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FINAl OPINION 
(LICENSE CONTRACT·ISSUES) 

I • INTRODUCTION 

• 

In this opinion we resolve issues rela~ive to the Bell 
System license contract. The basic ques~ion before us is: How 
much of th~~ sums paid by The Pacific Telephone and Telegraph Company 

(Pa.ci!i c) "';0 the Ameri can Telepbo::l.e and Telegraph Compa.""lY (AT&T) 
under the license contract are :'easonably and. }:)roperly cha:ged to 

tb.e ratepaye:-? 
Application No. 554.92 is an application for general rate 

relie£. 'Case No. 10001 is an investigation into ,Pacific's rates 
and practices whiCh bas been consolida.ted with Application No. 554.92 
since its inception. We have already issued our basic rate orde:, 
in this proceeding (Decision No. SS232 dated December 13, 1977, 
____ CPUC ). . (Wrl t denied.) The rates' pres en bed in 

that decision are subject to ref~d pendi~ our final determination 

of license contract issues, and other matters.lI 

11 Interst.ate-intrastate separation of toll revenues, which is the 
subject of separate hea."'"ings in tb1s proceed1ng, and eertaj.n tax 
issues which are the subject of 9the:- proceedings. 
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Certatn license contract issues were decided in 'Decision 
No. 88232 for rate-setting pu:poses at that time. Insofar,as additional 
evidenc.~ on these points was offered during the hearings specifically 
devoted to license contract problems, 1:bese subjects will be ree:<arn;1ned. 

Hearings devoted exclusively to license contract issues were held before 
Administrative Law .Judge Donald C. Meaney on variO'tlS dates from 
Octo?er 26, 1977 to April 19, 1978. Filutl briefs were submitted in 

Septemlxtr 1978. 
The evidence and testimo'r:.y are voluminous. Notwithstanding 

the impc~nce of the subject matter, the descriptions of the issUes, . 
the evidence, and the contentions of the parties mast be acu:tely 
truncated if this decision is to be kept to reasonable l~gth. Tables, 
charts, and quotations will be employed only when. ess~tial, but: 

references to the exhibits, the testimony, and the arguments will be 
given ir:\ sufficient detail for anyone wishing to mtderstand the subject 
in greater depth than can be presented wi1:hiu this opinion. 

II. GENERA!.. PRINCIPI.ES AND !..EGA!.. ISSUES 

A. History of the License Conaact 
AT&T is the parent company of the :sell System, which consists 

of 23 operating 'telephone com.panies (O'l'Cs) serving all or part: of every 
state but Hawaii and Alaska. All but four of the arcs are wholly 
owned by AT&T. AT&T owns approximately 90 percent; of Pacific f s common 
stock. AT&T also owns the Western Electric Company ~estern Electric). 
AT&T and Western Electric jointly own Bell Telephone I..aboratories (Bell 
tabs). AT&T's toug t.ines Department: 1D8.%1&ges the int:erstate ne'tWork for 
the Bell Syst~. 

-3-
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Eve%' since the early yea%'s of this century it has been AT&T's 

decision to cenera1ize research and certain services. !he first 
license contract containing provisions s~la: to the present contract 
was signed in 1918. The present license contract provides that AT&T 
will furnish the OTCs advice and assistance on matters pertaining to ~ 
telephone business, and will prosecute continuously fundamental researeh~ 
investigation and experimenutiou in 'telec:oii!!!!!IIdc:atious, making the 
benefits of such research available to the orcs. Prior to October 1, 
1974, the licensee companjes~/ paid one pe%'cent of their adjusted 
revenues for services on the contract. Since then the payment: bas been 
determined by an annual AT&T s~dy of license contract costs which 
allocates the payments on a mon'Chly Casis among ~ O'ICs (Exhibit 286, 
Chapter 1). 

I~ connection with the license coutract ~enerally, one of . 
the Commission's concerns bas been the rapid growth of Pacific:' s payment 
under the contract: 

THE PACIFIC TELEPHONE AND l'EI.EGRAPR COMPANY 
License Contract Expense Account No. 674 

1965 - 1976 

Year -
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 

Account 
No. 674 

$12,202,646 
13,281,993 • 
14,292,557' 
15,586,876 
17,757;434 
19,091,445 
20,357,444 
21,846,,035 
24,667,386 
29,633,ll6 
46,657,2.54 
59,268,~95 

Pex-centage Yearly 
Increase 

8.851-
7.61 
9.06 

13.93 
7.51 
6.63 
7.31 

12.91 
20.13 
57.45 
27.03 

'/:.1 The OTCs in the United States plus :Bell of canada. In January 1975, 
AT&T disposed of t:he remainder of its :Bell of Canada stock and the 
canadian company is no longer a license contract signatory. An 
allocation is also made to AT&T's tong Li~es Department (see Exhibit 
73 ). 
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The above figures are from Table 1A of Exhibit 286, which was prepared 
before the recorded 1977 figure for Account No. 674 was available. ~e 

take notice that this recorded figure, now on file with us, indicates 
Pacific's 1977 license contract payment as $69,411,000, a 14.61 percent 
increase over 1976. For 1977 this amounts to 2.08 percen~ of Pacific's 
operating expenses, including taxes. 
!. Prior Rate Treatment of the License Contract 

A brief summary of our prior decisions on this subject 
appears in Exhibit 286, Chapter 1. As mentioned in Decision No. 88232 
(slip opinion, p. 71), am: license contract adjustment now consists of 
(1) a 6.04 percent factor applied to adjust the license cOIltrac,t 
expense downward to cover what is deemed "identifiable" investor 
related expenses, and (2) a 7.25 percent downward adjustment, deemed 
to eliminate "unidentifiable" investor related ~enses from operating 
expenses ultimately Charged to the ratepayer. 

These p,ercentage adjust:ments, particularly the latter, were 
applied in the absence of a detailed study of all phases of the license 
contract. In- this proceeding, 1:WO staff witnesses, Lloyd M. Humphrey 
and Thomas J. O'Rourke, both CPAs, completed a two-year study which 
included several field trips to Bell Labs, Western Electric, and A~&T 
in the New York metrOpolitan area. Pacific and the other parties were 
offered $e opportlmi,:Y to present complete evidence on license cout:act 
paymeu~s by Pacific. 

As will be apparent £rom the evid~ce, no study em a subject 
this complex can ever unravel all its details. Nevertheless, we now 
have specific evidence on all general areas for which license contract 
fT.mcls are used. Therefore, after we make whatever adjust:rJlents are 
warranted by the evidence, the rationale for the percentage adjust:ments 
mentioned above is no longer present. These adjustments will be 

el:L:m~Xlated. 

-5-
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c. General Theories and Considerations 

In order to formulate our objectives cle~rly, we will discuss 
generally the theories and contentions of the various active parties~1 
before proceeding to a detailed discussion of the evidence on each 
specific area in which license contrAct funds are expended. 

The staff recommends dis~llowance of that part of license 
contract funds used by AT&T for investor related purposes. These 
recommended disallowances are separate from the staff's "product relatedn 

disallowances. Pacific does not contest that expenses of benefit to 
the stockholder and not the ratepayer should be disallowed, but disasrees 
as to the stafffs application of this printiple to ~ny items. 

Regarding product-oriented use of license con~rac~ runQs, the 
staff's premise ~s that cost of product development is properly chargeable 
to Western Electric and not to the r~tcpayers of the OTCs via the license 
contract. This theory applies whether the funds are channeled to Bell Labs 
or one of AT&Tts departments. The scaff argues chat it is unreasonable to 
make Pacific's ratepayers foot the bill for the development of products 
which will compete with those manufactured by non-Bell System companies. 
Such companies, not having access to a similar source of funds. must add 
research and development costs to the produc: itself. Price comp~risons 
are thus distorted in favor of Western Electric. The staff believes it 
is our duty under Northern Californi~ Power Agency v PUC (1971) 5 Cal 
3d 370, 96 C~l Rptr 18, and other cases cited in the sta:fts opening 
brief, to stop license contract funds from being used to create such an 
economic advantage in favor of Western Electric (see, ge~erally, the 
staff's opening b=-ief and. staff Exhibits 2$5 a. .... d 2$6). 

The analysis of the staff witnesses, therefore, attempts not 
only to identify investor related expenditures, but also funds used for 
"product related" purposes. The staff's analysis is supported by 
Interconnect and Compath. 

'J.! Pacific, the Commission staff, Toward Utility Rate Normalization 
(TURN), California Interconnect Association (Interconnect) and 
Comp~th. Although others requested to be listed ~s interested 
parties (see appearance list) only co~~sel fo=- the cities of 
Los Angeles, ~a~ Diego, a .... d Sa~ Francisco a~tended on certain 
days ~~d did not file briefs. An attorney attended ce=-tain hearin~s/ 
on behalf of Bell Labs but did not request to enter an appearance. 

-6-
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Pacific argues, in~er ~, that ene staff's recommendation 

is wrong as a matter of law, pointing out that we are without power to. 
"revise the contractual relationships within the Bell System" and that 
the extent of our jurisdiction as to licensa contract payments is limited 
to the disallowance of unreasonable expenses. O!acific Tel. & Tel .. Co. v 
~ (1950) 34 C 2d 822; 215 F 2d 441; see discussion, Pacific's 
opening brief, pp. 8-13.) 

We must analyze these contentions keeping in mind our 
objectives in 1:his proceeding. Application No. 55492 is a rate increase 
application; Case No. 10001 is an investigation into Pacific's rates, 
tariffs, and practices •. The license contract account, however 
controversial it may be, is still one aCCOUXl:e of many in Pacific's 
results of operations for the test year in this proceeding • 

• Our pu:pose here, regarding the lic~e contract, is the same 
as it was in dealing with the "Western Eleet:ric adj1:Stment": to 
se%Utinize payments between affiliates and to disallow such payments to 
the extent that they primarily benefit the parent corporation and its 
stockholders rather than the subsidiary utility and its ratepayers (cf. 
Pacific Tel. & Tel. Co. v PUC (1965) 62 C 2d 634, 659-662; 44 Cal Rptt 

1) .. 

We thus agree with the staff that Pacific's ratepayers should 
not be forced to pay.for the development. of Weste:-n Electric products 
designed·to cocpeie with those manufactured by other comp~es. We recog­
nize ~hat a b.igh leyel of usage of West.e::':l Elec-:nc -:encinal. equipment wi:~ll­
i~ Pacific's service area ine:eases revenues -:0 Pacific, possibly benefiting 
the ratepayer by forestalling the need for a :rate inC7:ease, but to the 
extent that we afford Western Electric a s~ce of 'capital through 
funding by way of Pacific's rates (regardless of whether Western Electric's 
pricing policies are reasonable or ~easonable)~ the real direct 
beneficiaries are Western Electric itself and the AT&T stockholder. 
Allowing Western Electric such "captive" £tmding is In:fmi cal to our 
responsibility to determine proper operating expense levels and to set 
rates based upon such determination. 

-7-
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We disagree with the staff's posi 'Cion to the extent that 

it sugges'Cs our responsibility is the regulation of Western Electric's 
prices (as distinguished from Pacific's rates). Pacific is correct that 
we cannot revise the Bell System's corporate relationships. Our task 
is to determine how muCh of Account 674, license contract expenditures, 
should be charged 'to the ratepayer so that we may ascertain Pacifie's 
revenue reauirement and set California intrastate rates at correct 
levels~ It is not our direct obje~tive to force the Bell System to 
"make meaningful price comparisons" or to assure independent manufactu:r:ers 
that Western Electric prices are computed on the same basis as those of 
the ·independents. 

~en dealing with actual rates, of course, and wben we have 
direct pricing evidence before us,~1 we may directly fulfill our 
responsibilities under Northern california Power Agency v PUC, supra, 
by seeking to eliminate subsidized rates in the "competitive area" which 
tend to disctim:fnate against a competitive supplier. If our detenninatiOll 
on the total license contract pa~'O.t which ~hou.ld be allowed for 
ratemaking purposes also assists in preventing antieompetitive pricing, 
so much the better, but we must recogni:e that we have no juti.sdiction 
to order Western Electric to change its ~ricing policies. Nor, at leas~ 
in the absence of financial emergency, of which there is no evidence"al 

~/ See, for example, Offertng of Dimension PBX bv Pacific Tel. & Tel. 
Co. (1977) e~U~ , Decision No. 87962 and commission 
InVestization of Centrex Rates" Case No. 10191, a generic 
invest:igation in~o Centrex rate methodology, now in progress. 

2,1 '!'here bas never been a Supreme Court case dealing with our .power to. 
take direct action of this sort under Public Utilities Code 
Sections 701 and 702 in the event of immedia~e financial emergency. 
In California American Water C~any (1977) CPOC , 
Decision No. 86807, case No. 935~, we determined that a parent 
company was siphoning an unreasonable amount of funds from a 
subsidiary for dividend payments, leaving the subsidiary under­
capitalized and without sufficient operating funds. we ordered 
payments to the parent to cease until further order. The discussion 
on this issue specifically distinguishes the facts and issaes in the 
case from those relating ~o the Bell System license contract, and 
specifically recognizes the California Supreme Court's holding in 
Pacific Tel. & Tel. Co. v PUC (1950) 34 Cal 2d 822; 215 P 2d 441. 

-S-
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can we order Pacific not to make the license contract payments to AT&T 

(Pacific Tel. & Tel. Co. v POC.(1950) 34 C 2d 822; 215 P 2d 441). 
Therefore, if we justifiably decide to make a license contract . 
disallowance for rate-setting purposes, license contract payments to 
AT&T will continue at the same level, tmless there is independent action 

. by AT&T management to revise such payments downward. 6/ As a corollary, 
Bell System can, regardless of our action here, continue to bill research 
and development expenses to the OTCs via the license contract and' can 
set Western Electric's prices (as distinguished from Paeifie's rates 
and charges) as it always bas. 

The Bell System bas the knowledge and expertise to make 

meaningful cost and price studies, license contract or no license 
contract. If it does not, this is probably a conscious choice. 
The staf! concedes it did not investip:ate the :-easc)nableness 
of the levelS of Western :::lect:'ic p:-ices. In a "p:-oduct" 
case like DimenSiOn PBX, supra, 0:" in a generic :-ate investigation 
such as the Centrex case, supra, we may ~e a detailed 
study of Pacific's rate levels for speeific equipment offerings. In so 
doing we may, to the extent our workload permits, attempt to determine 
whether such rates result from unreasonably high 0: low prices charged 
by Western Electric (although, as we have stated, we have no jurisdiction 
to order Western Electric to Change its priees). Here, ~owever, our 
task is the ascertainment of Pacifie's test year revenue requirement. 

Stating this objective does not lessen our .interest in the 
license contract issue, but we wish to place the matter in its proper 
regulatory ~ontext and to emphasize that Whatever r~sult we aChieve will 
not necessarily change any western Eleetric prices. Such cbanges depend 
upon the attitude of Western Eleetric and A!&! management, or upon 
legal action which is not the province of this forum. 

~I Sinee AT&T owns 90 percent of PacifiC's capital stock~ there is no 
basis for regarding the license contract as an arm's length 
transa.ction between AT&T. a.nd Paeific. See discussion, Pacific Tel. & 
Tel. Co. (1948) 48 CPUC 1, 13-14. 

-9-
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Lastly, we must consider that in this and in fue.n-e license 
contract investigationsZ/ it is only fair to reach a result within a 
reasonable time. Turning an investigation of the license contract 
account into a piece-by~piece product pricing investigation would unduly 
prolong it, since there are hmldreds of "products", by anyone's 
definition of that tem .. 
D. What Test Should Be Used in Detenninin the Value of License 

Contract enses to t e 
P~ving clarified oar objective, the next consideration is to 

state clearly the rules or tests which should guide us in determining 
what license contract expenses are reasonable for ratemaking purposes .. 
While we have rejected the staff's apparent contention that our primary 
and direct objective is forcing changes to Western Electric prices" this 
does not necessarily dispose of the staff's "product relation" test, 

. discussed above, as a useful tool in determin;ng the correct amount of 

license contract ~:!fm;;§ which !l1ould bg ~~~ea 0\\ ~o the ~tepayer. 
Proposed seaff adjus:ments to the ~~ee~e con~r&ct account are 

based'upon contentions that specific amount? should not be included for 
ratemaking purposes rather than upon £ ch&22enge :0 the contrac:'s 

meenod of allocating a pe~centage of its total cost to Pacific. As 
mentioned~ on and after October 1. 1974, :he OXcs r share of license 
contract payments bas been based upon annual AT&T studies of actual 
license contract costs (seep generallyp the testimony and accompanying 

exhibit of Robert F. Wentworth of AT&T, Exhibits 23 and 24). Under 
p~esent license contract billingp AT&T Tecovers what its studies show to 

1/ We are convinced from this -record tba t future license contract 
investigations should be separate proceedings, conducted every few . 
years, and that be~een such investigations, the results of the 
most Tecent investigation should be employed in any pending rate 
increase ease of Paeific. (This should not limit, ,however, ~he 
staff from recommending adjus~ents in other areas of the license 
contract, not covered by the most recent investigation.) The license 
contraet issues took almost as much time as all the rematning rate 
issues, counting preparation, discovery, and briefing time, as well 
as time spent in actual hearings. In this instance the staff was 
able to employ two accountants, full-t~e, for approxtmately two 
years, on this issue alone. This is ordinarily not possible with a 
Paeific rate increase pending, Which explains Why this is our first 
really complete investigation of this issue. 
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be the actual license contract costs,) plus a return on that portion of 
its equity investment devoted to supplying such services. !he re~ 
billed by AT.&T equals the previous yea:r's :sell System telephone 
operations earned rate of return (a weighted avexage) applied to the 
license contract invest:ment, -reduced by AT&T's patent royalties, and 
increased by fede:ral income taxes to provide the return qn iaves~t 
(Exhibit 286, pp. 1-2). Altb.ough the staff investi~ted this me:hodology, 
it did not challenge it. 

Staff witness 0 fRourke investigated use of license contract 
funds by various AT&T. departments. F.is study recommends disallowances 
either on the' basis of p:roduct orientation or because of an illvestor 
related use. Mr. O'ROt:rke stated that in the cot:rse of his study of 
A 1'&1' 's mark.eting department, he was ab le to "iden':ify ftmctions which 

. influence the product developme:lt p-rocess". (Exhibit 285, p.1'O-7.) 
Staff witness Humphrey studied Bell Labs and made a maj or 

recommended disallowance' for use in fu1:U%'e Pacific -rate increase cases 
because he determined that the charges recommended for disallowance 
"consist of research and development work which was an integral and 
necessary part of product development. tI (Exhibit 285) p. UI-2.) 
Mr. Hu:pbrey stated, "Such expenses are of no benefit to :he operating 
telephone companies until they result in new or improved products. They 
are' on a continuum with the types of expenses alr~ady being funded by 
Western Electric, a.nd should:. logically, be tteated as a product 
development cost and applied to the cost of :he product." (Exhibit 285, 
pp. I.R 2-3.) Mr. Humpb:::ey also stated that budgetary control problems 
influenced hi.s recommendation, pointing out that 'Chose who fund the 
license contract (the OTCs) are not the ones with final budgetary 
approval over license contract expenditures (Exhibit" 285, liP. I..R 3-4). 

Compath and Interconnect generally support Mr. Humphrey·s 
::ecommenda'tion. 

Pacific contends that a '''product relation" test is of no use 
because it fails to determine the value of any particular expenditure 
to Pacific and the other OTCs. Based ~on City of Los Angeles v PUC 
(1972) 7 Cal 3d 331, Pacific argues that we must allow Pacific to recover 

-11--
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actual costs of the license contract services in propor~ion ~o the 
value (to Pacific) of the services rendered (Pacific's opening brief, 
pp. 9-10). 

Pacific presented the following witnesses on the subject of 
the use of license contract funds: 

Name and Position 
Monis Tanenbaum, 
V'.P., Engineering and Network 
Services, AT&T. 

Kenneth G. McKay, Exec. V.P., 
Systems Engineering and 
Development, Bell Labs. 
Bruce C,. Netscbert, V.F .. , 
Na tiona 1 Economic Research 
Associates, Inc. 
Edward Goldstein, Director of 
Product Management, Marketing 
Department, AT&T. 

Robert .J. Brow., Assistant 
V.P., Marketing, Pacific. 

.John E. Dennis, Mana.ger, 
License Contract and 
Regulatory Matters, AT&T. 

C. Lee Wade, Director of 
Affiliated Interest Studies, 
Pacific. 

-12-
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The individual contentions of these witnesses concerning 

their particular areas of responsibility will be discussed elsewhere~ 
but they were critical of the staff's theory of disallowance on the 
basis of product orientation. Any SQtement attempting to synthesize 
the views of all of Pacific's witnesses leads to oversimp1i£ication, but 
basically their opinion is that a ''benefit'' test should apply - that is ~ 
license contract fund expenditures should be allowed as ratemaking 
expenses when their prtmary purpose is to benefit the OTCs. 

