiliates,

the financlal crisis has been, in the staff's words, "somewhat
self~created”.
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Applicant's toll settlements with Pacific are based on
recorded figures; therefore, to the extent that applicant's
recorded figures c¢contain excessive charges billed from affililates,
they are passed through to Pacific. The ratepayers of other
California telephone utilities are thus charged with costs waich
the Commission has disallowed for ratemaking »urposes. Approximately
70 percent of applicant’s dbusiness 1s toll; therefore, approximately
70 percent of 1ts recorded operating expenses are included in
its toll settlement procedures.

Tre staff urges us to take appropriate steps to ensure
that in the future excessive charges billed to applicant by its
affiliates are eliminated not only for ratemaking purposes but also
for accounting purpoeses frem the books of applicant, s0 that in
the toll settlement process, the ratepayers of other California
telephone utilitlies are not burdened with unreasonable ¢osts.

The Commission once hefore attempted to modify a telephone
company's inter-affiliate agreements. (Pacific Tel. & Tel. Co.

v P.U.C. (1950) 34 C 2d 822.) The Supreme Court reversed, holding
that the Commission lacked the authority unless 1t found that the
contract produced an impalrment of the utility's capital. Without
»roof of Impairment, dlisallowance of excess costs was held to dbe the
sole zppropriate remedy. The staff ¢laims that the record here
would support a finding that the financial emergencles discussed In
D.34662 and 0.85252 were "somewhat self-created." A finding

to that effect would not meet the Supreme Court's Iimpalrment test.
Thus, unless there are alternative grounds for modifying applicant's
contracts, disallowance of excess ¢osts L5 the only pretection
avallable against excessive affillate profits. As an alternate
theory, the staff suggests that 1ts lack of man power to effectively
administer a disallowance investigation should Justily modifying
affiliate contracts. We will not now attempt to determine whether
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the Supreme Court might be willing to consider this ground as an
alternative to the impairment test.

The staff arguments concerning the distortion of toll
settlements cannot be lightly dismissed. The staff's remedy does
not go far enough, however; if Continental is required to place
itself on an adjusted cost basis, while other participating
utilivies continue to base their settlement ¢laims on recorded
data, Continental's customers would then find themselves subsidizing
the affiliated expenditures of other operating companies.

We cannot predict whether the Supreme Court would conside*
toll settlement impact as justification for modifying the terms
of affiliate contracts. The staff may well wish to pursue <his
theory further; if so, it should select a Proceeding in which 211
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California telephone companies are parties. We will not a2dopt the
staff's proposal to require accounting and/or contract changes.
Continental Telephone Service Corporation provides
legal, management, and administrative functions for the operating
companies. Most of applicant's executive services are provided
by employees of this corporation and, as a result, applicant has very
few executives on 1ts own payroll. Consequently, Continental's
reports of executive and attorney'’s compensation under General
Order 77-H is misleading. A person inspecting these reports would
not recelve a true picture of the amount of compensation enjoyed
by those who provide executive services for this utility. Ve
think 1t would be better practice for the executives and attorneys
of affiliated companies to be treated as'embloyees of applicant
for purposes of General Order No. 77=H unless they perform no
significant duties having a California nexus.
Contel Data Services performs data processing services.
Nedusa Leasing leases motor vehicles and other equipment to all
Continental System subsidiaries. For both affiliates, the rate of
return was adjusted to utility levels. Leland last Directory
Company 1s a newly acquired directory pudlisher. The staff found
that no adjustments were required.
Applicant's recorded disbursenents include compensation to
2 number of consultants, who are former company executives, and who
were in the past involved as owners or chief executives of
acquired companies. The utility was unable to supply any information
concerning any consulting services provided by these consultants.
The staff therefore treated these payments as compensation for
the acquisition of these companies and disallowed thenm 2s expenses.
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The staff also discovered affiliated €osts incurred in the
ownership and maintenance of houses and condominiums, and 2
recreational vehicle. In many instances the properties were in
resort or vacation areas, remote fronm applicant’s exchanges. There
were also certaln expenses which were recreational and/or personal
to company executives. Further questions were raised concerning
the use of corporate aircraft for other than business purposes.