The staff wimesses have u.sed the tem "product relat:ed" 

broadly. Particularly in thfl.! case of Mr. H.umphrey' s test::imony, the 
ter.n is applied to certain things not usually categorized as "products" 
unless the te:z:m is used simply to mean "end result". Witness Humphrey 
denied employing the ter.n in that fashion (tr., 9195), but his testimony 

indicates that he regarded as product related~ and disallowed, the 
development of methods of using existing products on the basis that a 

new method is impossible without a new product (tr. 9196) ~ that he 

believes the elim;nation of the necessity of using an existing product 

to save money is impossible without a new product to take its place 
(tr. 9199), and, therefore, t:ba.t any modification of existing plant 
requires research and development, and therefore "leads to products 
which are mainly manufactured by Wes:ern (Electric) which are then 

incorporated 'into that product to tmprove it"(tr. 9199), and~ "if there 
is no product added, you cannot possibly improve the existing plant:~ 
(c:. 9200)., There is no basis in 'the record for such generalizations. 

Pacific, on the other hand, has in some instances attempted 
to shelter under the umbrella of "benefit to the OTC" certain 
expenditures of primary value to AT&T, West:ern Electric, or the 

shareholders 'of AT&T, and of only seconda:y or consequential value to 
the OTCs. 

The record demonstrates that we C&tu'lot apply either the staff's 
or the company's test exactly as those parties have done. We should 
ask the following question: Is the expenditure of direct and primary 
benefit to the ratepayers of the OTC? If the answer is "yes", the 
expenditure should be allowed (unless serious public policy reasons 
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favor its disallowance) in spite of indirect or consequential value in 
other areas, including the possible development of products. Conversely, 
if an expenditure's purpose is not shown to be directly and primarily 
beneficial to the ratepayers, it should not be charged to them regardless 
of some secondary or consequential benefit to them. "Benefiting the 
ratepayer" includes directly assisting the OTCs in carrying out their 
fundamental responsibility of providtc.g and maintaining a modern, reliable 
telephone network. This, in turn, includes non-"investor related" 
support activities in such fields as administration. f~ce. etc. as 
well as the actual engineering of the network. It does not, in our 
opinion, include subsidizing the manufacturing arm of the Bell System in 
its development of competitive equipment. We express no opinion to the 
effect that Western Electric should not compete in the terminal equipment 
field but only that such competition should not be subsidized'by the 
ratepayers through the license contract. 

Regarding "product relation": An expenditure for the pr~ 
purpose of developing a marketable product (intended to compete with 
those of independent telecommunications suppliers) should be treated as 
not chargeable to rates notwithstanding any indirect or consequential 
benefit to the ratepayer. Regarding the scope of product orientation, 

we agree ~ith Interconnect and Compath that support activities directly 
related to competitive products are part of the process. We recognize 
in making this statement that some projects may have as their purpose 
the integration tnto the network of products from any source. and therefore 
would have no nlock in" value to Western Elect~ic. Such expenditures 
are not product relate<! as we use that te:rm here~ 
E. Method of Analyzing Expenditures 

Individual dete:mination of the value to the ratepayer of each 
budgeted item, one at a time, would produce a decision a few ~undred 
pages long, since there are thousands of such items. Such a decision 
would probably fail to state general principles clearly and would, 
therefore, be of little use in future' proceedings. A better method is 
to analyze the evidence, including, as necessary. individual budget 
items, according to major departments or categories. When necessary, 

, 
individual items will be considered separately but in most cases without 
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:lpportioning such items between the ratepayer ll.nd the company. The 
witnesses did not attempt percentage divisions of individual items. 

Qualifications of Staff Witnesses 
Pacific vigorously argues that staff ~vitness Humphrey's 

qualifications do not form a basis for his opinions and conclusions. 
Ne agree essentially with the ALJ's comments on this subject in his 
ruling dated February 3, 1978. Pacific's arguments go to the ~eight of 
Mr. Humphrey's presentation and not its admissibility (except for 
matters stricken by the ALJ pertaining pritn.:l.rily to ~4X'. Humphrey's 
comments on antitrust law). Granted that Mr. Humphrey is a CPA and not 
additior~lly a scientist and an engineer; however, his conclusions are 
not based upon hypotheticals but upon an actual investigation during 
~ ... hich he conferred with Bell System scientific and technical personnel. 
If either staff witness misunderstood certain material given them, this 
should be dealt with by weighing their conclusions rather tl~n ruling . 
the evidence inadmissible. 
G. Issues Raised bv TURN 

The only substantive issue raised by ~URN on brief concerns 
license contract expenditures by AT&T in the public relations and 
employee information category. This subject will be discussed later in 
this opinion. 

Procedurally, TURN contends (1) that the ALJ erroneously found 
the AT&T budget decision packages (BDPs) to be a legitimate subject of 
a trade secret privilege by Pacific; (2) that disclosure of the Bell 
Labs case authorizations should have been allowed not only to rml~'s 
counsel but to !URN's consultant; and (3) disclosure of the BDPs and the 
case authorizations (to the general public) was required by the 
California Freedom of Information Act. ~ 

Trade secret privilege: An inspection of the BDPs* (see the ~ 
description in the ALJ's ruling on discovery dated February 3, 1978, 
hereinafter referred to as "the ruling") clearly demonstrates that they 
are proper subject matter for the privilege, but the short answer to 

* BDP seands for Budget Decision Package which describes a single unit 
of activity that can stand alone and be separately funded. 

-15 -
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:his contention is that TURN was not nggrievcd by this ruling because 
the ALJ required disclosure to the active parties, including TU~~, 

~3tating : 
liThe trade sec:-et privilege is not absolute, and 
trade secrets may be disclosed in a court's 
discretion (United States v National Steel Cor. 
(S.D. Tex. 1 b b ~, an concltlons or 
limitations may be imposed on such discovery 
(CC? 2019 (b)(l), supra; Crcvh~u~~ Co~p. v su§erior 
Court (1961) 56 Cal 2d 355, 37¢-~oO, ~o4 P. 2 226; 
Investi§8tion of Minimum Rates (1968) 68 CPUC 21, 
72 PDR a 237; ct. Annotation, 17 ALR 2d 386.) 

"Considering the fact that detailed c:-oss-examination 
by using the BDPs was undertaken by company counsel, 
I believe it would 'work injustice' as that phrase 
is used in Evidence Code Section 1060 if the BD?s 
were not received into ividence so that counsel 
for the active partiesl in the license contract 
phase of this p:-ocecding could make reference to 
them in preparing their briefs, or any rebuttal 
case. Further, the n<lt1.lre of the mate:-ial 
contained in them, while within the 'trade secret' 
category, is, in my opinion, not so sensitive as 
to create a security problem for this commission 
if it is maintained as a sealed exhibit, available 
only to counsel for the parties who have actively 
participated in the c=oss-examination relating to 
Mr. O'Rourke's use 0: them (speci:ically, counsel 
for Pacific, the staff, ComPa~h, Interconnect, 
and TURN; see footnote 1).11~/ 
TURN's brief =emoves from context the remarks of the ALJ on 

the subject of discovery and contains the misstatement of the record 
that he "never ruled on .... ·hether TURN would be allowed to examine and use 
the budget decision packages." The :.-uling states: 

1...1 

"1. The BDPs shall be received into evidence. 
They shall be placed in a sealed container 
and shall be available only to counsel for 
PaCific, the staff, TURN, ComPath, and 
Interconnect. No copies of them shall be 
made." 

The footnote in the ruling mentions th~t certain parties played 
an inactive role in the proceeding. TURN is specifically mentioned 
as an active party. 

-16- / 



.. 

• • A.55492, C.1000l ~ks 

!URN comments on certain negotiations between the parties 
concerning the BDPs prior to the February 3 ruling (brief, pp. 6-7), but 
the ruling superseded any protective order signed by stipulation prior 
to that time. The record does not demonstrate that at any time after 
copies of the BDPs were turned over to TURN's counsel (MS. Murphy) TORN 
was denied an opportunity to cross-examine any staff or Bell SysteM 
witness concerning them, or was otherwise prejudiced. (It should be 
noted that the argument over whether a co~~ltant should be allowed to 
review Bell System material had to do with the Bell Labs case 
authorizations and not the BOPs. TURN made no request that a consultant 
review the BDPs, nor did" any other party.) 

TURN's comments at the bottom of page 3 and the bottom of 
page 4 of its brief, When read together, infer that the AlJ or the 
Commission· somehow prevented TURN from receiving the BDPs when other 
parties did. If this' occurred, it was by action of the parties, and 
not the ALJ or the Commission. 

Finally, if there is any doubt about the "trade secret" 
Character of the BDPs, an examination of them readily establishes it 
(see AlJ's Ruling, pp. 5 .. 6). The reasons for limiting disclosure to 
certain parties are adequately discussed in the ruling and need not be 
repea'Ced. 

TURN argues (brief, pp. 6 .. 8) that the actions of the Commission 
and the Al.J subsequent to the ruling (plus delays in receiving the 
material from Pacific) frustrated !URN in its attempt to make use of it. 
TURN's description of the record is misleadfng by way of omission. 

It is true that when witness O'Rourke first took the seand 
concerning ,this ~bject matter (January 3, 1978) counsel experienced 
difficulty cross-examining him without examiniug the BDPs and having 
them available. This was the very reason for that part of the r'l.11ing· 
referring to them, as the ruling states on page 3. There is no sh~";'ng, 
nor can there be based upon a full reading of the record, that after the 
BDPs were distributed, !URN or any other party was deni~d opportunity 
to cross-examine witnesses based upon them. 

To Characterize the remarks of the ALJ as "chastising" (brief, 
p. 4) is unreasonable. The ALJ r~ked only that TURN's request for 

-17 .. 
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discovery was tardy, which was true. Notwithstanding this, however, 
~he ALJ included TURN on an equal basis in his ruling of February 3, 
.~nd otherwise treated TUR~ cquall? with :hc other parties regarding 
discovery and cross-ex~~in~tion.--I The ALJ's remarks quoted on page 
5 of TURN's brief concerning his refusal to set additional hearing dates 
','Jere not directed at TURN, but o.t any party which might seek a delay in 
the proceeding to present a tardy case or to prepare for cross~examination 
in an untimely fashion. 

Disclosure of case authorizations: Because TURN's description 
of the rcc·ord on this matter treats certain events out of chronological 
context, we will summarize the use of the Bell Labs case auchorizations* ~ 
in this proceeding. They · .... ere first reviewed by scaff witness Humphrey 
in the course of his investigation. As the AlJ's ruling states: 

"In the course of his investigation, Mr.. Humphrey 
examined 85 case authorizations for Bell Labs 
research funded by AT&T. These documents were 
sent to Mr. Humphrey from Bell Labs, examined at 
the State Building in San Francisco. and returned 
to Pacific personnel. They were kept in a 
confidential status, were not made part of the 
record. and no photocopies were made of them. 
Xr. Humphrey held numerous tele?honc conversa~ions 
with the Bell Labs personnel responsible for the 
c~sc authorizations in making his determinations 
as to which were product-related. 

"Unlike t.he sit.uation which developed with the BDPs, 
Pacific's counsel did not use the case authorizations 
to cross-cx~~ine the witness, although he was 
generally cross-ex&~ined regarding his use of ~hern 
in making his investig~tion." (Ruling. p. 3.) 

This st~ff investigation took place during 1976 and 1977. The 
staff exhibits on the subject are dated August 26, 1977 and were 
distributed to the parties shortly thereafter. They were marked for 

-'1-1 The ALJ's statements quoted in TL~N's brief ~t this point mentions 
a Janua;y 3 r~ling. On that date the ALJ had copied into the 
record (tr. 7390-7391) a le~:er ruling that a motion by Compath 
and Interconnect for a cO-cay extension of time to present an 
affirmative showing would be denied. There was also lengthy 
arg~'ilent over a protective order to which TURN was not a party; 
TURN did not p3rcicipace in the discussion. 

* All wo~k done ~t Bell L~bs is ?c~formed u~dcr ~ series of 
auchoriz~tions c~11ed cases. 

-18-
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identification as Exhibits 285 and 286 on October 25, 1977 (when 
cross-examin~tion of Xr. H~~phrey began) and received into evidence two 
days later. The cross-ex~~in3tion of Mr. Humphrey continued through 
October 27, when he was excused subject to recall. A review of the 
transcripts for these dates indicates that TURN did not cross-examine 
the witness at that time. 

A discussion of scheduling and of production of the Bell 
Labs case authorizations took ?lace on October 27 (tr. 7227-7249). 
wnile the ALJ participated in the discussion he declined to issue any 
ruling on the subject, stating that no motion had been made upon which 
he could rule (tr. 7234). Later, counsel for Pacific offered to provide 
nine case authorizations subject to certain conditions. This was 
unacceptable to Cornpath and Interconnect. Counsel for Pacific moved to 
limit production to thc nine cases. This was the first motion by any 
party on thc·subject. The ALJ denied the motion (tr. 7249), commenting 
that anyone would be permitted to make a later motion for production of 
more case authorizations and that any party might propose a protective 
order. 

TU&~ did not participate in the aforementioned discussion. 
The October hearings continued for only one more day, when. proceedings 
were adjourned until January 3, 1978. 

Between the conclusion of the October hearings and the 
beginning of the hearings in January, TURN made no motion on any subject. 1 

I 

(Compath and Interconnect moved to extend the date for filing their own ! 
exhibits; see quotation from ALJ's ruling below. This motion was 
denied.) 

Still no motion was made by any p~rty regarding the case 
authorizations until Mr. Spievack, counsel for Com?ath~ moved, inter 
alia, for production of SS case authorizations, in a letter eated -January 13, 19i8, the motion being argued on January 20. Counsel for 
TURN joined in the motion (tr. 8020-8027). Argument also dealt with 
BDPs and with whether portions of Mr. Humphrey's testimony should be 
stricken. The ALJ ruled (1) that the BD?s should be received into 
evidence, available to counsel for the active parties, including TJRN; 

-19-
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(2) that Pacific shoTJ,ld not be required to produce the :Bell Labs ease 
authorizations; anci (3) that certain minor p'r tions of Mr. Humphrey's 
testimony should be stricken as argumentative. 

The ruling concerning the case authorizations was based on the' 
Al.J's belief that shOwing this volume of proprietary data to independent 
telecomanm j c:.ations experts (which was the intention of the movants) 
afforded Pacific and Bell labs·inadequate protection (Ruling, pp. 8-11). 
He stated, inter~, "In my opinion, insofar as Pacific'S revenue 
requirement and rates in general are concerned, the public, in this 
instance, is more than adequately protected by the exhaustive staff 
investigation and testimony on the subject of Bell Labs." (Ruling, 
p. 11.) The ruling then continued by stating that even if otherwise 
the requests should be granted "they should in my opinion be denied as 
being thorougnly tardy." (Ruling, p. 12.) Relating to this subject, 
the ruling continues: 

"Application No. 55492 was filed on February 13,. 
1975, and a substantial amendment was filed on "-
January 16, 1976. Two prehearing conferences 
and 63 days of hearings were held through 1976. 
license contract issues were originally considered 
as part of the case-in-ch.ief (indeed., some facets 
of it were presented in the staff's Exhibit 38 and 
associated test~ony; see Decision No. 88232, 
supra, pp. 71-76). But because of complications 
in dealing with the voluminous material the 
Finance Division witnesses (Humphrey and O'Rourke) 
had to work with, the matter was submitted 
regarding other issues (subject to briefing) on 
November 5, 1976. Hearings were originally 
scheduled for mid-1977 on the license contract 
matters but further delays postponed them until 
October 25-28, 1977. ComPath and Interconnect 
appeared for the first time at these hearings; 
TURN had been an anoearanee since J~ 26 7 
1976." (RUb.ng~ p. 12; foomotes oiiiit£e; 
empE:asis added.) 

After briefly reviewing certain matters relative to the October 1977 
hearings, ~iscussed previously, the ruling cODtinues: 

"Hearings resumed as schedu1edon January 3., 1978. 
There was some dispute among counsel regarding 
whether the protective order discussed in the 
seetion of this ruling concerning the BDPs also 
included the Bell Labs case authorizations. In 

-20-
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my opinion (and as I ruled on the record) it did 
not. No formal motion concerning the Bell Labs 
material on which I could rule was made until 
Mr. S?ievack's letter of January 13, 1978, which 
was heard on January 20? 1978. This ruling is 
the subject of that motio~ 

"Since ComPath and Interconnect were not ready to 
file any exhibits in December or present witnesses 
in January, they now state that they seek 
production of the ease authorizations to 'cross­
examine Pacific's witnesses and to present rebuttal 
at the April hearings. In my opinion this request 
is unreasonable. . 

"In addition to considering the entire length of 
this ease, and the fact that there was no secret 
during the ease-in-chief (in 1976) that license 
contract issues would be considered. over two 
months went by from the October 1977 license 
c.ontract hearings to the Jar.ro.a:r:y hearings, when 
ComPath, Interconnect, or TURN could have moved 
for d.iscovery. 

"I find it extremely unlikely that, c.onsidering 
the complexity of the material involved, granting 
ac.cess to the case authorizations at this ttme 
to ComPath, Interconnect, Ttl'RN, or any other 
party would materially assist the Commission in 
its deliberations on the license contract issues 
(at least not unless the hearing schedule was 
completely :evised and ComPath and Interconnect, 
or TURN, were given a tardy chance to present a 
ease-in-chief, or at least a very detailed 
rebuttal ease, later in the year. 

"In any event, I believe it is unreasonable to 
commence such large-scale discovery this late in 
the proceeding. A rate increase application and 
its associated investigation (Case No. 10001) 
are not endless chains. The test year in this 
matter expired June 30, 1976. Further scheduling 
of hearings is not warranted." (Iru.ling, pp. 13· 
14.) 
TURN petitioned the Commission concerning certain aspects of 

the ruling. !he Commission declined to modify it. 
This was not, however, the end of the matter concerning the 

case authorizations. Afte'r the January heari-ngs concluded on 
January 24, fu'rther hearings were set beginning April 4 for cross­
examination of witnesses from AT&T and Bell Labs. On April 7 
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M=. Spievack, counsel for Compath, moved to produce a more limited 
amount of ease authorizations. During the diseussi01l on this motio:q it 
was made clear that the purpose of the motion was to effectively 
cross ... examine Bell labs' witness Dr. McKay. that the material would be 

used by counsel only, and that no further hearings were desired and 

the proceeding would not be delayed. After considerable discussion 

(tr. 8451-8503), the ALJ ruled: (1) the case authorizations refer.red to 

by Mr. Spievack should be produced, (2) which ones should be received 
into evidence would be determined laeerlQ/, and (3) they· would be 
received under the same restrictions as the BDPs. !he ALJ explained 

that in his opinion this motion was ~~~tingulshable f!~ the previous 
motion h~taus~ its more limited seope would noe delay the proeeed±ng 
(:r. 8469-8470). TORN W4$ allowed equal access with the other active 
parties. 

Discussion: A review of the entire sequence of events 
concerning production of evidence shows that the A1-J ac:ed properly 
and that· Tt1RN's subsUintial rights (and those of the parties) were 
preserved. ~le the ALl placed certatn limitations on dis~overy, he 
denied repeated motions by Pacific to ~onduct ~ camera hearings and 
to sea:l thE: transcript concerning Bell labs' material. The CASe 

authorizations received into evidence were an adequate cross-section for 
the purpose of testing the theories of the appropriate witnesses.ll/ 
Requests for more al.1-encompassing C!iseovery should have been initiated 
much earlier in the proceeding. 

TURN argues that the AlJ erroneously required disclosure of 
the 7l8SIle of '!'URN' s technic:.al consul t..ant ('Who was not intended as a 
witness) citing Swartzman v Superior Court (1964) 231 CA' 2d 195, 41 

lQI 
III 

Those received are in Exhibits 314 and 316. 
The ease authorizations were extensively used in cross-examining 
Dr. McKay of Bell Labs aud for recross-examination of Mr. Humphrey. 
Pacific refused to produce certain c:.ase authorizations. '!he 
disposition of this refusal is contained in the substantive 
discussion of the Bell Labs evidence (Section III). 
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Cal Rptr 721 and California Deposition and Diseoverv Practice, vol. I, 
paragraph 2.08 (3)(a). A legit~te elatm of the trade secret privilege 
was not the subject of these citations. The purpose of allowing 
nondisclosure of a consultant under the circumstances in the citations 
is principally to prevent a subp'~ul.a to a person not intended as a 
witness, in order to avoid an invasion of the attorney's work product 
(cf. discussion, Louisell & Wally, Modern California Discoverv, §il.02). 
Here, the purpose of the disclosure was to insure that proprieeary 
Bell System material would not be turned over to an expert closely 
associated with a competitor of Western Electric. This requirement 
of disclosure was reasonable mlder the circ'UtllStances. kny improper. 
attempt to take the deposition of 'I'URN' s consultan~~ or otherwise invade 
the work product of TURN's attorney could have been prevented at a 
later stage. 

In any event, ~~ was not prejudiced by the disclosure. 
Pacific, through counsel, indicated that it bad no objection to the 
particular consultant, and there was no refusal to turn over 8I1y material 
to TURN on that basis (tr. 7969). . 

FiDally, the:'e is no basis for TORN's ar::;ument tilat the 
California Freedom of Information Act displaces th.~ Evidence . Code , the 
relevant sections of the Code of 'Civil Procedure, or Public Utilities 
Code Section 583. 

TURN excuses its unt~ely par~cipation in familiarizing 
itself with the complex Bell labs material by stating that only when 
the cross-exam~tion of the staff witnesses commenced die it ~become 
clear~ ('I'tJRN's brief, p. 3) what :'ecords the staff reliee on in reaching 
its conclusions. It "became clea:" to 'I'UP.N only at that. t.ime because 
!URN did not engage tn dis~overy at an earlier date. 

TURN eannot reasonably claim that it was aggrieved by the 
ALJ's ruling. TURN's description of the sequence of events lifts 
remarks of the ALJ from context and reviews ouly selective portions 
of the entire sequence of events. !URN cannot place itself in a special 
disadvantaged category; ~~ was allowed access to Bell System material 
on the same basis as the other active parties. 

Further procedural points raised by !URN have been reviewed 
and are found not to require discussion. 
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III. USE OF LICENSE CONTRACT FONDS BY BElL lABORATORIES 

A. Introduction 
Bell labs is a nonprofit corporation owned equally by AX&T 

and western Elec.tric. It carries out research, development, and design 
fer the Bell System. 

'there are two essential categories of work: research and 
fundamental development (R&FD) cd specific de-velopment and design 'CSD&D). 

The latter c~nce=ns the design ~f specific produCts, is paid for by 
western Electrie, and no license contract funds are used. 

'R&FD is a broad term covering several major areas. Analysis 
of R&FD is made difficult by the fact that there. is no c.onsensus as to 
how to subdivide it into scientific or engineering categories. Dr. McKay 

of Bell Labs offers the following breakdo~: 

Category 

Basic Research 
Applied Research 
Systems Engineerillg 
Quality Assurance and 

Patent Adminlstration 

Percentage of License 
Con~ract Funds Used 

25': 

40% 
3~ 

The percentages represent fract~ons of the entire license contract 
. payment for R&FD. According to Dr. McKay, these are approximate 
and vary somewhat from year to year. Dr. McKay described these 
categories (except for patent admiDistration, the description of whiCh 
is taken from the staff t s exhibit) as follows: 

Basic Research. 1'b.is c:.ategory is concerned with 
~he explora1:ion of "fundamental phenomena and 
the adVancement of the understanding of the 
natural laws tha~ govern them.'" The objective 
is "fundamental scientific understanding", 
although "concepts may be invented and 
explorato:y devices fabrlc.ated for experimental 
purposes." (Exhibit 298, p. 18.) 
Applied Research. Activities in this category 
a.re ot wl.de scope and are hardest to define 'With 
precision. Certain theoretical expertments are 
similar to those in "basic research". Others 
are for the purpose of establishing teclmieal 
feasibility. Another category is reliability 
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of technology used by OTCs; still another covers 
work in advanced technology in such areas as 
transmission, switching, and terminals. (Exhibit 
298, pp. 28-36.) . 
Systems En2~eering. !his eategory exists for 
Ule purpose ot engJ.neering the telephone network 
to meet future requirements. Activities in this 
area include "plan:n;T'lg network configurations 
for efficient traffic handlfng; planning for 
continuity of service under conditions of high 
load, equipment failure and disaster; plan'1')ing 
introduction of new technology; establishing 
service objectives; and developing requirements 
for compatibility among all of the apparatus and 
equipment that make up the physical network." 
(Exhibit 298, p. 7.) 
Ouality Assurance. Bell labs quality assurance 
~acts as a qual~ty acceptance organization" for 
the OTes. The purpose of this category is to 
establish quality standards for products, to 
perform in-process analyses, to test fiT'lal . 
perfoJ:mance, and assess installations. (Exhibit 
298, pp. 42-44.) 
Patent Administration. !his category concerns 
. patent appl~cat~otlS, licensing, patentability 
studies, and. other similar work for the purpose 
of protecting Bell I.a.bs inventions and allowing 
freedom of use by the Bell System of tele­
cotmmmieatiotlS t eclmo logy. (Exhibit 286, 
pp. 2-17;) 
Projects are actually carried aut on a "case" basis, each ease 

having a title and DUmber. Some eases are funded for specific short 
periods; others are cODSidered continuous and remain active for years, 
or ~ldefinitely (Exhibit 286, pp. 2-6 and 2-7). 

~ 
Regarding the R&FD case materials fu%nished the staff, there 

was no Specific segregation by Bell Labs personnel, or by any system 
of numbers or c.ocles, corresponding to the aforementioned general 
categories, except for quality assurance and patent adm:inistration, 'Which 
are funded lmder specific case authorizations. Therefore, while one may 
review the direct testimony of Dr. 'Ianenbamn (Exhibit 297) or Dr. McKay 

(Exhibit 298) and identify the particular cases specifically discussed 

as falling into one category or the other, for most of the eases1£l one 

Staff witness Humphrey analyzed the 85 case au~horiza~ions-which 
lo,'ere indicated to him as being license contract-ftc:lded. (See Table 
2-A in Exhibit 286.) There were approxfmately 200 more which were 
charged to Western Electric and ~herefore not charged directly to 
the ratepayers of the OTCs. -25- -
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must make assumptions based on the ease descriptions. Dr. McKay's 
terms, "basic researehn , "applied researeh", and "systems engineering" 
a~e, therefore, descriptive terms and not specific budgetary or accounting 
~:I:egories • 

A tabulation based upon billings from Bell labs to AI&T for 
the latest periods available at the time of the staff investigation 
(F~bit 286, p. 2~8) shows a different breakdown: I 

BEtt UBS R&..'C'O ~ Bru.ED TO AT&T 

Ca.tegorv 

Switching and General 
Central Orfiee Researeh and. 
:'unciamental. Developnent 

T:r.an=i~~ion R=ea...'""Ch. and 
Develo):ll1etlt 

StatU-' Re~earcll and. Ftmd.a­
menUl Deve10pnent 

OUtsia~ Plmt Resa~ Mla 
Furldamerrt.&l. J)eve~O]'Xllent 

~oral Research and. F1md.&­
mental. Develo):ment 

A08od.atec1 Work 

Total Research and 
Flmda:nent.LL Development 

SpeCial Services 
SUpport Ser'l1ce~ 

Total Eilled. AT&T 

12 Mont.hs End.ed. 
Ap!"il 30, 1976 

$ 49,896,304 

47,696,817 

12,244,106 

12,70~ .. 551 

es,030,026 
1,432,091 

2l.8~OO7.B95 

16,302,070 
~.566.474 

S239.~6,439 

$ 47,826,361 

Lb,846,47) 

1l,4Sl,306 

ll~ 585.l.05 

83 .. 009,126 
7 ,2)O,U7 

2.07 ,978,188 

13,890,547 
41~~:2. ~q; 

$226,222,928 

$ 35,043,815 

49,929,053 

ll,199,595 

9.968.082 

77,554,685 

6,187 1756 

~B9,SS2,9S6 

7,619,666 
~117C.540 

$200,673 .lQ2 

A!&T rebills the arcs for these amounts through the license contract. 
Pacific's percentage share of the total under the present contract is 
9.38 percent for its california operations (that is, after excluding 
the amount charged to Nevada operations). The allocations to Pacific 
for the years 1965 through the 12 months ended April 30, 1976 are as 
follows : 
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PACIFIC'S ALLOCATION OF BELL LABS R&FD EXPENSES 

Year -1965 
1966 
1967 
1968 
1969. 
1970 
-1971 
1972 
1973 
1974 
1975 

12 months 
ending 4/30/76 

Amount 
$ 6,513,798 

7,505,947 
7,951,033 
8,552,541 
9,199,407 

10,049,522 
11,085,438 
12,700,593 
14,208,382 
16,835,475 
19,181,134 

20,174,617 
The staff notes that approximately 40 percent of license 

coneract expenses originate at Bell Labs. (Exhibit 286, p. "i".) 

B.. '!'he Staff Analysis 
The staff's opinion is that the maj-ority of R&FD work is 

"directly related to, and is, in fact, essential to the development of 
products mannfactured by Western Electric and, as such, should be funded 
by Western Electric rather thl!n by the operating teiephone companies. ftlll 
The staff maintAiIlS that the general distinction between R&FD and SD&D 
is "an.arbitrary one· for purposes of funding." (Staff opening brief, 
p. 6.) The linchpin of. the staff's reasoning is that without :R&FD. 

SD&D "would have no s~ing point", and, therefore, "to the extent that 
such research can be identified as ultimately proauct related," 
(emphasis added), the expenditures should not be charged to the rate­
payers through the liceIlSe contract. (Staff opening brief, pp. 9-10.) 

Compath and ·Interc.o'Cllect getl;era11y support the staff's view 

(see their opening brief, pp. 13-22). . 
A..e; previously stated, staff witness Humphrey applied his 

"product relation" test to over 85 individual Bell Labs case 
authorizat~ .. o11S in the R&FD area. as determinations eulmjDAted in the 
following conclusion, based on costs for l2 months ending ,~ril 30, 1976: 

~/ ~~bit 286, p. 2-2. Unless otherwise indicated, material 
attributed to the staff in this section is taken from Exhibit 286, 
Chapter 2, or from Mr. Humphrey's prepared testimony in Exhibit 285. 
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for the total R&FD expenditures of $218,007,895, $153,860,296 is product 
related and only $64,147,599 is properly charged to the license contract. 
Under the current license contract formula, Pacific's share of the 
$64,147,599 would be $6,433,409. 

It is tmpossible in a decision of reasonable length to review 
Mr. ~hrey's determinations on a ease-by-case basis. Exemples will 
be given to illustrate his general APproac::.h, using the general . 
categories of Dr. ·MCKay, listed previously. 

Mr. Hump1:ttey reeommended disallowance!.::/ of all basic research 
and all applied researCh cases categorically (with a few isolated 
exceptions listed on page 2-20 of Exhibit 286).1ai !he staff eites as 
examples of either basie or applied research the following cases: 

]J:I 

151 -

38543 - Electron Dynamics 
39093 - Quantum Electronics Researeh 
38235 - Chemical Research. 
49090 - Physical Chemical R.esearch 
38139 - Physics'Research 
29090 - Nuclear Physies Research 
38932 - Fundamental Development - Telephone 

Swit~ 
20131 - Fundamental Development of Eleetronic 

Power Systems 

For cO'Qvenie1:1ce in discussing Mr. Hu:atphrey's testimony, we employ 
the terms "disallowance", "allowance", etc. !o state Mr. Humphrey's 
recommendation with complete accuracy. he recommends that in 
future Pacific rate increase eases. we assume that "produc.t 
related~ projects be funded under SD&D and, therefore, not 
recognized as part of the lieense contract billiDg. At one point 
in cross-examination Mr. HutIlphrey said: "I haven't really 
disallowed anything. I am stmply recommending a change of funding 
procedure." (!r. 7122.) We cannot force A!&T and Bell Labs to 
c.hange accounting procedures (see discussion, ante, under the 
heading "General Theories and Consideratious~):--uur task is to 
detemine whether. in setting rates, we should make future 
disallowanc.es regarding license co~ract funding of Bell Labs in 
order that Pacific'S ratepayers pay only for projects of direct 
benefit to then. We do not agree that we need apply his 
recommendations to future cases only. See discussion under 
Section III D. 

Due to conflicting methods of categorizing cases (compare 
Dr. McKay's "categories" with. the budgetary divisions in Table 2-A, 
Exhibit 286), it is not always possible to apply Dr. McKay's 
categories to each individual case, unless the subject of that ease 
and its "category" arose on cross-examination. From the titles. 
the eases enumerated on~. 2-20 of Exhibit 286 appear to be besic 
or applied researc.h, except for the last one (#29483) which appears 
to be systems engineering. 
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39273 - Fundamental Development - Subscriber Loop 
Systems 

20123 - Fundamental Development of Integrated 
Optical Subsystems 

28765 - Fundamental Development of Business 
COmmlmication Systems 

28796 - Electric Protection and Coordination of 
Communication Facilities 

20102 - Fundamental Development of Discrete 
Semiconductor Devices 

20105 - Fundamental Development of Magnetic Devices 
!he staff's reasons for a proposed 100 percent disallowance may be 

summarized as follows: (1) in spite of the largely theoretic:.al approach, 
many products useful to telecommunications have been developed, e. g. , 
the laser, the transistor, magnetic garnets, and the silicon solar 
cell: (2) research is an integral and necessary part of "the baslc [Bell 
Labs] mission of providing new and ~roved products for the tele­
communications industry" (1' .. 2-10); and (3) the cases in the staff's 
opinion, often have counterparts in the SD&D area funded directly by 
Western Electric. 

"For example, A!&T Case No. 20105, 'Fundamental 
Development of MAgnetic Devices' is comparable to 
Western Electric case No. 20247, 'Development and 
Design of Magnetic Devices'; AT&T Case No. 20107, 
'Fundamental Development of Prtmary and Secondary 
Energy Sources' is comparable to Weste~ Electric 
Case No. 20207, 'Development and Design of Primary 
and Secondary Energy Sources'; AT&T case No. 20104, 
'Fundamental Development of Piezoelectric Devices' 
is comparable to Western Electric Case No. 20245, 
'Development and Design of Piezoelectric Devices.' 
Ibis comparability of cases, of which the above 
examples are a small part, shows the continuity 
of the research and development efforts in those 
fields in Which materials, devices and products 
are the end result. Further, such comparable 
cases AS those shown above are worked on by persons 
in the same deparements." (Exhibit 286, pp. 2-11 
and 2-12.) 

According to the staff, this process means that there is a continuous 
flow from theoretical research to end product, with Western Electric 
simply taking over the funding under SD&D when technical feasibility is 

established. 
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Compath and Interconnect support the staff disallowance, 
arguing that examples of product related work appear in the 13 complete 
case authorizations furnished for the record (Exhibits 314 and 3l6): 

"The record establishes that the distinction 
between specific design and development funded 
by Western Electric and research and fundamental 
development funded by AT&T through the license 
contract is 'gray' and elusive, to use the 
words of the License Contract Study of Bell Labs 
performed by ene operating telephone companies 
themselves in July, 1913 (see, Exhibit 3,07, 
p. 15). ---

"As exemplified by two cases (case' 38896 and Case 
38765), research and development work performed 
by Bell Labs and paid for by AT&T lmder the 
license contract specifically and exclusively 
relates to competitive business terminal 
equipment. 

ftCase 38896, 'Engineering Studies of Business 
Comrmm:i.cations Systems, t and case 38765, 
'Fundementa.1 Development of Business Cormm:::c i cations 
Systems,' concern exclusively business terminal 
equipment, products and services, ·most notably 
the Dimension PBX, either by its trade name or 
by its generic name, CSS ... 201. Work conduct.~d 
under Case 38896 related to the formulation of 
various station and system features for t:he 
Dimension PBX (1r. 9051); additional feat.ures to 
be provided with the Dimension PBX (Tr. 9052); 
work with respect to testing station and cc'USole 
features of the D~ension for confo~e to 
customer requirements (T= •. 9053); analysis and 
resolution of Dimension feature problems (l'r. 
9054); studies with respect .to Dimension 
custom telephone servic:.e objectives, plans and 
requirements (~r. 9055); the development of 
other serVices to be provided to Dimension 
eustomers, such as 'Private network features or 
alternate data capabilities (tr. 9055); simulation 
studies for the Dimension PBX; evaluation of 
D~ension 100 ?BX and reports furnished to AX&T 
(Ir. 9058); as well as evaluations of other 
competitive products, such as the ~estern 
Electric:. 80lA PBX (Tr. 9058) and certain key 
systems (Tr. 9057). 

"Moreover, Case 38896 encompassed work on market~ 
and stat:i.stical studies for eompetitive terminal 
equipcent (Tr. 9059) and work on prieing models 
for competitive terminal equipment to be used by 
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the Bell operating telephone companies (Tr. 9059), 
as well as establishmene of a t:::aeking data base 
for PBX's and key systems (!:. 9064). 

"Because Case 38896 was styled a 'systems 
engineering ease.' the authorized fund~ for the 
years 1975 ($3.494,800) and 1976 ($3,485,500) was 
alloCAted to AT&T and charged exclusively by A!&T 
wholly through the license contrac~ (Tr. 9050 and 
9066). During this t~year period, over $7 
million of research specific:.ally and exclusively 
related to competitive terminal equipment 
products was not paid for by ~estern Electric 
and not included in the ~estern Electric 
Dimension product price, but was the result of 
funds collected by AT&T through the license 
contract mechanis= paid by all ratepayers." 
(Reply brief of Compath and Interconnect, 
pp. 15-16.) 

Compath and Interconnect assert in a footnote to this discussion that 
Case 38896 is not unusual; that cross-examination revealed that 
significant product related wo%k was conducted in other R&FD cases. 
(Reply brief, note 6; openiUg brief, Section II, pp. 13_21.)16/ 

In the field of systems engineering, Mr. Humphrey made a 
partial disallowance on a ease-by-case basis - that is, he determined fOr 
each ease examined whether product related work predominated or it did 
not, and either allowed or disallowed 100 percent of the case on this 
basis. His conclusions are summarized ~n the following table (Exhibit 
286, p. 2-14). 

Case 38765 is a fundamental deve1o~ent case. Case 38896 is a 
systems engineering case. The thrust of the argument is that there 
is a continuous f1o~ of research, development. and engineertng 
terminating in the specific design of a product. 
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i I.ic~e 
Cont!'8.et 

X 

X 

X 

X 

X 

X 

X 

I 

X 

X 

X 

X 

X 

X 

DE'IDMINATIONS OF STAFF 'WITNESS HUMPHREY 
CONCERNING SYSTEMS ENCINEERING CASES 

:.~uc;t.: ~ .. .. 
:Rela.t.ed.: Numbe:r : Case Ti't~e 

X '35826 '!'rammission Studies - Voice ~enev Svstem! 

X ~6SOl . 'Net'WO'!'k O'b~ectiv~ and._ Peri"o"l"T!lJmee 

X ~Sl,.8'2 """'~"'l!l'l'TT'i!l:O:"!.or. st~i~ - Radio _~_ems 

~9'nC too'O P:!~"":t "~te~ EnJ:::!...~ee'!""'_~ Studies 

3mS Sta.tio:: S~tem Studies 

:;8862 T:-a. ... ~~sion St.uC.ie:5 - Tolls ane Met!'O'OOlit.m 

X '38867 Si~~~~ Svstems Stueies 

'8896 ~..nce:-i::lg Stur!ies ot Buzi=.ess Co~catio'= 
Smem:s 

__ :tS9)l 'rra!'!,ic S~e::::s St:.u!ies 

X 389'33 Human :ae:.o~ E=l~ .... ..,eer..l'lR ReselL.'"'Oh 

3S96L. toeal Swi~chi.~~ S~t~ Studies 

X 39065 Teler.3.'l:)l: and. Data Cor.::tU.~icstions Studi~ 

.39351 Toll Switchi."lR a.."ld S'OeCial Net'WO,:,k S~tem5 Studi~ 

39445 Mo'b~ CoIC::U:Jieationz Systems Planning Studies aM 
?unda::le:l'tal !>evelo-oment 

L.900e Tra.!'!'1e Netwo,:,k ?la.~ 

L.90C9 Faeilitie, ~etwork, Con.~~~3.tion~a."'lr~~ 

X 4904 S~e=s tr.gt..neer~ and Pu:ldame:t.a1 'Development ot 
1I..ai."l ~tribttt:L"lR :':-ame 

49023 Fundame.."ltl!l Studies of the Ope:ration, ,Adm1""l!-,trat.ion 
Maintena."lce of Switc:r.i."l~ Svstems 

49059 Ft.::ldamem.al Studies of Co:-porate A:lD.lytieal a:cd. 
Data Need!! 

4.915L. Billi."l~ SV'Sterns Studie~ 
. ,- ~, 

X L.:9155 Switchi."':.~ Mainte!lA.'"'lce StuC.i~ 
.-

L.<t.l~ Ooerator Se:"Vices Svstems Studies 

. 

---

X 4.9186 N.!twork Ooerations PlA."m'!·h'!O' 

Compath cd Inte=eoImee~ poillt out tha~ Case 38896, aJ.lowec. 
by the st.aff, eoncer.lS development of business terminal equipment, 
including Dimension PBX (see quotation from thei= brief, ante t p. 30). -!he staff's exhibit this ac~ivi~y: 
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"!his activity overlays both exploratory development 
and Specific Design and Development. Its purposes 
are to optimize cormmmieation faeilities in the 
most cost effeetive manner to ensure compatability 
of components within the Bell System. network, to 
plan the introduction of uew and possible future 
equipment and systems into the Bell System in 
suCh a manner as to assure conttnuity of service, 
and to study customer reactions to service 
impairments such as noise, hiss, echo, and 
crosstalk, to determine the minimum acceptable 
level of such impai:ments, and to allocate 
~rments to the system in the most cost 

.effective manner. This latter activity is one 
of the ways in which Systems Engineering 
influences the development and design of 
products. Other functions include formulating 
the requirements for new and improved equipment, 
making cost studies to determine the most eost 
effeetive trade off between cost of proancts 
and cost of future m.e.intetUmce expellSes, the 
gathering, analysis and study of the performance 
data of all systems and components of the Bell 
System, and on-going revision and' updating of the 
design of the network. the development of 
maintenance, operation and administrative 
procedures for telephone plant, making studies 
of what. technological developme~s are needed, 
using 'information theory' to determine what 
developments are possible, and assuriug that 
products under development both in exploratory 
stages and in specific design stages will meet 
the needs of the opera:ing companies. 