While these items are of small dollar value, their nature
makes 1% impossible for our staff +o ignore them. In this
proceeding the lssues will e disposed of simply by disallowing the
¢hallenged costs. These expenses also are now Iincorporated into the
toll pool. We will expect the staff, without waiting for applicant's

next rate case, to ensure that no ratepayer supports any of these
costs.

Findings
1. An overall rate of return of 9 percent with a weturn

on equivy of 1ll.7 percent ic found to he reasonable.

2. A rate of return of 9.0 percent is reasonable for
applicant’s exchange operations, and will be produced by the exchange
rates set forth in Appendix A. Those rates are reasonadle and
Justified and applicant's present exchange ratés are wjust and
wreasonable. ‘

2. The rates authorized by this decision will increase
applicant's revenue by approximately $5,129,000 over its revenue
as of the date of filing this application. Current surcharge
revenue from the interim decisions is more than 35,129, 000;

~ therefore, the effect of this decision is to reduce current rates.

4. No party has shown that the toll rates established by
D.85287 in A.5521L are unjustly or unreasonably low. There is
no reason to believe that applicant needs temporary toll relief
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pending the next determination of statewide toll rates. A toll
surcharge will generally depress toll revenues. It will also
encourage reversal of calling habits encouraging calls to be
initiated outside of applicant's service area. There is
insufficient evidence <o determine the revenue impact of these
effects.

5- It is not appropriate to set applicant's exchange rates
at a level significantly lower than those of other comparable
uelephone companies if this can only be accomplished by a v//
substantial surcharge on toll rates.

6. The increase of wates to include standard EAS and SRA
increments in territory where this extra value service is provided
is justified and the resulting rates are reasonable.

7. The rates for line extensions adopted herein are cogparable
to0 rates charged in most areas of California; the rate increase is

justified and the resulting rates are reasonable.

8. Continental's present rates are discriminat Tory in that
rotary lines are provided without charge with PBX's hut are
charged for when provided in association with key sets. Equalization
is justified and the resulting rates are reasonabdle.
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9. A 30 percent increase in the charges of PBYX and obsolete
equipment 1s Justified and the resulting rates are reasonable.

10. A change in rules to provide vacation rates for not less
than one month or for more than six months nor more than once in
& twelve-month perlod is Justified and the resulting rates are
reasona®le.

1l. An increase in move and change charges will only
partially offset costs, and 1s justified.

12. Applicant should be required to treat all execubtives
and attorneys employed by affillated companies as its employees
or attorneys [or reporting purposes under General Order No. 77-H
unless the employee's work has no significant relationship to
Callifornia operations.

l3. Applicant's proposed changes in line extension
conditlions and rates are Justiflied and the resulting rates are
reasonable.

14. Applicant should be directed %o study and evuluate.
the reasonableness of the following scredules: A-4, 4=§, A-15,
A-29, A=30, and D=-1. '

15. Applicant notified i%s customers of its proposal to
increase radlotelephone rates; there were no requests for additional
public hearing on such increase.

16. The evidence does not support a finding of the costs,
investment, or return presently affecting applicant's radiotelephone
operations.

17. The present radiotelephone rate structure is discriminatory.
The record shows no reasen why Group Il customers should continue
to enjoy rates less than Group I customers. An increase of $10 per
month for Group II customers will equalize radictelephone rates.

18. Continental's overall quality of service is good and as
2 whole 15 improving. The quality of its exchange service has not

been snown t0 be significantly below or above that of other major
California telephone utilities.
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19. Complainant should develop improved nrocedures for
dealing with nolse, cross-talk, fading, and out-of-servicé™
conditions. Special reports of customer troudle calls, di2l tone
cpeed, and answering time should be required.

20. Some of applicant's customeré have given un reporting
certain kinds of trouble. Applicant should bde required to urge
customers to report all troudle.

2l. Applicant schould be required to:

2. Change within one year its tarifls, practices,
and procedures to limit 1ts suburban line £il1
to no more than eight parties per line.

b. File within six months a feasibility study
for reducing line £1ll as follows: :

1. Suburban service to four parties per line;

2. Urban residential service to two parties per
line; and ‘ '

2. Urdban dbusiness service to one parey per line.

Inform The Pacific Telephone and Telegraph Company
ol all customer complaints which resuit from

fallure of or insufficlent Pacific Company toll
trunking or switehing equipment. When such troubles
are not resolved within six nonths, ¢they should be
reporved to the Comnmission.

Report within six months the extent of present
and planned expansion of 1ts cable Pressurization
progran.

Plle within six months 2 Teasidbility study
including cost data and rates for selective
introduction of extended area service with
alternatives it feels are vpractical.

Report reasons and suggested corrective action
when any of 1ts exchanges have more than 20 held
primary orders or more than 30 held upgrade orders
for two months in any General Order Mo. 133
reporting period.

Adopt the current staff Special Rate Area (SRA) and
Base Rate Area (BRA) guidelines, and proceed with the
establishment or enlargement of SRA's and BRA's where
appropriate under those guidelines.

~li5-
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22. Present exchange rate differentials are products of
historical accident, and are not Justified by any availadle evidence.
Exchange rates chould be uniform. |

23. A pay-station rate increase would require applicant to
lnvest substantial amounts of capital; for that reason, 4t ig
reasonable to Increase vay-sitition rates at the present tinme.

 24. There is 2 public need fom low-cost basic telephone
Service. The record demonstrates that for applicant mlti-party
service 1s the only practlical, availadle form of low-cost service.

25. To make multi-party service more useful in emergencles,
applicant should be required to pudlicize the legal resbonsibil—
1ties of party~line users.

26. The amount Involved in determining investment tax
'credit treatment 1s approximately $40,000. It 15 not necessary
to determine the dispute between stalf and 2pplicant over the
treatment of this item. |

27. The stipulated results of operations should be adopted
for the purposes of this proceeding.
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The Commlssion concludes that the application should be
granted to the extent set forth in the following order.

ORDER

IT IS ORDERED that:

L. After the effective date of this order, Continental
Telepnone Company of California 1s authorized to file the revised
rate schedules attached to this order as Appendix A. Such {4ling
shall comply with General Order No. 96-A. The effective date of
the reviged schedules shall de five days after the date of fi1ling.
The revised schedules shall apply only to service rendercd on and
after the effective date of the revised schedules. '

2. Concurrently with placing Appendix A rates into eflect,
applicant shall cease to apply the s rcharge authorized in
previous orders.

3. VWithin sixty days after the effective date hereof,
applicant shall file and serve as a pleading herein a calculation
of the amounts collected by 1t under surcharges authorized by
previous orders herein and a caleulation of the 1intrastate rate of
revurn earned by it on a recorded acdjusted basis in the twelve
months preceding the effective date. If such rate of returm
exceeds 9.0 percent, 1t shall also file a proposed refund nlan.

L. In its next rate increase application, applicant shall
include a study of the schedules listed 1a Finding 18 and of the
problem areas listed in FPinéing 23.

5. Until four years from the effective date of this order
applicant shall include In its General Order No. 133 reports
of any service delow standard but above report ing service level

in the categories of customer t*ouble reporte, dial tone speed, and
toll operator answering time. |
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Applicant shall:

2.

b.

Change within one year 1its tariffs, nractices,
and procedures to limit 1ts sudburdban line Till
to no more than eight parties per line.