"Systems Engineering $overns both exploratory 
development and Spec~fic Design and Development 
by preventing or mlD;mizing the random .. 
invention of products wh.ich are not compati.ble 
with the system network teehnieal aIld perfo::m.ance 
needs and objectives, Which are not cost 
effective or which will not meet the needs of 
the operating telephone companies. n (Exhibit 286, 
pp. 2-12 and 2-13.) 
Quality assurance is funded under one eontinuous case 

(No. 38100), "Quality Assuranee and Quality Theory~. !he staff's 
slmwary of its objective is as follows (Exhibit 286, p. 2-15): 

"a. Development of inspection and quality control 
theory and techniques. 

"0. Formulating quality objectives for new 
.,I systems ana quality standards for new 
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products and perfo%'D1ing c.ontinuing 
surveillance of quality standards for 
exis~ing products. 

"c. Development and specification of quality 
inspection procedures. 

• 

"d. Quality surveys which review all the factors 
which related to the ~uality of a particular 
product including -design, manufacture, and 
use. These surveys are carried out jointly 
with personnel from Western Electric.. 

nee Appraisillg quality of products as indicated 
by the results of quality assurance . 
inspections performed by western Electric 
personnel at their plant locations 
aecordtng to BTL quality ins~eetion 
specificatiC2lS. 

"f. . Qual~ty reporting consisting of documents of 
these appraisals for management purposes. 

"g. Supports the evaluation of general trade 
products work done by the Bell System 
Purchased Product Division (BSSPPD) of 
AT&T. This work includes formulation of 
quality standards, creation of a quality 
system to -monitor the quality of general 
trade products and participation in the 
appraisal of the quality of general trade 
products. " 

It should be well noted that there is a separate ease (Case 38200. 
"Engineering Complafnts, Product Performance Eva1ua~ions, Nonconformance 
Cases and Field Engineering") for quality contro~ fUnded by Wes~ern 
Electric. 

The staff recoannends a 100 percent ·disallowmlce. The staff 
sta~es (Exhibit 286, p. 2-16): 

"The staff's opinion is ~t i~ is ~ppropriate 
for the operating companies to fund the quality 
assura:c.ce work performed at B'I'L. Work performed 
tmder Case No. 38100, wi~h the exception of 
evaluation of general trade products, is tne 
type of warranty work that normally is performed 
by a manufacturing company. Quality assurance 
work is usually labeled quality control by most 
manufacturers and is ehe method they employ to 
assure that the products coming off their 
production line and sold to their customers 
meet their standards of quality. It is 
recommended, therefore, that case No. 38100 be 
funded by western Electric rather than by the 
operating companies." 
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Lastly, regar~ing patent administration, the staff recommends 
that all such expenses incurred at Bell labs be funded by Western 
Electric "and subtracted from royalty income to obtain net royalty 
income". !he staff believes that this will result in the same treatment 
for such expenses at Bell Labs as at Western Electric • 

. !he staff describes paZent adm;nistration as follows (EXhibit 
286, p. 2-16): 

"a. Preparation, filing and prosecutions of United 
States and foreign patent applications 
assigned to BTL, AT&T and western Electric. 

"b. Work on interferences (conflicts between 
two parties claiming a patent on the same 
item) involving Utdted States patent 
applications or patents. 

"c. Patentability studies at BTI., AT&T and 
Western Elect~ic. 

"d. Right to use studies including cross 
licensing agreements with other companies 
uising out of work at Bl'L, AT&T and 
Western Electric. ~. 

"e. Publication release studies. 
"f. Patent studies of outside inventions or 

patents submitted to BTL., . 

"g. Routine stuciies of u.S. and foreign patents. 
"h. Patent studies relating to copyrights, 

tradema..-ks and miscellaneous matters arising 
out of BTL activities." 

The staff report also describes the staff's views of the purposes and 
fiscal results 0; this category (Exhibit 286, p. 2-17): 

"The general aim of patent work is to protect 
BTL inventions and to allow a freedom of use by 
the Bell System of all pertinent teclmology 
which may be useful in the telecQ!'J'l!'Mmications 
industry. This is accomplished through a 
system of patents and royalty-free cross­
licenstng agreements with other technologically 
oriented institutions. BTL is a prolific 
procurer of patents, obtaining 500 to 600 a 
year. It is not known whether BTl. gives more 
in potential royalty revenues than it receives 
under the cross-lieenstng agreements. However, 
BTL believes that the advantages to technological 
progress through the freedom-to-use provisions 
of the eross-licensfng agreements outweigh any 
loss in royalty revenues. 
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~Patent royalties from all sources flow to Western 
Electric, regardless of whether BTL, Western 
Electric, or AT&T is the developer of the product 
which was paten~ed. ~estern Electric subtracts 
its eosts of patent administration and the 
resulting net royalty tceome is divided equally 
between AT&T and Western Electric. The share of 
net royalty income received by A:I&T is used to 
reduce the .amount of License Contract ~e 
billed to the operating telephone c~es.~ 
The staff's report. (Exhibit 286) also contains ee::t.ain other 

categories which appear to be superfluo~. "Mathematics research ~ 
includes eases which from their descriptiOns are either basic or 
applied research. "Operations res~eh" should be considered as part 

of systems engineering. "Other Cases" (all of which were dete:min.ed 
not to be product related) are apparently all 'basic or applied "research 
except for Case 39483, a study of reserve power systems for telephone 
operations, which is probably best categorized as systems engineering. 

The staff exhibit also describes two similarly named areas: 
"business information systems" (BIS) - the development of software 
programs for use by the OTCs .. and "business information systems 

" studies", which covers certain long- range planning of business operations, 
including computer software and hardware syst~. !he former is funded 
outside the license contract and is not the subject of this investigation 
(see Decision No. 88232); the latter may be regarded as part of systems 
engineering. 
C. Pacific's Presentation 

Pacific's argumen~s 
may be summarized as follows: 

against the staff's view of :Bell labs 
(1) the staff witness (Humphrey) bad 

insufficient backgrotmd to understand the uature of Bell labs' work and, 
therefore, failed to understand its sigpifieance to Pacific and the 

other OTCs; (2) the staff erroneously classified research. work as 
"product related"; and (3) the staff's recommendations to disallow 
quality assurance and patent aa=inistration are based upon a misunder­
standing of the purpose of the work. 

BecaQSe of these problems with the staff analysis, according 
to Pacific, if the recommendations of the staff are followed, there will 
be an adverse l.m?act on long- range system plam1ing and the quality of 
se:v1ce. 
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Dr.. McKay testified that the purpose of basic research is 
"fundamental scientific und.erstanding" (Exhibit 298, p. 18). One may 
A,:.tu.ally manufacture a device for experimental purposes in the course 
o:E experiments but such a device cannot be considered 4 product. 
Dr. ~Kay points to Mr. Humphrey's chazaeterization o,f the transistor 
as an example of misunderstanding. 'l'he first tzansistor was not 
"developed" or "produc.ed" in physics research at Bell Labs, wt was a 
device tn a laboratory experiment deMonstrating signal amplification 1n 

a solid state material. The device was, at that point, "of no 
comm,ercial use". (Exhibit 298, p. 18 .. ) Dr. McKay expl&1ned certain 
other semiconduc~or experiments, which were carried on over several 
years and which studied the behavior of electrons. Dr. McKay testified 
thAt he did not undertake th.e wrk with an undersumding that it would 
be of benefit in developfng products. (EXhibit 298, pp. 19-20.) 

Dr. McKay similarly listed and described severAl projects in 
areocts of mathematical research, ehemic.al research, and envirotmlental 
cd energy studies.. Dr. McKay, in answer to the question, "Does !ell 
Labs have a long-term commitment to ongoing research7",·stated (Exhibit 

298" pp. 24-25): 
"Yes. One example of our long .. texm' commitment is 
basic research in microwave radio systems. In the 
late 1930's our radio research people began 
building experimental microwave devices and 
measuring microwave radio propagation through the 
atmosphere. Some of their instruments were used 
in radar researCh and development in the early 
1940's, and in the subsequent development of the 
~ranscontinental microwave :-adio relay system. 
However, the fund.ameIltal studies continued. For 
~le, we measured the effect of atmospheric 
refraction on microwaves and discovered the 
sc:attering of microwaves by the troposphere. 
!his latter effect has been exploited in 
tropospheric scatter radio systems built by many 
mBnufacturers. More recently" we have conducted 
extensive studies of the effects of rain on 
higher frequency mic:-owave radio. we have shown, 
for example" that heavy rainstorms are relatively 
localized phenomena.; we have assembled experimental 
arrangements to show that, 'With a~propriate ' 
system designs, the effects of ra~n attenuation 
can be overcome. ~e believe these findtngs will 
make it feasible to open new frequency bands 
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for satellite ccamnmieation as well as terrestrial 
microwave radio relay syst.ems. Over t.he years. 
too, we have made extensive measurements of radio 
propagation at frequencies appropriate for mobile 
radio telephone services. These endeavors laid 
the foundation for the high capacity system now 
being explored ~ Chicago. These are also basic 
to the non-Bell mobile system that is to be tested 
in Washington D.C." 

!he witness st&t.ed that. Mr. Humphrey's view that all suCh theoretical 
work is product related is "wrong". 

"Of course, the products produced by manufacturers, 
including Western Elect.ric, will be better 
product.s for the 9Perattng Tel~phone Companies 
.:.s a result of this. work. To make sure that this 
occurs, we are aggressive about publishing basic 
research results. Entire industries have been 
started or enhanced by Bell Labs' basic research 
results: the semiconduc.tor indust.ry is one 
example. Only with the products of that industry 
could the worldwide computer industry provide 
the low-cost, reliable produc.ts which have been 
of sucb. immense benefit to the Operating 
Companies. 

":But basi~ research results .are also of p.rimary 
benefit to the Operat.1ng Companies in other ways. 
I have ~iven several illustrations: mathematics 
and rad10 propagation data being used by systems 
engineers in their direct work for the Operating 
Companies, and chemists worktng directly with 
Operating Companies in contaminant control, 
environmeneal protection and energy conservation. 
In every basic research area there .are comparable 
e.YBmples. 

"All of our basic research is necessary for AT&T's 
technical support of the operations of PT&T." 
(Exhibit 298, pp. 26-27.) . 
Both Dr. McKay .end Dr. Tanenbaum stressed that fundamental 

research shoul~ not be left to eqUipment ~acturers. Re pointed out 
that one aspe~t of such research is establishing technical feasibility. 

It is not known, he said, whether a desired function can be achieved 
based on certain ideas until .a trial is carried out. "Even if the 
trial were to be a success", he said, "no specific product would have 
been formulated. I' (Exhibit 298, p. 29.) 
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Similwy, as to A'Oplied research, both witnesses testified 
to the negative effect of abandoning this area. Dr.. Tanenbaum stated 
(Exhibit 297, pp. 23-24): 

ftEven in cases wnere manufacturers may contribute 
to the development of new tec.h:o.ology, suc;h as in 
lightwave comrmmi e.ations technology, it is still 
necessary for the Operating Telephone Companies . 
to do applied research in order to be knowledgeable 
platlIlers, purchasers and users of the teeh:D.ology .. 
Some of the information the telephone companies 
would Deed to acquire to be knowledgeable in this 
new area includes, for example: how the new 
teehno~ogy can be best used in the existing 
neework, how cable and splice design affect 

. properties over long periods of time, and whether 
optical systems can be maintained efficiently. 
Because of questions like these, a telephone 
company should not comm.it to use this new 
technology without first generating an adequate 
fundamental understanding of how it could affect 
their operations and the cost of providing 
service. 

"l'his is. true of all teclmo-logies that can affect 
telecommunjeations. The telephone companies need 
the ability to choose among complex technical 
alternatives and also to place requirements on 
the potential suppliers of equipment to assure 
they get what they can use most efficiently." 
Summing up his opinion regarding the effect of ending the 

funding of such work by the arCs ,Dr. Tanenbaum said (Exhibit 297, 
p. 26); 

"If the Operating Tele~hone Companies were no~ 
to fund this work at Bell Laboratories, =uch of 
it would probably no~ be done. As I have 
demonstrated, the scope and direction of this 
work goes far beyond that normally funded by 
manufacturers. Thus, Western Electric could 
not be expected to fund and direct it. Since 
it is 'tmlikely that any single Operating 
Telephone Company could individually support 
basic research of the mag:ti.tude and caliber of 
that which they support jointly at Bell 
Laboratories through the License Contract, it 
is likely that the quantity and quality of basic 
research in telecommunications would diminish 
significantly and the extraord~ benefits 
that have occurred in the past would not be 
matched in the future." 
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,Dr. McKay pointed out that there is a wide scope of activities 
in applied research; at one end of the spectrum the projects involve 
basic research, cd At the other they are similar to systems engineering. 
A list of some of the activities includes semiconductor researeh; 
technical feasibility studies; reliability of ~echnology to be used by 
the OTCs; and m.aj.nea:2nability studies (testing case of ma'n:enance of 
technologies).. Dr. McKay gave the following example of the last 
category (Exhibit 298, pp. 31-32): 

"Recent progress in laser reliability is a good 
illustration. The laser in an optical 
transmission system is a solid state device about 
the size of grafn of salt ~ a size comparable to 
the end of the optical fiber into which it 
couples. 'Two years ago. such devices had a mean 
time to failure of 10,000 hours, which although 
suitable for the experimental trials of optical 
communications now going on in Chicago are not 
nearly loug enough for widespread :Bell System 
application. (Electronic component failure is 
a statistical quantity. The mean time to failure 
tmlSt be much longer than the average lifetime of 
a system to provide satisfactory service.) The 
process of improving reliability started with an 
investigation of failure mechanisms. Our basic 
research people developed a method they called 
~deep level transient spectroscopy' to measure 
the aging process of solid state lasers. '!hey 
found that ~ operation a point defect w~lld 
grow into a line that caused catastrophic 
failure. Subsequent analysis showed that the 
source of the fracture was migration of elements 
within the crystalline structure of the device. 
Knowing this source of failure etlabled the 
applied research people to devise a structure 
immune to this mechanj SUI. The result was a device 
with a mean time to failure of one million hours. 
Devices with this reliability may be adequate 
for some applications, but further improvements 
are required for widespread applications. We 
are pressing on with reliabili~y studies and 
hope to uncover the technology that will be 
the basis for devices with a mean time to failure 
of at least 10 million hou:'s - the level desired 
for widespreae commercial service in the Bell 
System." 

The witness testified that the'above study concerned failure meChanisms, 
not design and manufaceure. Several other examples were cited (pp. ~36). 
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He seres sed thae such resea:ch did not lead to prototype equipment and 
that "specific development" would be needed "to translate 
into configurations suitable for actual Bell System use." 
p. 36.) 

these results 
(Exhibit 298, 

Proceeding to systems engineering, Dr. McKay described ~ts 
fmlction as: 

" ••• 2lanning network configurations for efficient 
traffic handling; placning for continuity of 
service under conditions of high load, equipment 
failure, and disaster; plaxming introduction of 
new technology; establishing service objectives; 
and developing requirements for compatibility 
among all of the appara~ and eqt;ipment that . 
make ~ the physical network. n ,Exhibit 298, 
p. 7.) 
Dr. McKay cited several examples of work in this area. He 

first sl1mmarized projects under the '''continuity of service" category 
(Exr~bit 298, p. 8): 

"Continuity of service is a requirement foremost 
in the minds of systems engineering plann;~g 
activities. There are many facets of engineering 
to meet this stogle requirement. Automatic 
alternate routin~ algorithms or procedures are 
employed to utii~ze the network efficiently 
under varying load conditions. Standby power 
is planned so that telephone service will 
continue in the event of commercial power 
f.ailure. The combination of standby power and 
network management procedures is effective in 
continuing to provide telephone service in the 
event of disasters. The network must be capable 
of accepting new kinds of equipment without 
conflicting with existing equipment and while 
continuing to provide tminter:upted service .. 
This single requirement of continuity of 
se~~ce While introducing novel technology is 
the reason that systems engineering organizations 
must be responsible for establishing 
compatibility and performance requirements for 
all the elements that enter the network. These 
requirements reflect the service needs of ~he 
Operating Companies rather than the fnterests 
of manufacturers of telecommunications products.-

Dr. McKay outlined the methods of disseminating the results of such 
research to the OTCs (Exhibit 298, pp. 10-11). 
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Another area of systems engineering is network planning, 
des~r1bee by Dr. McKay as follows (Exhibit 298, pp. 11-12): 

"A typical network planning study starts with 
computerized models of the network. The models 
contain representations of network components -
including terminal, loops, short and long heul 
trunks, switching systems and associated 
apparatus and equipment - and reflect the ways 
these c~nents are interconnected in the 
network. These models are based on studies of 
the charaeteristics of network components and 
surveys of network connections carried out by 
Bell Labs, and on various routine measurements 
reported by the Operating Companies. In the 
studies, systems engineers stmulate large 
numbers of telephone connections and develop 
statistics on end-to-end performance. 
Furthermore, these models provide flexibility 
in evaluating the effects of possible Changes 
in one or more of the eomponents and in network 
configuration. 

"To predict the effect of network Cban~es on 
customer opinionr additi~~. ~n'~;mA'lgn i5 
!~ui~ed. ~or voice services this is provided 
by ~bjective tests in which participanes ealk 
or listen over telephone connections. For each 
test condition the transmission characteristics 
such as loss. noise. and echo are deeermined in 
carefully cont:olled human factors studies. 
Models of customer opinion are established 
based on the rat~~s of many participants on a 
range of transmiss~on conditions ana incorporated 
in the network models. Data service studies 
require similar information on the sources and 
effects of error characteristics, including both 
short term (seconds) and loug term (days) 
periods of error-free transmission. This, too, 
i~ provided. by carefully controlled laboratory 
tests as well as through customer need studies. 

"The use of the computerized network models, 
customer opinion models, end data error models 
permit many alternatives in network component 
choice and interconnection to be evaluated. 
Overall network optimization ~ be achieved by 
considering trade-offs among components. Cost 
studies of the more promis~g alternative a:e 
carried out. Recommendations for in:1provements 
in network objectives which may result from 
introduction of new teclmology are made and 
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reviewed by AT&T. Upon acceptance, new network 
objectives are included in appropriate Bell System 
practices and ~mmwrized in publications such as 
'Notes on Dis~ce Dialing'." 
Dr. McKay also described systems engineering of c.onrmmications 

equi-pment :' 
"A recent example is measurements made by Bell 
Laboratories eng~eers in September 1976 on 
mic.rowave interferenc.e problen.s at a microwave 
station in Los Angeles. !he microwave 
interference is caused by reflec.tions, 
particularly from new and tall buildings adjacent 
to the microwave station." (Exhibit 298, p. 14.) 

In answer to the question, "Are such microwave tnterference measurements 
'product related'1" Dr. MeKay said: 

"No, not in tm.y s-ense related to the development 
or design of products. !he problem bad to do 
with the proper use of existing equ.ipment. In 
fac.t, at this los Angeles microwave station 
there is some non-Western Electric equipment 

'together with Western Electric TD2 equipment." 
(Exhibit 298, p. 15.) 

Exhibit 298 and 299 illustrate other examples of license contract work 
in various categories. The,testtcony stresses present or ~ture ~alue 
to the network rather than to '4 product or series of products. Ibis is 
why, according to Dr. McKay, such research should be supported and does 
not overlap with actual manufacturing research. 

Regarding cruality assurance, the witnesses stated that 
Mr .. Humphrey's view of quality assurance as a testing of produc.ts is 
incorrect and is based on his misunderstanding of the subject matter 
covered. Or. McKay emphatic.a.lly distinguished "quality assurance" from 
"quality cont=ol", the latter being the function of Western Electric 
(or another maD'lfacturer). 

"The AT&T-funded Quality Assurance organization 
at Bell Labs, acting on behalf of the Operating' 
Companies, establishes quality standards for 
products, is responsible for in-process analyses, 
tests final performances and assesses installations. 
For e~le. if Oualitv As5Uranee deterQines that 
a g~ven Wes~ern ~leetr~c ~roauct does not meet the 
?rescrisea standa:ras

t 
Ulat equipment can be, and 

loS. revented bv Bel taos from bein shit) ed from 
estern ectr~c to an eratl.ng ty 
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Assurance is, for the Operating Companies, like an 
effective Customer Protection Agency, and this is 
not the type of work that would be performed by a 
manufacturer. Quality Control, on the other hand, 
is a manufacturer's function used to control the 
cost, yields and quality of products, a function 
for which Western Electric is renowned. Western 
Electric also funds Bell Labs' activities relating 
to the identification and correction of field 
problems falling under the 'warranty provisions of· 
the Supply Contract between Western Electric and 
the Operating ~ies and to the maintenance 
of product conformance to design requirements." 
(Exhibit 298, pp. 43-44, emphasis added.) 
The witness stated that contrary to Mr. Humphrey's assertions, 

the work is not done tn isolation from Pacific, that two field . 
representatives are assigned to Pacific and maintain their offices in 
San Francisco, and that the quality assur8I1ce organization audits 
switching and transmission installations, product performance, and 
repair services in California. Certain specific I~les were mentioned 
(Exhibit 298, pp. 42-43). The witness stated that the OTCs could not . 
rely on the manufacturers t quality C<?ntrol work to assure the purchase 
of reliable equipment (Exhibit 298,.p. 45). 

·The work done under quality assurance' does not include a 
comparison of Western Electric products with those of other manufacturers, 
leading to a "make or buy" decision. Such aDalyses are performed by the 
AT&T Purchased Products Division (see testimony of Robert F. Wentworth· 
of AT&T, tr. 2653; see also the prepared test~ony of John E. Dennis 
(Exhibit 304) and C .. Lee wade (Exhibit 305) on this subject) .. 

For the purpose of distinguishing the license contract work 
of Bell Labs from SD&D performed for and financed exclusively' by Western 
Electric, Dr. McKay summarized SD&D in his prepared test.imony (Exhibit 
298, pp. 45-47). 

"Q. 

"A .. 

Please describe the specific development and 
design work done at Bell Labs. , 
About 451. of the total Bell Labs effort is 
devoted to 'Spec.ific. Development and Design' 
(SD&D). This work is paid for by Western , 
Electric. Specific development begins with 
requirements for service and. usage, with the 
expectation that the prescribed economic and 
technical goals can be met. From there the 
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"Q. 

"A. 

"A. 

"A. 

architecture of the system must be devised, 
the devices and circuits and the equipment 
designed, prototypes built and field :ested, 
the information that is used as the basis 
of manufacture delivered to the manufacturer, 
changes introduced as problems arise durfng 
manufac.ture. follow up as new systems are 
introduced in the field, and subsequent 
redesign for cost reduction and service 
improvement. 
Does 'R&FD' work provide a specific outline 
for the activities for specific development 
and design? 
No. Any assumption that the R&FD work at 
Bell Labs provides a blueprint so that 
specific development and design can flow 
easily and without mistakes or false paths 
is erroneous. Specific development and 
design is a very difficult undertaking with 
many false paths and false leads involved in 
the pursuit. 
Does applied research of a technology stop 
wen specific development based on that . 
eeclmology begins? 
No. Exploration for future opportunities 
contfaues even while current product 
develo~ent is underway, as I illustrated in 
connection with applied research of microwave 
radio systems. 
When both applied resea.-eh and Specific 
Development involving the same technology 
are being c:.arried on si:mt.lltaneously, how 
are the ewo disttnguished? 
Applied research represents the continuing 
search to enhance the technology of 
telecommunications; it is open-ended work 
with unscheduled results. On the other 
hand., specific developml!I1t represents the 
confluence of feasible technologies with 
Operating Company needs. It results from a 
decision to develop a specific produc.t at 
a time that it will be of practical use. 
Specific development projects are undertaken 
for well-identified products ,and with 
project completion objectives. At the 
termination of one specific development 
another mayor may not be started depending 
on advances in the technology and changtng 
needs of the Operating Companies. But 
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applied research continues as long as that 
field is of current or potential significance 
to telecommunications. 

"Q. If you review the progress in an applied 
research area and find that technology and 
Operating Company needs are not joined closely 
enough to warrant specific product development, 
what do you do? 

tlA. If, in our judgment, the pot.ential of the 
technology remains great, we will continue 
applied research. Our work in magnetic 
garnets to advance the technology of bubble 
memories, is an example. It was only after 
years of searching that we found materials 
with requisite properties ~nd reliability. 
We started specific development of a recorded 
announcement device using bubble memories, 
while continuing applied research in magnetic 
garnets. Just what technology to emphasize 
in applied research and what technology to 
pursue in specific development are separate 
decisions thae involve a great deal of 
analysis and management judgment." 

Dr. McKay contradicted Mr. Humphrey'S opinion that Bell Labs ~ 

is ~ "service department of Western Electric", pointing out that R&FD work~ 
(as disting~ished from SD&D) is undertaken whether or not it is in the 
best interest of Western Electric as a manufacturer (citing examples of 
research mentioned earlier in this opinion). 

Pacific's vie~?oint on patent administration was offered by 
AT&T witness John E. Dennis, Mar~ger of License Contract and Regulatory 
Matters. Mr. Dennis stated th3t the staff's recommendation that all 
patent expc':'I.ses be paid for by Western Electric and charged against 
royalty income would actually cause the OTCs to pay more than at present. 

"Each company is billed for associated domestic 
patent work based on the percentage of research, 
development and related Bell Syst.em work performed 
by BTL during a givc~ period of time. 
Accordingly, because Western funds a higher 
percentage of BTL work than AT&T, Western has been 
billed a higher percentage of the expenses of the 
Laboratories' patent activities rel~ting to its 
research, dcvclopcent and other related activities 
conducted on behalf of the Bell System. If these 
expenses were to be deducted from royalties, 
Western would, in effect, only be paying 50~ rat.her 
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than paying a higher pe-:cent:.age based on the 
pro~rt1on of the funding of BTL's research, 
development and other inVentive activities on 
behalf of the Bell System. The net effect would 
be that the operating companies would be paying 
a higher percentage of the regtllar B'IL patent 
~es than they are now paying." (Exhibit 304, 
pp. 17-18.) 
!he witness pointed out that patent expenses are not deducted 

from royalty income by Western Electric but are charged against Western 
Electric's products, except for litigation expenses directly concerned 
with enforcing Bell System pa.tents, and expenses concerning patent license 
agreements. Western Eleet~ic's expenses in obtaining U.S. patents, 
in making novelty 'and right-to-use studies, and oeher do=estic patent 
activities are "charged by Western Electric as expenses against its 
products and are not deducted from royalty income before the royalty 
income is shared with AT&T." (Dennis, Exhibit 304, pp. 18-19.) 

According to Mr. Demds, work in the area of patent procurement 
and "general patent studies" is not performed in the same area as 
invention-related patent work. Be stated that the staff's understanding 
of Bell System cross-licensing agreements is en:oneous. Most:such 
agreements are bilateral and when necessary, in order to balance the 
exchange values, the other Party undertakes to meet specific royalty 
obligations to the Bell System (Exhibit 304, p. 20). Mr .. Dennis 
eo~cluded (Exhibit 304, p. 21): 

~ost patent license agreements entered into by 
Western do not include an obligation for the Bell, 
System to make royalty payments, as such, but do 
require the licensee .to mAke cash royalty ~yments 
to Western if the licensee uses licensed Bell 
Syst~ patented inventions." 
Pacific's final criticism of the staff's approaen to 

investigating Bell labs' use of license contract funds is that the staff 
failed to investigate the value of the ~ditures to Pacific by 
contacting Pacific or Pacific's personnel.12I 

12I This argumen~ also applies to staff witness O'Rourke's 
tavestigation of the various AI&T 4epartmenes, discussed elsewhere. 
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Pacific presented the testimony of C. lee Wade, Pacific's 
Director of Affiliated Interest Studies. He seated his responsibility 

was reviewing contracts and agreements with AT.&T "to assure that the 
value of the services to Pacific equals or exceeds our payments under 
these contracts." (Exhibit 305, p. A-l.) 

Mr. Wade stated that he reviewed the "tangible output" of the 
QAterial investigated by Mr. Humphrey and found that A significant 
amount of it assisted Pacific:. in "develoI)ing procec:lures to 1210S1: 

effec:.~ively utilize and operate exisctng equipment." (Exhibi1: 305, 
p. B-4.) He c:.1ted the foll~~ examples, all of which Mr. Humphrey 
regarded as "produc:.t related" (Exhibit 305, pp. B-4 to B-7): 

"1. A procedure for using a computer to c:.ontrol 
the testing of c:.oin sets under various loop 
arrangements, c:.entral office configurations 
and environmental conditions. 

"2. Methods for marking and identifying coinage 
for security investigations. 

"3. Studies of various techniques for mounting 
power equipment and methods to dissipate or 
transfer the heat generated by power 
equipment. 

"4. Development of standards for wiring for use 
in prew:i.ring of buildings ane! in providing 
wiring arrangements for mobile homes. 

"5. Studies for determining the extent of fraud 
in a geographicar area inc:.luding measuring 
tec:.hn1ques and how to evaluate the 
statistical data generated. 

"6. Work related to the establishment of optiMum 
inventory levels required to maintain 
service and other studies related to the . 
economics of field repair of produc:.ts versus 
junking or return. ' 

"7. Investigation of ways to remove water from 
pressurized underground and PIC cables. 

"8. Dev4~10pment of methodology to determine the 
opt~ point in time to rehabilitate buried 
cable. 

"9. Preparation of a handbook establishing 
standards and guidelines for maintenance of 
loop plant. 
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"10. Development of computer programs to be used 
by the outside plant engineer in the 
analysis and design of pressurization sys~ems 
by determining the ?pt~ location of air 
sources and the location of pressure 
monitoring devices. 

"11. Procedures fo: meehanjztng repair service 
admin'stration records, am.lysis aDd testing 
procedures. 

"12. Procedures and computer programs to assist 
the operating companies in the assignment 
and record keeping functions peresiDing to 
main frames to minimize the investment and 
operating costs by relieving congestion and 
improving load balanc.e .. 

"13. Overall planning for wire center distributing 
frames including a reorganization of existing 
trunk frames which are being exhausted. 

"14. Studies to assist the operating compllnies in 
reducing the DUmber of trouble reports 
closed out as 'no trouble found.' 

"15. The review of the existtng outside plant 
engineering practices to determine if they 
are current and provide adequate information. 

ft 16.. Studies of the procedures used in the upkeep 
and restoration of the outside plant 
facilitiesassoeiated with carrier systems 
in order to develop more effective 
proc.edures. 

"17. Investigation of the possible use of 
Automatic Message Accounting data in the 
analysis of switching trouble reports. 

"18. Studies to determine the feasibility and 
desirability of consolidating small comm"ity 
dial offices into larg~r entities by use of 
pair gain devices. 

"19. Studies of new uses for loop electrc,nics in 
urban and suburban networks as well as 
finding new ways of economi~lly providing 
and upgrading servic.e in rural areas. 

"20. Analysis of transmission, signalling, cost 
and administrative considerations associated 
with the design of long routes. 

"2l. Development of a c.omputer based system for 
the collec.tion and analysis of operator 
reported troubles. 
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"22. Development of economie models and studies 
to assist the operating companies in 
determining the most cost effective way of 
accomplishing a conversion or of operating 
its equipment." 

!he exhibit identifies the above list only as R&FD work, but 
it appears to fall within the parameters of systems qiueering. 'I'b.e 
same may be said of a subsequent list (Exhibit 305, pp. B-9 to B-l1) 

~eallng With ensin';*~5 ~delines for the use of general trade products 

and .another l.1st (pp. B-13 to B-14) encompassing the tollowing! ' 
"l. Studies of ways to pro~ae ~1.f1.<:.1.A~ 

tcfleetions for recorded speech WhiCh will 
re~c:.e ~e amount of storage in audio 
mmO'Ullc.ement systems. 

"2. Studies to limit the electrical noise 
associated wieb. power eqW.pcDeXlt and 
studies 'of packaging and mounting power 
equipment. 

"3. WOl:k with optiCAl fibers to analyze the 
reliability of loop transmission systems 
based on optical fibers. 

"4. Studies of methodology which will inCl:e4Se 
the efficiency, reliability and load 
carrying capabilities of existing equipment .. 

"~. Exploration of tecl:mology to .allow pair 
gain devices to solve the fluetuating 
mobile homes telephone demand. 

"6. Studies of outside plant configurations 
associated with carrier equipment. 

"7. Investigations to improve the reliability 
and maintenaxlC:e procedcres of existing 
equipment. " 

Mr. 'Wade concluded this portion of his testimony by stating 
that in his opinion, this work benefits the 0TCs in the form of new 
information on whieb. to plan new services (Exhibit 305, p. B-14). He 
stressed that, unlike a manufacturer, Pacifie must provide a total 
coma:nm~ cations network. 

o. Discussion 
A:s an important preliminary, we see no legal or regulatory 

reason to reserve the application of our determination on the use of 
license contract funds by Bell Labs for future proceedings. As explained, 
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we deal here not with "accounting changes" for the Bell System bt.tt with 
determining Pacific's test year revenue requirement. To the extent that 
we are convinced that license contract expenditures by Bell Labs are 
not the responsibility of Pacific's ratepayers, they will be disallowed 
in this proceeding. 

Basic research and applied research will be discussed 
together since they present the same analytical problems. 

In our opinion, neither the claims of the staff and others 
supporting the staff, on the one band, nor those of Pacific, on the 
other hand, are entirely borne out by the evidence. We have been led 
to the conclusion that, regarding the two "research" categories, the 
proc:luct is equally useful in potential benefit to the ratepayers via 

modernization and improvement of the network or telecO'DXll'mj cations 
generally, and, on the other hand, in potential advancement in techniques 
of designing and marketing competitive products. Stated from a different 
perspective, the work performed, even'in the "applied" ~tegory, is 
basic enough so that the majority of it c.am'lot be clearly labeled "OTC 
related" or "product related". Therefore. we should allow 50 percent of 
the expenses in these "research It ca~egories as proper license contract 

expenditures. 
We have made previoUs reference to M:r. RlDPhrey' s conc~t. 0 f 

proc:luct relation and to the fact that in his opinion, new methods are 
not possible without new products (~t p. 13). Such a broad conclusion 
is insupportable. and applying this reasoning to Bell labs' work under the 
license contract leads to disall<Nance of projects 9 although it might be 

possible to conceive ultimate "spinoff" benefits in the product field. 

There is,' for ex&nple. the work performed wi'Ch basic devices. 
such as the semiconductor, the transistor, the laser. magnetic garnets, 
and the silicon solar cell. "Ihere is no demonstration that such work 
necessarily deals with embryonic ideas for future marketable products. 
The devices themselves, in their laboratory form, are not marketable 
telecommunication products, and there is no evidence ~t there are 
any :Bell System "pioneer" patents on them,l~/ from which royalties would 

l§! Subject to certain ltmitations, it is possible to patent a pioneer 
or basic invention. ~estinshouse v Bovden Power Brake Co. (189~) 
170 US 537; see discussion, walker on ~atents, la Ea., vot. 4, §225. 
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be derived.. Dr. McKay points out that the transistor was originally a. 

laboratory device used ~ an exper~ent demonstrating signal amplification 
in a solid state material, and, at that point in its development, of no 
commercial use (Exhibit 298, pp. 18-19). While work presently in 
progress con~erning basic devices may eventually lead to marketable 
products f it is at least of equal likelihood that such experimentation 
will result in improvements in network transmission or network 
configurations. 

Other clear-cut examples are the projects discussed in 

Dr. McKay t s testimony tmder basic =esearch and those experiments at the 
more esoteric or purely scientific end of applied resear~ The evidence 
and argument offered by the staff and the various interested parties 
do n~t":de.motlS'tra'te, in our opinion, "product relation II as we have 
defined ehat term earlier in this opinion. 

Applying the reasoning of Dr. Tanenbaum and Dr. McKay 
across-the-board to .all basic research, applied. research, ald systems 
engineering is not possible, however. ~en certain Bell Labs cases, 
submitted. for review, are examfned.12I (It should be remembered that a 
major difficulty in examining the testimony of these witnesses is that 
their descriptions of areas of work were not correlated to budgetary 
categories or specific eases. We should order, in future investigations 
on this subject, that suCh a tie-in be presented.) 

Thirteen supposedly representative cases were examined by 
Compath and Interconnect (Exhibits 314 and 316)..32/ The results of this 

1~/ 

20/ -
Reasons "why only a limited number of eases were exam;ned are 
reviewed, ~, pp. 18-22. 
Pacific resisted production of six other eases, Pacific'S counsel 
stating (tr. 8491) that, if necessary, Pacific would agree that 
the expenses concerning them could be disallowed. The ALJ did 
not order their production but said that ~ his opinion the 
nondisclosure created a presumption that the expenses associated 
with them should be disallowed. Later in the proceeding, a 
different attorney for Pacific withdrew from the previously stated 
position (tr. 8573). Regardless of this c~e in position, we 
agree with the ALJ. Refusal to produce in this ins1:allce amounts 
to a failure of proof that the expenses should be borne by the 
ratepayer. Cf. Evidence Code, Section 550. 
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examination demonstrate that as one moves from extremely conceptual 
research toward more specific goals it bec~es easier tn some cases to 
identify a tie-in with SD&D, while in other cases the lack of such a 
connection is more readily shown. 

Case 38896 is entitled WEogfneering Studies of Bustness 
Communications Systems". This was a continuous or "annnal" ease which 
terminated in 1976. Its introductory statement for 1976 says: 

"This eontint.z.ed 8nnual ease covers engineering 
studies of, ana formulation of requirements for, 
Business Communication Systems including Customer 
Switching Systems, Key Telephone Systems, 
Business Services from Central Offices, AUtomatic 
Call Distributors, and Special Private and 
Government Systems. In addition. it covers 
assistance to operating companies on specific 
customer applicatio~ and on related pr.oblems 
as agreed with the American Company." 
The content of the case contslDS repeated reference to the 

Dimension PBX, usually by its generic name, CSS-20l. A review of the 
entire ease shows that the description of it in the opeDing brief of 
Compath and Interconnect is essentially accurate and that it is 
principally concerned with developing standards and features for Western 
Electric PBX vehicles, principally of the Di=ension variety and developing 
pricing models for PBX's, although the ease also includes pricing work 
on business communications systems generally. 

Case 38765 .. "Fundamental Development of Business Cormmmicatious 
Systems" - and its case description indicates that it covers fundamental 
development of new and improved business commm; cations systems including 
self-can~ained PBX systems "usable over the entire range of customer 
sizes", key telephone systems, systems ~ombining PBX and key features~ 
aDd certain exploratory work on other phases of business communications 
systems. 

Although the words "fundamental development" appear frequently 
in the authorization, a fair reading of it shows that it is not~ in the 
category of basic research as defined by Dr. McKay but is closely 
related to development of business terminal equipment. 

The above two cases are the most clear-cut examples at the 
"product relation" end of the spectrum, but oe.~er cases show similar, 
although lesser, connections with terminal equipment. 
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Case 49186 is titled "Network Operations Planning" and a 
reading of it shows that this title is.a fair description of most of the 
work; however, one subsection of the ease indicates work supportive of 
the Dataspeed 40, and another paragraph shows certain studies ;egarding 

PBX features (although regardtng the latter, Dr. McKay testified that 
the feature belonged to the network and not the PBX; tr. 9032,:",9033). 

Case 39394 is continued researCh to the basic'elements of 
communications systems. At the risk of o~ersimpli£ying its synopsis, 
it may be described as research into the use of the silicon integrated 
circuit in the network, and how to increase network reliability and 
mainta~bility through silicon chip circuitry. Compath and Interconnect 
point out that the case includes some work respecting development of 
digital PBX terminal equipment. While Dr. McKay testified (tr. 9044-

~O~j) that thi5 i5 not a prOdQ't1gn 6y~~em, 'he ge~'r~p,~gn ~n .be ~e 
seems to indicate that ~rototype equipment is being developed. To 

place this work in ptoport1ou, we should mention that the di~ital 
swit~g system work is covered in one paragraph of a 20-page case. 

Case 20137 is a 20-page do~ent entitled "Fundamental 
Development of Common Systems" and by its description covers exploration' 

of ringing tone and cadence systems, digital storage systems, and 
recorded announcement systems whiCh are used in "switeh;ng and customer 
systems" • A reading of this case seems to indicate that it may have 
equal application to the network or to certain types of customer 

equipment. 
Case 49008 is entitled "!:affic Network Planning". It is 

cited in the opening brief of Compath ~d Interconne~t as a case in 

which design of termiX1al equipment is being conduc..ted. !he brief does 
not make reference to mly particular paragraph. A reading of the case 
seems to indicate that it in fact concerns traffic network plann;ng, 
with the possible exception of a section referring to private network 
traffic analysis. 

Case 20410 is entitled "Fundamental Development of Device 
Design Methods and Concepts". The Compath-Interconnect opening brief 
cites it as another example of development of product related features. 
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The work is basic in nature but some of the work seems at least. equally 
useful in network. configurations or. in some terml.nal e<;,uipment.. For 
example, it is mentioned (p. 3 of the case) that a certain proposed 
design could satisfy needs ranging from k.ey telephone controllers up to 
control applicat.ions of minicomputers. 