File within six months a feasibility study
for reduting line £11l1 as follows:

l. Suburban service to four parties per line;

2. Urban residential service to two parties
per line; and

3. Urban business service to one party per line.

Inform The Pacific Telephone and Telegraph Company
of all customer complaints which result from

fallure of or insufficient Pacific Company toll
trunking or switching equipment. ¥When such troudles
are not resolved within six months, they shall

be reported to the Commission.

Report within six months the extent of present -
and planned expansion of its cable pressurization
prograr.

Plle within six months a feasidbility study

including cost data and rates for selective
Introduction of extended area service with

alternatives 1t feels are practical.

Report reasons and suggested corrective action
when any of its exchanges have more than 20

held primary orders or more than 30 held upgrade
orders for two months in any General Order

No. 133 reporting period.

Adopt the current staflf Seecial Rate Area (SRA)
and Base Rate Area (BRA) guidelines, and
proceed with the establishment or enlargenent
of SRA's and BRA's where appropriate under
those guidelines.

7. Within six monthes of the effective date hereof, applicant
shall flle a report on feasidble alternative methods of providing
low=cost, basic service. Such report shall include at least one
proposal for procedures to assign vriorities t0 exchanges for
introducing the alternative decided upon, and include at least one
proposal for public information and response on 2 local basis.




8. Within six months of the effective date hereof, applicant
shall file a report detailing its progress to date and future plans
for dealing with noise, c¢ross-talk, and out-of-service conditions.

9. Within six months of the effective date hereof, applicant
shall file a report detalling 1ts progress to date and future plans
for persuading customers to report all suybstandard service.

10. Until further order of the Commission, applicant shall
treat all employees or attorneys of Continental Superior, Leland
Mast Directory Company, and Medusa Leasing, as employees or attorneys
ol applicant for purposes of General Order No. 77-Series unless their
duties during the calendar year have no 3ignificant California
nexus.
1l. Within six months of the effective date hereof, applicant
shall file a report indicating its present'methods and future
Plans to urge 1ts customers to comply with legal reguirements for
use of multi-party lines in an emergency.
The cffective date of this order shall be tweaty days
after the date hereof. . |
Dated at San Francisoo , California, thi
day of SANHARY » 1972Z.
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APPENDIX A
Pgtge lofh
RATES

The rates, charges, and conditionr of Continentel Telephone Company
of California are changed as set forth in this appendix. '

Schedule Cal. PLU.C, Nos., A-Ll, A-
Paystation and Sudburban Service, and Xey and PBX Trunks

The following rates are authorized:

Residentinl
Individual Line
Iwo-Party Line -
Four-Party Line
Suburban
Xey Trunks

Business
Individual Line
Two=Paxrty Line
Suburban
Key Trunks
PBEX Trunks
Seamipublic Paystations

In addition to the rate: shown adove, the undforn statewide increments
for exchanges having Extended Ares Service and for Special Rate Areas chall apply.

<>

41
w
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Schedule Cal. P.U.C. Nos. A-1. A-3, A-5, A-T, A-10, and A-17, Extension Stations

The Tollowing rate ic authorized:

Susiness Extension Stations,
exclusive of guest room extensions $2.00 per extension sctation
per month

Schedule Cal. P.U.C. Nos. A-7, A-10, and A-17. Rotary Hunting

The following rate 4:s anthorized:
Rotary Hunting $0.50 per line per month

Scheduwle Cal. PU.C. No. A=T7, Private Branch Exchange Service

Proposed rates and charges ac set forth in Exhibit &, Section 2, for
- Private Branch Exchange Service are authorized.
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Schedule Cal.. P.U.C. No. X-2, Obsolete Service or Equipment

Proposed rates and charges as cet forth ia Exhidvit 8, Section 2, Zor
Obzolete Service or Equipment are authorized.

Schedule Cal. P.U.C, No. A-LE, Vacation Rate Servige

Vacation rates for all exchanges chall be available for a minimum one-
month period, and a maximum six-moath period, and chall not Be available more than
once in any consecutive twelve months.