'We have stated that the budgetary (R&FD vs. SD&D ) dividing 

lines are not arbitrary. Basic or conceptual work under R&FD must be 
done before it makes e~onomic sense to commence more specific work tn 
the actual product design field under SD&D (tr. 8354). However, the 
testimony of Dr. McKay (tr. 9014-9098) does not rebut the showing of 
the staff and others, based on a review of the aC1:Ual cases, that there 
is in many instances a comparability between R&FD and SD&D. A scenario 
in which SD&D personnel amciously wait at the door for Prometheus to 
spring forth with a torch of fire from the Olympian realms of R&'FD is 
unrealistic. The real world is found in Exhibit 315, the accounting 
manual for Bell Labs. whieh demac.strates a, correlation tn certain are.a.s 
between work conducted for AT&T and work conducted for western Electric. 
M the staff pointed out (Exhibit 286, pp. 2-11 and 2-12): 

"'l'h.ese [fundamental development) cases quite' often 
have counterparts in the cases which are funded 
by Yes tern Electric under the Specific Design 
and Development category. For example, AT&T . 
Case No. 20105, 'Fundamental Development of 
Magnetic Devices' is c~able to Western 
Electric Case No. 20247, 'Development and Design 
of Magnetic Devices'; AT&T Case No. 20107, 
'Fundamental Development. of Primary and Secondary 
Energy Sources' is comparable to Western ElectTic 
Case No. 20207, 'Development a:r1d Design of 
Primary and Secondary Energy Sources'; AT&t Case 
Case No. 20104, 'Fundamental Development of 
Piezoelectric Devices' is comparable to Western 
Electric Case No. 20245, 'Development and Design 
of Piezoelectric Devices.' This comparability 
of cases, of which the above examples are a ~ll 
part, shows the continuity of the research and 
developmene efforts in those fields in which 
materials, devices and products are the end result. 
Further, such comparable cases as those shown 
above are worked on by persons in the same 
departments." 
Drs. McKay and Tanenbaum, point out that much of the research 

work leads to publication of data of general use to the 0'I'Cs. and others. 
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There are other areas, however, regarded as secret. It is not possible 

,to estimate precisely what percentage of the secrecy relates to product 
oriented development as against, for example, patentable devices having 

general application, or methods having only network application or some 
other use which is not marketable. There i~ nothing; improper in the 
Bell System's protecting its inventions fr~ piracy., but since this is 
necessary we are'not prepared to presume that which exists 1n this area 
iS,lOO percent related to telecammrnjeations research which has 
potential value only to the orCs, and which has no potential value to 
Western Electric and its future marketable products. 

Regarding systems engineering, it is our opinion that the 
same 50 percent disallowance should apply, based on this record. We 
should be able to make a more precise allocation in this category but 
we are not always certain whether p8-¥ticular cases fall into the systems 
engineering catego~. 

!he case ~ch shows the clearest product relation, discussed 
above" is a systems engineering case (Case 38896). Cases in which 
disc.losure was refused (see footnote 20) appear to be systems engineering 
eases or at least to contain elements of systems engineering (see tr. 
8482). A disallowanc.e should be made which will cover such nondisclosure, 
not as a penalty but because Pacific bears the affirmative burden of 
showing its ,expenses under the license contract reasonable. 

On the other hand, we disagree with Mr. Humphrey',s proposed 
disallowanc.es in the "network engineering" category (part of systems 
engineering).111 Clearly, the direct purpose of such work is 
impro~ement of the network and any possible product application is 
consequential. We recognize that merely labeling a project "network 
engineering" does not make it so, but a general review of this category 
and the staff testimony connected with it convinces us that the expense 
is of primary and direct benefit to the OICs. 

.£!I On two occasions Mr. Humphrey stated that, in his analysis, he 
made no distinction between "products" available to the public 
and those useful only as part of the basic telephone plant. 
(Ir. 7220; 7277 et ~.) He further statec that this was true even 
if it could be snown-that no one other than Bell labs was performing 
research in a particular area (tr. 7280). 

-56-



• • A.SS492, C.lOOOl dz 

Regarding quality assurance, we are coav1.nced that the work 
done under this case is of direct benefit to Pacific and the other arCs. 
It should be noted, however, that: the staff witness was understandably 
tnfluenced in his determination by the unavailability of the Western 
Electric-funded quality control case material. We recognize its probable 
sensitivity (and the fact that none of it is ratepayer-fended), bat if 
we are to continue to recognize quali~ assurance as a legit~te rate­
payer expense in fature 1avestigations, at least a sampling of quality 
control material should be made available far comparison purposes in 
future investigation on this subject. 

It would defeat the parpose of quality assurance for Western 
Electric to fund it;22/ such funding would ask the manufacturer to 
approve, not on its own behalf, but on behalf of the "customer" (the 
eTC) the quality of the products. Under 1:b.e present system, quality 
assurance personnel can stop a shipment from Western Electric to at1 arc. 
The work described in this area by Mr. Dennis is of direct value to the 
arcs. While we are willing to disallow individual expenses under this 
program brought to our attention which are demonstrated to be inappro­
priate, the quality ~.sur~ce program in general cannot be characterized 
simply as ~lity control for Western Electric. 

R.egarding patent administration, based upon Pacific r s 
explanation of its funding, we will make no disallowance.. While 
Mr • B.UlD'phr~ r s recoar:m.endat1on may be sound from a theoretical standpoint, 
it a-ppuently would result in the ratepayers actually paying more than . 
under the present procedures. 

In conclusion concerning Bell Labs, we recognize that Pacific 
is part of a high .. tecbnology industry and that: we should allow Pacific 
to support research and development to its benefit and the ult1maee 
benefit of its ratepayers. Oar purpose here has been to attempt to 
separate that·portion of such work or pr~ary benefit to Pacific and 
its ratepayers £rom work of primary benefit to AT&T, the AT&T shareholder J 

or Western Electric. 

We recognize that we cannot tell AT&T how programs should be 
ftmded and that our purpose is to determine allowable expetuses 
far setting rates; however, the staff's ~t was that th:~s 
expense is appropriately funded by the manUfacturer. 
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A. Introduction 

The staff license contract investigation also encompassed 
the AT&T departmental use of license contract funds. Staff 
recomQendation~ reg~ciing disallowances fall i~~o ~b:ee bas1c 
categories: (1) recommendations cased upon product relation Similar to 
the staff's analysis of Bell Labs; (2) reco~endations based upon the 
staff's view that the expenditu:es are the direct responsibility 
of the AT&T shareholder; and (3) cer'Cain':nis cellaneous categories. 

The first category co~ce.~s the £ollowing departments and 
d..i. vi~ions: 

for: 

11.1 

t!:./ 

• 
Marketing Department, consisting of: 

Product Management Division 
Market Management Division 24/ 
Service Management Division-­
Sales Development Division 

Customer Services Department, consisting of: 
Cust~er Facilities Division 
Customer Assistance Division 
Functional Accounting Division 
Corporate Security Division 

Engineering and Network Services Department, 
consisting of: 

Network Operations Division 
Transmission Division 
Switching Division. 

The second category concerns license contx-act expenditures ' 

195 Broadway Corporation 
Administrative Service Depa.-tment 
Treasury Department 
Secretary Department 
Public Relations and Employee Relations Department 
Dues, 'DoDations. and Contributions 
Commtnity and Education Relations Division 
Public Relations Planning . 
Advertising,. Closed Ci:euit TV, and Films Expenses 

In most instances the staff was supported in its recommendations 
by Compath and Interconnect and by TURN. wll.ere there are 
significant differences, the positions of these parties will be 
discussed separately. 
Called the "Market Services Division" by the staff. Except when 
quoting from staff exhibits or testimony, the name Service 
Management Division will be used. 
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Legal Department (exclusive of antitrust) 
Antitrust Lawsuit Expense 
Washington Office 
Controller's Department 
Executive Department. 
Miscellaneous recommendations not falling into either the 

"product relation" or "fnvestor fnterest" category concern expenditures 
connected with: 

~xm8n Resources & Development and EEOC expenses 
AT&T mOving expenses 
Taxes (federal and New York State). 
As with Bell labs, we will attempt to decide whether the 

activities in each area are properly ~rne by the ratepayer. 
Exhibit 296 contains over 400 BDPs. If we "analyze tnese one ~t 
a ti::ne we will not enunciate :-ules or principles app11 cable" in . " 
future proceedings, since no matter what determination is made on one 
BDP one may single out another which suggests the opposite conclusion 
for the sanle general area.. More importantly, a department-by-department 
determination is better than a one-at-a-time BDP analysis because BOPs 
are constantly modified 0:: term1:nated and new ones begun. Analyzing 
BDPs one at a time would, therefore, at best, produce a result whiCh 
would be accurate for one point in time only. 

The "product relation" category concerning the Marketing, 
Customer S~rvices, and Eng~eering and Network Services departments is 
proposed as a disallowance in futUre cases only, on the same theory that 
Mr. Humphrey proposed this treatment for Bell Labs t adjustments. We 
rej ect this approach for the same reason we did so with Bell Labs: that 
we deal not with "accounting changes" for AI~T but how much of the 
license eontraet is reasonably billed to Pacific'S ra:epayers, regardless 
of how AT&! (or Pacific) should accoUnt for the expenditures. Expenses 
not properly chargeable to the ratepayers will be the subject of a 
present disallowance in this proceeding. 

One problem common to all departments was the method of 
allocating overhead. Apparently for accounting convenience, AT&T 

?laced most office overhead expenses into two accounts. !he staff 
determined that a more realistic assessment of true expenditures on a 

-59-



A.S5492, C.10. km/ks • 

· · 

departmental basis would be obtained by reallocating overhead among ~he 
departments in proportion ~o total amount expended. Wit:ess O'Rou:ke 
thus accomplished the following overhead redistribution (Exhibit 286, 
Table 3E). 

A.T.Mr - LICEl:SE CONtRACT 
Schedule 0: Overhead llloea.tion 

. · . · . l'Ot&l . · · · : Department · Overhe~ :~...ment : · · :: De-:>a...-tment : ~ : .A~~1 

Executive $ 5,765,ll9 $ 7SO,Sl2 
Federal Regulator.?' 2,541,123 1,024,834 
Secreta::-,' 860,191 55l,88S 
State Regtllatory' 4,567,922 2,17.3,614 
Customer Service ~,697,e53 9,6U,l2l 
Eogineer:tr.g ~ Netowork Se:-nc= 20,fR1,620 9,066,219 
Corporate PJ..an,.,;ng 4,18'1,545 1, '7Ol, 6ll 
PtJ.blic Relatio~ Employee Ic.to:r:mation 11,322,l;6 3,8'l.4,42l 
Legal 7,057,593 3,lZl,697 
Marketi:ag 2$,082,174 9,1:34,1.l6 
I.a.'bor Relatiotl.3 955,U5 26S,6Sl 
Controller:s lS,415,264 16,198,:}94 
'l'rea3u;ry 2;,438,47.3 25,307,067 
Construction Pla:cs 5,799,292 . ' 2,696,~~ 
Adnrln;"traticn D 9,610,679 4, Sl7,312 
Adm;ni.,tration. C 10,482,;50 4,755,751 
W~h.:1llgton. O!".!ice 1,4l4,906 694,186)31 
Mm1n;"t.ra.tive Servic= 62,422,194 (57,28;,202 
Human Resou...""Ce5 Devel0lDen.t 9,;63,96~ :3 ,920,693 ...)i 
HRD - General Dep;ar...men.t 2·7l2zll.l. ~~:l:6~2:220_ 
Bell Telephone tabs 
Non-OVerhead Items 

Total S22Zx478%u'2 S 28.!..2L:228 

.Y' Overheads applied inellJde ~'t.mt!s for ~ion. md 
death be:le1'1t:1, other employee ben!'1t.s, :social :seeunt:r 
taxe:s, rerrt, .,Adnrln;i:strative Services s:cd Human Resources 
.Depar..me:lt. :serrl:og the General Dopartme:l~ • 

.Y Ovorh~ applied 
Ro::rt. allocated to other depa..""tme:lt.:s 
Adm:Silitrat1ve Services alloea.ted to other deps..-tm~ 

.lI Ove:,hesdz applied. 
HRD alloc:ated to other depa.. .... ...me:t'~ 

: Ex'OeMe · · 
$ 6,545,m 

3,565,957 
l,.4l2,O79 
6,7.u,~ 

33,338,974 
29,653,839 
;, es;,; ,:1.:;6 

l;,1:36, 571 
' 10,l85,290 

)4,216,890 
1,224,066 

34,61:3,6;8 
;0,74;,540 
8,495,625 

l4,127,991 
1;,238,301 

2,109,092 
5,l36,992 

l:;,4S4,6S6 
4,079,6,23 

217.,07St7~ 
2l.:966:~ 

S~4.9Sl,,2~ 
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The amounts in the table are totals and not Pacific's share 

of the billings~ 
Paeific did not submit any rebuttal to this reallocation, 

and we adopt it.~1 Amounts for departmental expense quoted hereafter 
inelude the redistributed overheads. For specific budgetary amounts, 
recommended disallowances, and adop:ed amounts, see the table tn 
Seetion V of this opinion. 
B. An Overvi~ of "P:-oduet: Development ff Arguments 

The staff sees the Marketing, Customer Services, and Engineering 
and Network Services Departments as ."integral parts of the Bell System 

. product development process" (Exhibit 286, p. 3-29). Cited is the fact 
that "product teams" have been formed: 

~I 

"Product teams are comprised of personnel from many 
disciplines within the Bell System who study a 
product or concept relative to their respective 
expertise. Members of product teams include 
representatives from AT&T's Marketiug, . 
Administrative C, CustOQer Services, Engineering 
and Network Services, Controllers Departments, 
BTl and Western Electric. The members of a 
product team change as a product progresses from 
concept, to maoufacture, to introduction into ehe 
market place. In the early phases of development 
the product team will have need for the 
technological expertise of the team members fram 
BTL, Engineering and Network Services and Customer 
Services; as the product becomes more tangible, 
the team members from Western Electric, Controllers 
and Administrative C Departments will play a 
dominant role. !he responsibilities of the 
product team continue th:ou~out the life of the 
product to include profitab~lity analysis and 
competitive position analysiS which define or 
assure the advantage of marketing the product. 

"The expenses incurred bY' the product teams t members 
from AT&T are charged to the licensee companies 
as License Contract expense. The expenses of 
members from Western Electric are recovered 
through western's sale of products. The expenses 
of BTL are recovered partially from License 
Contract and partially from ~estern. 

"For the test period the staff has determined that 
the Marketing, Customer Services, and Engineering 
and Network Services Depa.-tment each perform work 

The reallocation was contested in a few specific areas which will 
be discussed hereafter. 
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related to product development. Product 
development expenses charged in the License 
Contract fees to Pacific for the test period are 
set out below: 

. Marketing Department 
Customer Services Department 
Engineering and Network 

Servic.es Department 

Total 

$ 458,647 
263,871 

538 1 667 

$1,26l,185"~1 
The staff concludes that the expenses incurred by the product 

team wich are related. to the development of new products "are as much 
a component of product cost as the raw materials from which the product 
is made". (Exhibit 286, p. 3-30.) 

Pacific does not dispute the existenc.e of product teams, but 
takes the position that the s~f does not understand their function, 
nor the functions of the departments they represent. Pacific's pOSition 
is (1) that the staff failed to determine the value of the activities 
to Pacific; (2) that the support it receives from AT&T in this area 
enable it to understand customer needs and devise offerings (not 

"products") to meet those needs, manage its marketing, tariff service 
offerings, inventories. and lives of service offerings, and measure 
results of sales efforts; (3) that the staff witness misunderstood the 
purpose and effect of much of the material he examined; (4) that many 

"products" identifi:d as such by staff wituess O'Rourke are actually 
network eompon~nts and of no loek-in value to ~estern Electric; tn 
other wor~, the staff confused the term rtsystemrt with specific products; 
(5) that the staff failed to consider the effect of its recommenaations 
on the cost of service; and (6) that the evidence does not support the 
staff's theory that tnaz'keting and associated activity leads to Ul'lder­
priCing of Western Electri? products. (See, generally, Pacific's 
opening brief, pp. 37-58.) 

'lJ./ The figures indicate only the staff's opinion of amounts which 
are product related. !he total amounts allocated to Pacific 
(including redistribution Ot overhead) are: Marketing Department. 
$3.8 million, CUstomer Services ~art:::l:Dent) $3.7 million. anel 
Engin~erin~ anel Network Services Department, 53.0 million. See 
the 'table in this opinion, page l07. 
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There is no separate breakdown for "product teams" since 

they are interdepa.-tmental. The staff's and Pacific's general arguments 
in this area must be considered separately as to each department since 
the functions are different. Regarding "underpricing", we have no 
price evidence before us, and, in any event, as we have previously 
outlined in some detail, our objective in this proceeding.is to 
determine Pacific's operating ~ense level for rev~e requirement 
purposes, not to force western Electric price revisions. 
c. Marketing Department 

The AT&T Marketing Department has experienced rapid growth 
follOwing a 1973 consultant's investigation and report (Exhibit 310) 
entitled WMeeting the Competitive Challenge in Business Terminal 
Equipment"~ The report is an extensive analysis of marketing, not of 
methods of funding or of what particular products should be manufactured 
(or, in the alternative, purchased). !he staff's comment that the' 
report calls for the Bell System "to Change from its previously 
technological approach to the telec~tnieation industry to a market 
needs approach" is a reasonable description. 

The staff describes the four divisions of the Marketing 
Department and.makes recommendations as follows (EXhi~it·286, pp. 3-31 
to 3-34): 

~keting Deoartment 
"The Marketing Department of AT.&T. has grown 
significantly in size and responsibility during 
the last four years. The primary reason for 
the growth in the Marketing Department was in 
response to a management policy restatement of 
the responsibilities of the de~artment, calling 
for the Bell System to change from its previOUsly 
technological approach to the telecommunication 
industry to a market needs approach. 

"The organization of this department is patterned 
after a basic structure for the AX&T Marketing 
Department which was development and recommended 
by an outside consulting firm, McKinsey and 
Company, Inc. This consulting firm was hired to 
conduct a study of the business terminal equipment 
market. Th.e report that was issued by that firm 
is entitled 'Meeting the Competitive Challenge in 
Business Terminal Equipcent.' It is evident, 
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therefore, that the growth in size and operating 
expenses of this department was in direct 
response to competition the Bell System was, and 
still is encouncering from other manufacturers of 
telecommunication equipment. !he Marketing 
Department is composed of four divisions which 
approach the telecommunications market from 
different perspectives. The four divisions are 
titled Product Management, Market Management, 
Marketing Services, and .Sales Development. The 
following paragraphs describe the function of the 
fou:' divisions.. The expenses of all divisions 
of the Market.ing Department are allocated to the 
License Contract companies on the relative 
relationship of revenues. 

"Product Management Division 
"The Product Management Division is composed of 
four operating sections, Visual Comrmmj cations 
Services, Customer Switching Products, Pricing 
Plans and Station Products, and Data Services. 
This division is product development oriented 804 
is in the forefront for proauet introduction. 
mOnitoring product profitability and eventual 
termination of a product offering. The work 
undertaken in this division does not re~resent 
the singular effort of one section, di~sion or 
department. !his division is charged with 
coordinating the efforts of all participants 
(other AT&T departments,· Bn and Western Electric) 
whose efforts are directed to development of new 
products or the modification of existing products. 
!he division's work is principally prodUct t~ 
activity which includes the planning for features 
to existing products, monitoring the profitability 
of products in the market place, and assistance 
with pricing principles relative to both existing 
proCucts and products under development. 

"Conclusion 
~!he staff concludes that the expenses that the 
Product Management Division incurs in its 
participation in the development of new products 
should be. borne by a manufaeturing company. 
~rket Management Division 
"The Market Management Division is composed of 
four sections, Industrial, Commercial, GEM 
(Government Education and Medical) and C:-oss 
Industry. Generally, this division performs the 
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exploratory market identification work which is 
intended to determine the needs the business 
community has for telecommunication services. 

/lIn order to manage a review of all markets, this 
division has dividea the telecommunication 
market i:nto 62 groups which have com:non traits; 
they include nonprofit organizations, inventory 
sensitive industries and commercial enterprises. 

"Market Services Division Service r-'J2.na ement 
lvislon 

"The Market Services Division develOps and manages 
service offerings to insure t~t services are 
responsive to market needs and that pricing 
policies are profitable. In aadition, this 
division provides general AT&T marketing support 
activities including product and market research, 
customer anc competitive research, economic 
trends, systematized data bases, coordination 
of advertising and sales promotion programs. 

"This division also performs the market research 
on residential and long distance customers much 
the same as Market Management Division performs 
on business customers. the research is published 
as Market Plans, Service Plans, and Market 
Strategies. 

"Sales Development Division 
"The Sales Development Division's purpose is to 
assist operating telephone companies in becoming 
more effective in their sales efforts. !he 
major functions performed include developing 
sales action programs and guidelines that support 
~rket and product plans being introduced by the 
operating telephone companies. This division 
also provides guidance to the telephone companies 
for restructuring the sales and customer service 
function which include(s) guides on selecting, 
training, and compensation for sales ~~d service 
personnel. 

"'The development work of this division covers 
principally training materials. The materials 
cover a large strata of topics related to the 
marketing effort of the operating telephone 
companies. 

"Summary - r-'.a.rketing Department 
"Based upon its review of the department, the 
staff has determined that $458,647 billed to 
Pacific in the test period as License Contract 
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fees are expenses which directly relate to the 
development and evaluation of products WhiCh are 
manufactured by Western Electric. 

"Conclusion - Market.ing .E;pal"tment 

"Tl\~ Maxketing Department engages in activities 
that relate eo the developmene of ?r~ets wn~Ch 
~e manufactured by Western Electric." 
Edward Goldstein. Director of Product Manage:ent in AI&X's 

Marketing Department, t.est.ified. t:n.a.t in his opinion the activities of 
the Departm~t were pr~ily of benefit to Pacific and the other OTC$. 
He stAted that the phrase "product management" is a marketing term used 
by a number of different industries and means t~e management of all 
aspect.s of product or hardware used by the orcs to provide tariffed 
service offerings. He described the growth in market~g &~ necessitated ... 
by (1) general Availability of inexpensive computing power which 
necessitates more communications specialists to recommend new services; 
(2) inflAtion, Which necessitates development of cost-cutting in 
installation, repair, and inventory; and (3) competition. In this 
regard; he. said (Exhibit 301, p. 6): 

"There is increasing competition faced by the 
Operating Telephone Company f:om companies who 
provide communication products and services to 
customers. In addition, there are other common 
carriers who provide intrastate and interstate 
private line services in direct competi:ion 
with Operating Telephone Company tariffed 
service offerings. !he Operating Telephone 
Company must conttallously adapt to keep .itself 
in position with new tariffed service offeriugs, 
priCing options, and sales strategies to 
compete with these orgmlizations in providing 
commun'eations services to its customers." 
The increased. activity is centralized at AT&T, he said, to 

make full use of highly qualified specialists. The Market Management 
Division of th.e department aIl8.lyzes market segments, such. as: 

. "transportation, ·which is further segmented into 
airlines, trucking railroads, etc. 

"distribution, which isfu:ther segmented into 
food chains, discount sto:es, catalog sales, etc. 

"residence - which is further segmented into 
various socio-economic groups, such as by age 
and income." (Exhibit 301, p. 9.) 

-66-



A.. 55492. ColO! km/ks • 
The studies are usually performed with the assistance of the OTCs. 

The purpose is to develop market strategies for each market segment. 
In this regard the witness comments (in part): 

"If, in the process of studying the market segment, 
there is a need or application identified for 
which there is not a tariffed solution currently 
olwailable, a general statement of this identified 
c.ustomer need is prepared. Th.is statement 
addresses the specific comrmmieations needs in 
this marke-c segment bu-c does not indie.a-ce what 
the hardware solution ougn-c eo De. the statement 
merely aescr~oes tne emerg~ng communications 
needs of the Operating Telephone Company customers 
and is not product related nor supplier dependent. 

"This statement, which is ref erred to as a 
'Functional Product Need', is ~ransmitted to the 
Product and Service Management Division for 
evaluation of alternative solutions which could 
satisfy the identified needs." (Exhibit 301, 
p. 11, emphasis added.) 

Regarding staff witness 0' Rourke's view of the above process, the 
witness states emphatically that it exists to enable the OTC to meet 
c.ommunications needs and identify communications problems, not to farther 
the interest of the product supplier. !he witness cites the following 
examples as results of the wo:k: 

n[P)lanning and recommendations for tmplementtng 
PhoneCenter Stores, where customers have a chance 
to see and try out a variety of tariffed services 
before making a choice. This method of 
distribution is less costly for the Operating 
Telephone Company, provides a more efficient 
means for the residence customer to become aware 
of available services tariffed by the Operating 
telephone Company, and therefore re~lts in lower 
eqarges to the ~ustomer. It is also important to 
note that the products of several manufacturers 
are distributed through PboIteCenter ch.a.tmels, 
therefore this work is not dependent upon ~y 
particular supplier. It is in the interest of 
the Operating telephone Company and their 
ratepayers to have these more effi~ient and 
economical distribution outlets available. The 
benefits realized f:om better distribution 
methodS will go to the Operating Telephone 
Company, not the supplier. 
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~Recommendations of organizational structures for 
the Operating Telephone Company sales forces to 
permit them to better meet their customers' 
needs. For example, in the business market this 
has led to the reorganization of the sales force 
on a market segment basis t thus enabling 
salespeople to better understand specific 
customers' needs and to recommend tariffed 
offerings that best meet these needs." (Exhibit 
301, pp. 13-14.) 
Mr. Goldstein discussed the Produc.t Management Division and 

Service Management Di~sion together. stat~g that their functions are 
(1) to generate detailed req~rements on behalf of the OTCs for new 

services or for modifications of existing services; (2) to coordinate 
introduction of the services by the OTC; and (3) to prov1de.adv1ce and . 
assist~ce to the OTC on all existfng tariffed services to assure 
continued profitability. In this connection he stated: 

~If there is no existing or planned tariff offering 
to meet this need, then the Bell System Purchased 
Products Division is requested to review available 
General Trade Supplier hardware which might 
satisfy the Operating Telephone Company's needs. 
If there are no General Trade products available, 
the AT&T Engineering and Bell Telephone 
Laboratories organizations are requested to . 
evaluate the technological and economic feasibility 
of developing new hardware. If this analysis 
results in strong indications that hardware could 
be developed and made available, within the cost 
objectives, detailed requirements are prepared 
for the new equipment. These requirements are 
not hardware designs. They are not a substitute 
for the development of equipmen't designs and 
manufacturing data which are ~roduced and utilized 
by the manufacturer.~ (Exhibit 301, p. 15.) 
The witness also responded to the staff's characterization of 

interdepartmental product management teams with the following 
descriptions of some of the teams: 

"The Customer Services and Engineering and 
Network Services organizations analyze and 
recommend specific equipment configurations 
that will satisfy the majority of customer 
requirements. (E.g., in a PBX system there are 
a variety of configurations of equipment 
possible depending on the number of stations at 
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a customer location, the specific feature options 
chosen, the amount of traffic generated from each 
station, etc.) In addition, this organization 
also provides estimates of the amount of t~e 
required in the Operating Telephone Company to 
engineer specific system configurations to meet 
individual customer needs. 

"The Customer Services, IDstallation and Repair 
Organizations estimate the amount of t~e,required 
in an Operating Telephone Company for its people 
to install each equipment configuration at a 
custOtIl.er location. This organization also 
estimates the amount of time and the materials 
required to assure the continued satisfactory 
operation of the system. This includes activities 
such as repair and preventive maintenance. 

"The Construc.tion Plans. Inventory Management 
Organizations recOtmUend the amount of each 
equipment component the Operating Telephone 
Company should hold in its inventory to assure 
meeting customer demands and for repair purposes. 
!hey also develop the procedures for the 
Operating'Telepnone Company to manage .its 
inventory which is an essential element in 
controlling t~e costs of providing service. 
Note that the objective of this work on inventory 
control is for the benefit of the Operating 
Telephone Companies - it is their inventory, not 
the suppliers t, that is being mana.ged. 

ftThe Service Costs OrganizatiOns develop and 
recommend the methodology and provide computer 
programs to assure that all costs that an 
Operating Telephone Company will incur associated 
with the purchase, installation, maintenance and 
inventory are identified and accounted for in its 
rates. 

"The Rates and Tariff Planning Organizations 
develop ane provide guidelines for the ~rating 
Telephone Company on the recommended payment 
plan and rate structure for each se:Vice 
offering." (~iibit 301, pp. l8-l9.) 

!he witness pointed out that the teams perform their work on behalf of 
the OTCs, not the manufacturer. He pointed out: 

"A manufacturer specifies and charges a price 
for its hardware - a ve:y impor:.ant element in 
the cost of the Operating Telephone Company's 
providing service. However, in additio~ to 
this equipment cost, the Operating Telephone 
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Company incurs costs for installation, 
maintenance, inventory, selling, promotion, 
taxes, overheads, etc. during the market life 
of the equipment. All of these items must be 
recovered in the rates for service. The proper 
identification and recovery of all these cost 
elements are critical to the profitability of 
the Operating Telephone Company. It is the 
responsibility of each Operatin~ Telephone 
~gmpaDy, ~ re~pgn~~~~'~;Y ,~; ~ m~~n; ~~~ize 
is independent of the mam..tfacturer, to minimize 
~es C&p~t~ ~nvestment. to control its expenses. 
an~ to ensure ~hat its revenues exceed cos~s." 
(Exhibit 30, p. 21.) 
Accord~g eo Mr. Goldseein, once & service offer~ is 

tariffed, the Product Management. Division and the Service Management 
Division perform "life cycle management", which includes such matters 

as'~racking and strategies for fmprovtng profitabilitY' (Exhibit 30l, 
p. ZZ) and o~her markeetng research fgnceions. 

Mr. Goldstein's testimony eoncludes by discussing specific . . 
BDPs and his opinion of the value to the OTC. 

Pacific also expressed the same criticism of the staff's 
investigation of marketing as it did relating ~o Bell Labs, that the 
staff witness never contacted Pacific's personnel to determine the value 
of the work at the "OTC end" of the spectrum. Pacific:. introduc:.ed the 
test~ony of R. J. Brown, Pac:.ific's Assistant Vice President of 
Marketing, on this subject (Exhibit 303). After reviewing the structure 
of his department and its goals, he reviewed several specific areas 
where in his opi'Uion the AT&T marketing efforts under the license 
contract were useful to Pacific, such as the PhoneCenter store concept, 
direetory advertistng researCh, cotn and mobile telephone developments,. 
and revenue forecastfng, none of which benefit Yes tern Electric 
(Exhibit 303, pp. 15-22). 

'!be witness described "product management" work as managing 
the investment of Pacific in equipment (p. 23). He cited the following 
example of work in this area (Exhibit 303, p. 26): 

"COM KEY 416 was introduced in 1977. Documents 
of advice and assistance were provided by AT&T, 
including cost methodology, training info:rmation, 
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rate and tariff guidelines and service strategies 
to indicate What cust~er needs the service would 
best fill. 

"AT&T also provides product management pricing 
consultation which gives advice and assistance to 
Pacific's P:oduct Managers on pricing matters for 
most new services. (Est~tion of revenue 
producing lives, carrying out long Range Incremental 
Analysis, analyzing causes of price level 
inconsistencies in rate proposals, etc.) 

"In addition to this kind of information from AT&T, 
we get product information from Yestern Electric 
just as we do from general trade manu:acturers. 
this information consists of detailed instructions 
for installing, maintaining and repairing the 
equipment and is provided to us as part of the 
equipment purchase." 

He also cited a specific example of a situation involving AT&T's 
marketing research WhiCh led Pacific t~ the conclusion to offer a product 
manu!actured by an "independent" ::-athe:- tlla.:c. by Wester:l Electric. Tbis 
was the case of Western Electric's Dtmension 100 PBX. 

"!he DIMENSION 100 PBX would have served basically 
the same 'S ize PBX customer as the Northern 
Telecom SG-l 8lld SG-U PBX line which Pacific 
had been actively merchandising in California 
since 1974. 

"We felt it would not be economically prudent to 
offer a second vehicle in this line size and, 
therefore, run the risk of creating undesirable 
chum and shortened life of 1:he exj.sting 
product." (Exhibit 303, p. 33.) 
!he remainder of this witness' testimony (Exhibit 303, pp. 

36-72) is devoted to analyzing the BDPs in the marketing area. which 
staff witness O'Rourke recommended for disallowance and explaining their 
value, in Mr. Goldstein's opinion, to the aTC. 

Exhibit 296, a compilation of BDPs, consists of over 400 
of them 271 divided by sections into BDPs for Marketing, Customer 

21 Based upon a count of the tabulation and review of them in the 
appendix to the brief of Compath and Interconnect. 
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Services, Engineering and Network Services, and Public Relations and 
Employee Information. One BDP is made up of several pages containing a 
description and the goals of the BDP, along with budgetary and data 
processing information. At the expense of brevity, a small sampl~g of 
the marketing BDPs will be reviewed since all the parties concerned 

. with the ma:keting issue rely upon them in support of their respective 
positions. Compath and Interconnect, for example, recommend a heavier 
(90 percent) disallowance o{ marketing expense than the staff, based on 
a review of them. 

EDP l222/0CO: This EDP is recommended for disallowance by 
both the staff and Compath and Interconnect. It is entitled "New 
Products, Basic" and its "general description" statement reads: 

"Direct the final development and introduction 
to the OTCs of new customer network switching, 
key telephone, PBX and central office products 
designed to meet the varied needs of customers 
sp.axming the very sma 11 to the very large 
sizes; lead the Product Team in development of 
all supporting information necessary to permit 
timely uniform offering of new products; 
develop new or augment existing Product Plans 
and Binders for these new products; support 
OTCs in introducing products ~ their companies 
& in responding to RFPs (requests for produces)." 
Under "description of results to be accomplished", it is 

stated that the goal is to remain competitive in product offering~. 
Several new terminal products are mentioned as specific examples. 

Pacific's witness Goldstein testified that all the marketing 
BDPs should be allowed as a license contract expense. His statement 
concerning EDP 1222/0CO is (Exhibit 301, pp. 42-43): 

"This BDP supports activities necessary for the 
Operating Telephone Company to introduce as 
tariffed offerings certain new customer 
switching products (Key Telephone, PBX, etc.) 
in its serving area. This effort results in 
documentation of guidelines provided to the 
Operating Telephone Company covering relevant 
cost esttmates, recommendations on measurement 
systems for managing related ~vestments and 
expenses, and recommended pricing structure and 
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estimated pricing levels for new customer 
switching produces. This information is 

• 
provided to the Product Management Team in ehe 
Operating Telephone Company which will modify 
the recommended guidelines consistent with its 
local conditions so it can develop the information 
required by its regulatory bodies for filing 
tariffs. 

"Contrary to the allegations of the staff this 
effort is not done in the interest of the 
supplier. Rather, this effort is clearly 
performed in the interest of the Operating 

, Telephone Company which must file cariffs for 
new service offerings in its operating areas, 
and Which must efficiently manage its investment 
and 'expenses." 
Another BDP recommended for disallowance is BDP l222/0EO, 

"Life Cycle Management - Basic". Its general description says: 
"Managemen~ and imorovement of existing product 
lines; includes planning feature improvement to 
existing systems to meet customer needs and 
thereby protect installed base; implementing 
tracking plan to dete:mine costs, revenues, 
investment and profitability of our products; 
providing specific guidance on the pricing of 
~rovements and the repricing of existing 
offerings and on the phasing out of selected 
products." 

Under "results" the objective is stated as the updating of current 
offerings. Included under specific examples are Centrex and varieties 
of PBX and key equipment. Elsewhere it is mentioned that mainta;Ding, . 
and possibly increasing, contribution levels on existing products is one 
objective. (Mr. Goldstein's direct testimony does not contain a 
statement on this BDP.) 

, 

An example of a ~ifferent variety is BDP 1222/OGO~ "Product 
Price Positioning". Its general description reads: 

"Provide results of product pOSitioning studies 
to AT&T Product Managers in sufficient detail, 
and with appropriate documentation, to permit 
conversion into product specific pricing 
guidelines, rate & tariff letters inclucing 
ranges of rates; to oversee the short term & 
long term pricing of the customer switching 
products with specific attention paid to 
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product interactions and product position; to 
analyze eXisting or develop new market 
information in support of price levels 
recommended; to form long range plans for 
positioning products; to examine structure & 
levels for existing products and make 
recommendations regarding repositioning; to 

• 

make available computer tools to facilitate 
tRIA studies and educate OTCs in their use; and 
to conttnue to seek out methods that permit 
rapid introduction of customer switChing products 
with more uniform structures & level." 
LRIA stands for "long range incremental analysis", a type of 

cost study used in designing rates. One of the goals of the BDPs is 
to allow orcs to file tariffs for new products within a narrow tfme 

after their availability. It is mentioned that failure to carry out 
the goals described would result in (among othe~ ~hing$) ~ lo~s of 
ability to manage profitability. 

Mr. Goldstein's statement regard.ing why this is a rea.soll8.ble 
license, contract expense is (EXhibit 301, pp. 43-44): 

"This BDP covers work to provide methodologies 
and guidelines to the Product Managers in each 
Operating Telephone Company which will permit 
them to analyze the pricing of all of their 
customer switching services. The objective of 
'this effort is to assure that each tariffed 
serrlce is properly priced in relationship to 
other similar services, to assure that each 
tariffed service is recovering all of its 
associated costs with proper contribution; ~o 
refile tariffs on existing services if necessary; 
and to file tariffs on new related services with 
consistent tari:ff structure and price levels. 
The foregOing is what we refer to as product 
price positioning. This work will also 'enable 
the Operating Telephone Company to file tariffs 
for new service offerings in a more efficient 
and timely m.emler. 

"The allegation of the staff that t this effort 
is directly related to development and evaluation 
of products manufactured by Western Electric' is 
wrong. Contrary to the apparent misunderstandi:lg 
of Mr. O'Rourke, we are talkins about the pricing 
of tariffed services that the Operating Telephone 
Company offer, rather than the relative prices 
for a supplier's hardware. !he thrust of this 
work is to assure that each customer switching 
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service is tariffed to 4ecove4 all of its eosts. 
Also, it is in the interest of the Operating 
Telephone Company, and its custome4s, to 
introduce tariffs for new services in a timely 
fashion so that the Operating Telephone Company 
can be competitive in the marketplace. The 
sole objective of this work is to provide advice, 
and assistance to the Operating Telephone 
Company so it can better manage its existing 
and new investments to meet the comrmmj cations 
needs of its custome4S." 
Another example of the same variety is BDP 1223/1BO - "PriCing 

Strategy and Plans". Its general statement for 1977 says "Development 
and implementation of a unified terminal equipment pricing strategy 
and specific prieing plans." !he general statement for 1978-1981 says 
"Refinements and elarifications of various pricing plans." No specific 
p40ducts are mentioned. Objectives are listed as development of 
termiDal equipment pricing strategy; government prieing plans, instal~ent 
billing plans, and 4efinement of the two-tie4 prieing plan. witness 
Goldstein'S testimony on thi~ BDP is (Exhibit 301, p. 45): 

"This BDP funds work to develop and evaluate 
various strategies for pricing all types of 
station products offered under tariff by the 
Operating Telephone Company. The focus is to 
provide guidelines to the OperatiU$ Telephone 
Company on the long term contribut:l.on of 
potential prieing plans such as !w~Tier and 
Installment billing. It should also be apparent 
that these issues relate ~o how the Operating 
Telephone Companies, including Pacific, recover 
their investment and expense with such new 
pricing plans. 
~!his effort is not done in the tnterest of a 
supplier and does not relate to the prices a 
manufacturer should Charge for its equipment. 
Rather, the work is clearly performed in the 
interest of the Oper.ating Telephone Com.panies 
Who must file tariffs for their serviee 
offerings. The structure of these tariffed 
offerings must be competitive with the pricing 
options available to the customer from other 
communications equipment providers." 
What might be described as a third cat.egory are BDPs having 

no specific connection with rates, rate structure, costs, or equipment 
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configurations. BOP 1254/0LO, for example, is concerned with developing 
product/service statements for various industrial market sectors. 
Under "resul~s", various market sectors such as "aerospace" are 
mentioned. Anoener example in the same category is BDP 1254/0BO, entitled 
"studies, plans, strategies" and its general description reads: 

"To develop Market Plans and Strategies for enose 
segments in the Industrial Sector for which none 
have yet been prepared; this includes preparing 
industry profiles, condu~:ing industry market 
studies with leading-edge customer p and completing 
written Bell System Market Pl~ and Strategies 
based on the analysiS of these profiles and 
studies." 

Certain industrial market sectors suCh as ~forest and paper products" 
are mentioned as targets. 

Discussion: The massive evidence on this one !acet of t;he 
case does not point to the easy eategor1ca1 solutions suggested by the 
parties. Pacific is able to maintain that 100 percent of the ~keting 
work paid for by the license contract should be allowed because it 
measures the work against a "benefit to the OTC~ standard which is so 
broad that it overlooks whether the arc is in fa,c.t the direct or prima.ry 
beneficiary (c.f. discussion; ~, pp. 13-14). The staff .and Compath 
and Interconnect wou~d exclude all marketing work connected with studies 
of rates and costs, ~ecause such s~udies refer in pa:t to. products. 

!he BDPs discussed above illustrate the problem. !he £irst 
two are, in our opinion, pr~ly concerned with marketing specific 
products, despite the statement of Mr. Goldstein on one of them. the 
last two have, at the most, an indirect and consequential application to 
any termil;lal equipment.. The middle two ("product price positioning" 
and "pricing strategy and plans") are the problem because they are 
typical of a large amo'l.l:lt of marketing BDPs. They defy, easy categorization. 
!hey contain, in varying degrees, elements useful to the orc and the 
Bell System manufacturer, ~estern Electric. wllile they may, to au 
extent, promote the use of Western Electric products, they also assist 
OICs in formulating rates, rate structures, and marketing strategies. 
Furthermore, the work involved in some of them is general enough so 
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that the principles involved may be useful even when an OTC offers, 
say, a PBX manufactured by a Western Electric competitor. 