Schedule Cal. P.U.C. A=29, Move and Change Charces

Proposed charges as set forth in Exhibit 8, Section 2, for Move and
Change Charges are avthorized. '

Schedule Cal. PLU.C. No. 30. Service Connmection Charges

The following charges are authorized:

Not in Place « Pusineess ,
Each Primary Station $45.00
Zach PBX Line 45,00
Each PEX Station 13.00
Each Extencion Station 18.00

Not in Place ~ Residence
Each Primary Station
Bach Extenczion Staticn

In Place - Buciness
Each Primaxy Station

In Place = Residence -

Zoch Primary Station

Reconnect -~ Business

Reconnect -~ Residence
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Sehedule Cal. P.U.C. No. A«3)l, Line Extension Charges

The free footage allownnce is decreased w0 2,000 feet.

The charge for each 100 feet or froction thereo? for extension %o
plant exceeding the frec footage allowance is increased to $40.00. '

Tre saving clause zhall be withdrawn.

The following Special Condition is suthorized:
O Zxtreordinary Costs

1. The applicont will be required to pay vhe representative costs below -
in addition to the acsociated line extension charges when the utility Zzncurs
extraordinary costs for:

; A. Obtaining rights=of-wuy and easements for, i.e., railrocad
R erocsings, 2ureau of Land Mamagement, Forect Service,
, cnviromnental impact studies, ete,

E. Rule No. 13 will apply to projects of a temporary or
speculative nature.

C. Rule No. 15 will apply to cuctémer rcquecsted route changes
or construction differences.

2. Customers 1o line extensions regarding rightz-of-way or ecasementc
which require payment (or annual fees) must negotiate with the necessary ngency.

Schedule Cal. P.U.C. No. L-l, Rudio Telephone Sermrice

The following ratec are authorized:

Primary Service and Fixked Mobile Telcephone Service,
all exchanges, $55.00 per monta

Schedule Cal. P.U.C, No. Z, Billins Surcharre

'Thi: schedule iz cancellcd.
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EAS Rate Incroment Table

‘Moin Station Ratio Toll Rate Mileage Band
Scoll  Large A 3 c D
Exeh. Exeh. =12 13=-16 17=20 =25
Gr‘OU'D O'V(*I‘ I_J_p To Bus- Rﬁs- &3- RCS- 2us, Rﬁs- &330 s,

1 0 0.15 Seall  51.75 $0.60 32.50 30.85 $4.00 31.35 $6.00 $2.00
Large  0.25 - 0.35 - 0.45 - Q.55 @ =

0.15 50 Szall 1.20 W40 L. L0 2,70 .90 L.0O 1.35
' L&:‘sﬁ .60 20 -75 125 1035 OLS 1'95 0-65

.50 +80 &all 1-05. ¢ .35 1-65 055 2.“.0 «80 3-& 3..20
Large TS5 W25 .90 30 L.65 W55 2,40 0.80

0 1.0 Small .95 .30 1.35 .45 2.0 .70 3.00 1400
Large .90 .30 1.0 .0 1.95 .65 3.00 L.00

EAS Increments for indivicual, party, and surburdan services gre the same
within & given exchange for gll business end residence 1lises and ave “hose
shown in the above tadle. The increments on sexipublic paystations, PRX
trunks, anc key oystez trunks are multdples of 0.75, 2, and 1.25, respoctively,
of the opplicedble increnent for individual lines. ’
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SRA Rate Increment Tgble

SRA

Distance to —S0SICRONS
Main BRA Regidepce Business

2/4 - 6/4 1/4 2/4
7/4 - /4 2/4 3/4 -
15/4 = 2474 3/4 4/4
25/4 - 36/4 4/4 5/4
37/4 and over S5/4 6/4

The standard suburban mileage rate for the different service
categorics is added to the basic rates, based on the SRA increment for
the d{stance between the main BRA and the SRA.