We believe that the interweaving of objectives is such that 
an allowance of 50 percent of the ,license contract marketing expenses 
is appropriate. It is no easier to select a specific percentage than it 
was with the Bell Labs researCh expenditures. Furthermore, specific 
BDPs are started, c:.h.anged, and terminated constantly. By allowing balf 
the marketing expenses we recognize marketing's value ,to the OTC wienout 
ignoring its connection to Western Electric products. wnile we 
ackno~ledge(and believe we are carrying out) our responsibilities under 
Northern Califon'lia Power Agencv v POC, supra, we do not think this 
forces us to decide that Pacific must cease spendfng sums on marketing 
equipment, Whether manufactured by Western Electric or an "independent" 
manufacturer (in competition with a manufacturer or distributor who 
sells terminal equipment directly to the public). We recognize the 
contribution to Pacific's revenue requirement that the offering, under 
rates, of termtoal equipment-makes. This contribution=ay tend to keep 
rates for the residential and single telephone business user down. 
Ignoring this fact might have a detrimental long-range effect on rate 
levels for the small user. 

Compath and Interconnect point-out that in Decision No. 88232 
in this proceeding (December l3 y 1977), our main rate order, all of the 
marketing expenses were disallowed. The variOus license contract 
adjustments tn that decision (mimeo, pp. 71-73) were made for rate 
setting purposes based upon what we deemed to be the best information 
a.t the time, pending full hearings on the license contract evidence. 
For ~xample, in that decision'we allowed all of the Bell Labs 
fundamental research expenses which are the subject of a 50 percent 
disallowance in this decision. We do not regard the license contract 
determinations of Decision No. 88232 controlling here, except as they 
remain unchanged by this decision. 
D. Customer Ser..rices Department 

!he staff's Exhibit 286 (pp. 3-35 to 3-37) contains a succinct 
summary of its view of this department: 
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"The Customer Services Department of AT&T is composed 
of four divisions, Customer Facilities, Customer 
Assistance, Functional Accounting, and Corporate 
Se~urity. The general function of this department 
is to consider the problems and needs that the 
operating telephone companies experience when 
servicing customers. !his department provides 
assistance to the operating telephone companies 
regarding operating plant located between the 
cent~a~ office and customers: premises 1 8nQ services 
requ~r~ng personal contact Wlth customers. !his 
de~Artment also participates extensively in ehe 
product development process and ~s very active on 
product development teams. 

"Customer Facilities Division 
~The Customer Facilities Division of the Customer 
Serviees Department is composed of six sections: 

"1. Daea and special se,ry1ces. 
"2. Management operational analysis. 
"3. Installation and repair 

pro~edures. 
"4. Customer equipment systems. 
"5. Outside plant, safety and 

supplies, administration. 
"6. Operations of the Bell System 

Center for Administrative 
Training. 

~!he staff interviewed responsible representatives 
of this division and examined materials supplied 
to Paeifie. !he services performed by this 
division fall within two general categories, (1) 
assistance in tne product development process and 
(2) centralized study, design and monitoring of 
operating telephone companies' systems to assist 
in the management of customer premises plant. 
Examples of the two types of activities follow: 

"1. Assistance in the ?roduct Deve~opment 
Proc:.ess. 

"a) Assistance to Bn.. .md. 
Western Electric for the 
development of coin 
telephones. 

~b) Assistance and direction 
to Bell labs and ~estern 
Electrie for the d.evelopment 
of Private Branch Exchanges 
(PBX), Key Telephone Sets, 
other voice terminal equipceut 
and data comrmm; cation 
instruments. 
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"2. Centralized study, design and 
monitoring of operating company 
systems. 

"a) Provide uniform procedural 
manuals to assist the 
operating company in 
installation, repair, and 
testing of customer premises 
equipment. . 

"b) Provide the operating 
telephone companies with 
uniform methods to assess 
the efficiency and 
productivity of customer 
premises equipment. 

"Customer Assistance Division 
"The Customer Assistance Divisio~ is charged primarily 
with providing assistance to the operating companies 
for all activities Which require contact with 
customers. The sections of ~~s division are, 
Operator Services, Business Services, Productivity 
and Forecasting, Training, Organization .and 
Collections and Contact ,sales and service) 
activities. 

"Generally, che work of this division entails 
designing procedures for operating and managing 
service functions which require large groups of 
people performing identical tasks. Additionally, 
this division participates in the design and 
development process of products which are necessary 
for the provision of customer assistance services. 
Examples of the type of services provided by this 
division include: 

nl. Development of operating orocedures 
for operator handling 0: all types 
of telephone caLls and the 
development of practices for new 
or existing equipment. 

"2. Development of procedures fo~ 
billing and collection 
activities. 

w3. Collaborate with Btl on the . 
development of operator services 
equipment. i.e., Traffic Service 
Position Systems, Directory 
Assistance, Call Distributing 
Systems, Automatic Intercept 
Systems and other products. 
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"4. Development of traini~g 
materials for large team 
management training courses 
aimed at training managers of 
labor intensive operator 
services and to deal with 
special management problems 
u.nique to suCh operations •. 

"5. Development of standa:d 
'units of work' for 
sophisticated customer 
equipment and to assist the 
operating companies in 
monitoring work force 
efficiency. 

"Functional Accounting Division - (FA) 
"!he Bell System has undertaken a full-seale re~s~on 
of its product and services costing system. The 
undertaking titled Functional Accounting (FA) is 
coordinated by this division. The purpose of FA 
is to develop an all-inclusive aceounttng system 
which will provide detailed information regard±ng 
the revenues aIld expenses of the Bell System 
service offerings. 

"!he activities of ~~is division tnclude 
coordinating with all other departments the 
neces sary procedures to identify component cOS.ts 
and revenues to determine the proper accumulation 
system. 

"Functional Accounting is an extensive effort on 
the part of AT&T. In the test period AX&! 
incurred and billed through the License Contract 
approximately $10 million. !he staff has not 
attempted to appraise the propriety of FA as a 
cost-effective activity. 

"Corporate Security Division 
"The Corporate Security Division of the Customer 
Services Department is a small division whieh 
provides the operating companies with general 
assistance on investigative techniques and general 
guidance in protecting Bell System assets against 
theft, sabotage and fraud. 

"Summarv - Customer Services De~rtment 
"Based on its review of eh.is department, the 
staff has determined that $263,871 billed to 
Pacific as Lice~e Contract expense is directly 
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related to the development and evaluation of 
products Which are manufactured by Western 
Electric. 

"Conclusion 

• 

"The staff has concluded that certain activities 
of this department are related to the development 
of new products.an4 therefore, are not a proper 
License Contract expense. Expenses related to 
product development should properly be borne 
by a manufacturing company." 
the staff exhibit states that it has determined the sum of 

$263,871 of the amount billed to Pacific should be disallowed. Using 
total licen~e contract figures (without the previously mentioned 
redistribution of overhead), Compath and Interconnect state that 
approximately one-third of this department's license contract expenses 

. relate to "competitive equipment ~d products" and should be disallowed 
(brief, p. 26). . 

John E. Dennis, manager of license con1:ract and regulatory 
ma1:1:ers for AT&T, sta1:ed that 1:he staff's recommended disallowance was 
based on a misunderstanding of the work. 

"These activities are necessa.-y to the provision 
of quality service and are not the responsibility 
of a manufacturer, whether it be Western Electric 
or a General Trade Supplier. !he Staff has a 
basic misunderstanding as to the work performed 
by AT&T and also the role which the Operat~ 
Telephone Companies must play in providing 
quality telecommunications service. !he effect 
of the Staff's proposal would be to place the 
Operating Telephone Companies and their customers 
in a vacuum unable to effectively influence the 
future developtnent of the t.elephone network. 
The Operating Telephone Companies, however, have 
an obligation to see that their re~uirement.s, 
and the requirements of their customers are 
adequately met. Stmply stated, AT&T through the 
Customer Services Department, is providing the 
Operat.ing Telephone Companies and their customers 
a vehicle by wnieh future service needs may be 
satisfied. 

"'!he Staff has also confused the term • system' 
with specific products. The Operating Telephone 
Companies must use specific products or groups 
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of products regardless of source in providing a 
service to its customers. Co.nsiderations suCh 
as maintenance, system and network compatibility, 
durability, capacity, etc., are necessarily a 
part of this process. Customer needs for new 
services which have been identified are 
coordinated by the Customer Services Department 
and requirements such as required capacity, 
compatibility, and durability are determined. 
Manufacturers, both Western and General Trade, 
must then design and develop equipment to 
satisfy the Operating Telephone Co~es' 
(their customers) requirements." (Exhibit 304, 
pp. 29-30.) 
The rest of Mr. Dennis' testimony on this subject is a review 

of the specific BDPs disallowed by the staff. 

In the interest of brevity. we will not discuss individual 
'a'Ct's as we did ~J.th. me:rketiug. The p-roolem u the seme.. Howeve:, 6 

review of all the Customer.Services BDPs in Exhibit 294 shows '4 slightly 
different slant than for marketing: it may be stated that a majority of. 
them do not concern competitive products while a minority have such a 
connection (see, for example, BDP' 0524/390 and BDP 0535/730). There 
are, as in marketing, arguable cases. The staff's adjustment is within 
tne range of reasonableness and will be adopted. 
£. Engineering and Network Services 

'l'he staff's review of this depa...-tment also resulted in 
recommending a partial disallowance of its activities. The staff's 
opinion of this department's activities is as follo~ (Exhibit 286, pp. 
3-38 to 3-40): 

"The Engineering and Network Services Department is 
charged with the general responsibility of providing 
planning, assistance and advice to the operating 
companies for all plant which connect central 
offices to the Bell Net~rk. 
~This department consists of three divisions, 
Network Operations, Switching, and Transmission 
which is oriented toward the technical aspects of 
operating a telephone system. Significant portions 
of this department participate in the Product 
Development Process in consort with representatives 
of BTL and western Electric. 
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"Network Ooerations Division 
"!he Network Operations Division performs coordination 
and staff work for the planning, design, maintenance 
and operation of the Bell System ne~work. Examples 
of the work of this division include: 

~l. Development of long range network 
plarming studies which evaluate 
the future needs of the network 
ineluding present and future 
possibilities in product 
modifica~ion or development. 

"2. Coordination and evaluation of the 
effects of current planning and 
tmplementation principles and 
procedures on long range planning 
results. 

"3. Assistance in development of 
forecasting methods for busy-hour 
eustomer usage and translating 
the forecasts to network capacity. 

"4. Publication of proeedures which 
enunciate the most efficient 
configuration of eentral office 
equipment When faced with service 
needs. 

"5. Coordination of BTL and Western 
Electric product development work. 

"6. Development of performance 
measurement plans to evaluate the 
quality of se:vices provided by a 
switching systet:. 

"7. Development of tra~n~~g eourses 
in operatiu§ and maintenance 
procedures .or network systems. 

"Transmission Division 
"The Transmission Division is responsible for providing 
guidance and expertise to the operating companies to 
all areas wnich affect the transmission of tele­
communication signals. The emphasis of this division 
is on lo~g and snort-haul transmission. In general? 
the process of transmission can be described as the 
transporting of a signal from one point to another 
while maintaini~g a consistent quality_ !he work 
of this division ineludes: 

"1. Development of systems and 
facilities which convert 
telecOtmml:lications signals into 
a transmittable form .. 
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"2. Design and development of 
transmission systems and 
facilities upon which the 
converted signal cay travel. 

"3. Guidance and direction of BTL's 
development of the type of 
products necessary, and 
characteristics the systems or 
facilities must possess. 

"4. Development of operations and 
repair methods for present and 
existing systems, and systems 
under development. . 

"5. Definition of statldards for the 
operating companies' construction 
of outside plant to assure 
compatibility and uniformity of 
Bell System plant. 

• 

"The Transmission Division is vitally involved in the 
Product Development Proeess. Some members of this 
division participate on. customer product teams and 
others on transmission product teams. This division 
sh:~dS considerable time in monitoring and imputing 
c ges into the development work undercaken at BTL 
and Western Electric. 

"Switching Division 
"!he SwitChing Division of the Engineering and Network 
Services Department is responsible for central office 
connection with the communications network. This 
division oversees the systems and equipment which 
process signals incoming fram a customer or the 
network. which necessarily must be switched to the 
proper line or trunk to be eireeted to the proper 
destination. The activities of ~~is division 
inelude: 

"1. Development and coordination of 
design modifications of Switching 
Systems whiCh will allow 
additional services to be offe~ed 
through the use of central office 
equipment. rather than through 
the use of customer premises 
e~pment. 

"2. Close direction and-monitoring 
of the development process of 
BTl and Western Electric to 
inelude the development of 
switching components and software 
equipment. 
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~3. Development of repair and 
testing procedures which are 
uniformly appll.c.able ':0 
standardized switching equipment. 

~4. Coordination for standardization 
of support systems and eGuipment. 

"5. Pareiclpation in the determination 
process of when to begin . 
production of a particular type 
of ~tc1ti.ng system. 

• 

"The Switching Division is involved ~th those product 
teams instrumental in the Product Development Process. 
The staff has 'determined that activities of the 
S~tching Division are contributory to the product 
development process. 

"Summarv - En5ineerin~ and Network Services 
"Based on its review of this department, the staff . 
has determined that $539,667 of the license Contract 
fees billed Pacific relate directly to the 
development and evaluation of products manufactured 
by Western Electric." 
Compath and Interconnect essentially support the scaff 

position, arguing that certain design activities are related to promotion 
of Western Electric's products (opening brief, p. 26)~ 

Pacific'S witness Dennis describes the work of this department 
as ensuring the efficient utilization of the network facilities 
(Exhibit 304, p. 42). We will summarize his testimony regarding the 
four divisions (Exhibit 304, pp. 43-52.). 

Switching Division: !he division is responsible for the 
engineering, operating, maintenance, and tmprovement of the telephone 
switching plant. This includes advance planning and establishment of 
performance standards. Staff's proposal~ would disallow some. of this 
type of work, for example: 

ED? 0631/060, which is a study to assure 
compatibility of switching and signalling between 
Bell and non-Bell operating companies. 
BDPs 0631/020, 030, 080, and 110, WhiCh concern 
engineering of voice terminal, exchange, 
intercity, and other switched services, 
introduction of new services, and efficient 
operation of existing services. 
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BDP 0631/070, concerning the newest eleetr~c 
toll S'Witching system. 
BDP 0631/100, regarding centrAlized operator 
assistance systems. 

The witness mentions other specific examples. He potnes out that the 
divisio~ also assists OTCs in central office performance measurement and 
power systexn.:, holds sem1nars rega.:::'ding engineering methods of reducing 
energy consumption of switching systems, and ~tudies ehe re-use of'power 
e~uipment from electromechanical switching systems in electronic 
systems. The staff, he points out, recommends disallowance of some 
BDPs 'which inc.lude this work. "These are not activities which a 
manufacturer should be expec.ted to perform", he said. (Exhibit 304, 
p. 46.) 

Network (n)erations Division: Mr. Detmis seaeed that this 
division studies long-range development of the nationwide network,and 
advises orCs how to plan for the future. He pointed out that the staff's 
proposed disallowance concerned only BDP 0625/050, whiCh should ~ 
allowed, in his opinion, as providing documentation to the orCs to help 
them efficiently eng~eer electronic switching systems. 

Transmission Division: Mr. Dennis described its' function as 
coordinating advance plannfng, including standardization and introduction 
of new or tmproved transmission. This includes advice and assistance to 
the Ol'Cs and education and training of management perso'Olle1 in 
transmission matters. Mr. Dennis said that the staff's disallowance 
'WOuld include much of t..~is work. He cited as examples: 

BOPs 0644/020, 040, and 060, concerning 
planning for future needs, efficient use of 
existing equipment, and re-use of equipment. 
BDP 0644/140, concerning technical and 
administrative network advice, includin~ 
~roviding OTC representatives to meet ~th 
~ndepeDdent companies, industry, and the u.s. 
Government. 
BDP 0642/420, relating to Dataphone service 
(impro~~g utilization of data equipment by the 
OTCs and reducing need for repair). 
BDPs'0642/710 and 820, regarding transmission 
maintenance engineer~g. 
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Discussion: A review of the individual BDPs in issue shows 
that Mr. Dennis f descriptions of them, and of the division's functions 
are substantially accurate and the staff's characterizations are not.~ 
The strongest evidence in favor of the value of this division's work 
to the orcs can be found by reviewing the individual BDPs themselves, 
~ne at a time. The work is clearly in the category of network 
engineering. In 141 BDPs, specific pieces of terminal equipment are 
mentioned in on~y two of them, a:nd regarding those two, a reading of 
the full BDPs shows that their purpose is solving network problems. 
Furthermore, it is impossible to conceive of the engineering work tn 
thetn as not being equally useful in connecting similar competitive 
equipment to the network. In this regard, there is even a BDP providing 
engineering support for evaluation of general trade (non-Western Electric) 
network transmission products for systemwide use. (See BDP 0644/130 -
"General Trade Programs".) 

The analysis of the staff, and of Compath-Interconnect, 
dismisses genuine network planning and engineering as a mere incidental 
to the selling ,of competitive products. On this record, there is DO 

basis for the disallowance of the license contract work of this division 
and none will be made. 
F. 195 Broadwav Corooration . 

With ~his section, we pass from the "product relation" 
problem and begin the analysis of whether certain license contract 
funds are used by AT&T for investor related functions. We have previously 
ruled that costs incurred primarily for the benefit of the investor and 
not the ratepayer are not proper ratemaking expenses. (Pacific Tel. & 
Tel. Co. (l964) 62 ePee 775,850; approved ~~. Pacific kel. & 
Tel. Co. v PUC (1965) 62 cal 2d 634, 663; 44 Cal Rptr 1.) 

2&1 The position of Compath-Interconnect is essentially the same as 
the staff's, except that Compath-Interconnect's individual analysis 
leads them to recommend disallow~~ce of certain BDPs in addition 
to those recommended by the staff (see appendix to Compath­
Interconnect brief). 
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!he 195 Broadway Corporation (195) is wholly owned by AT&T. 
195 owns and operates the buildings which house the General Departments 
of AT&T. 

The staff regards 195 as having been formed to comply with the 
New York State franchise laws "which prohibit two telephone utility 
companies from o"'''nin~ property in the same service area. Since New 

York is served by New York Telephone Company. 195 had to be created for 
AT&T to be in conformity with state law." (Exhibit 296, p. 3-3.) 

According to the staff, 195 provides space by purchase or 
lease, attends to providing furniture and fixtures 9 and janitorial 
services. As compensation, 195. bills AT&T at cost. However, AT&T 

'includes a return on its investment in 195 in the license contract 
billings. The staff report states: 

"The return is camouted upon AT&T's average e~uity 
investment in 195" as compared with the used and 
useful pro~erty 195 employs in rendering services 
to AT&T. For the test period the equity 
investment of 195 a110eated to license Contract 
activity was $216,90'7,916, while the used and 
useful property (rate base) was $111,320,400. 
The principal items which cause the difference 
between the rate base and the equity investment 
is 195's average construction work in progress. 
and a parcel of land 195 owns with no specific 
future purpose. 

"It is a basic regulatory principle that a utility 
should earn a return on the capital which it has 
invested in used and useful property employed in 
its service to the public. 
~The staff's review disclosed that there is no 
reasonable relationship between plant dedicated 
to servicing AT&T represented on 195's books 
and the equity investment which AT&T allocates 
to the License Contract. 

"The staff views the existence of 195 sit'n(>ly as 
a means to comply ~~th a legal techniea11ty. 
The staff believes that any defense raised by 
claiming that 195 is not a regulated utility 
and is not subject to ratemaking principles is 
inappropriate and does not recognize the true 
nature of 195. 

-as-



• A.55492, C.1000l km/ks • 
"The staff has calculated a rate base for 195 by 
calculating a weighted average of used and useful 
property in service~ a working cash allowance and 
a deduction for deferred income t~es." 

The staff recalculated 195's used and useful property and determined 
working cash allowance using one-balf of operating expenses for the 
period. The staff also removed from rate base certain real property for 
which there is no planned use. The staff recommends that 195's rate 
base "be recognized as the proper basis for determintng the reasonable 
amount of compe~ation for capital used by AT&T" in providing license 
contract services. 

P~cific (through AT&T ~tness D~s) agrees that the real 
. property With no specific future purpose should be removed from used and 
useful plant, and as a result of the staff recocmendation, AT&T has 
already done so. Otherwise, Pacific disagrees with the staff methodology •. 
~z. Dennis points out tnat 195 is not a utility and its financial 
position must be reported to the Securities and Exchange Commission (SEC) 
as a nonutility. 

Regardless of how this subsidiary must be accounted for to 
the SEC, we believe that a rate base calculation is appropriate for 
license con~ract pur?¢ses. we agree with Pacific's argument, however, 
that if a rate base approacn ~s adopted, allowance for funds during 
construction must be calculated, and therefore the proper adjustment is 
$842,699 rather'than the staff's recommended adjustment of $1,051,045 
(see, generally, Pacific's opening brief, pp. 89-92 and appendices and 
tables referred to there~). 
G. Treasurv Department 

The Treasury Department has two principa.l flmctions: (1 ) 
financial management of AT&T's investments in Eell System companies, and 
(2) management of the pool of funds. 

~gement of investments. According to the staff this 
category accounts for most of the expenditures of the department. ($3.5 
million was billed to Pacific in the test period.) The staff exhibit 
(Exhibit 286, p. 3-8) lists the following as the major functions in this 
area: 
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"1. Furnishing standards on banking, fina:ncing, 
and OTC treas~ depar~~ent practic~s. 

"2. ?roviding trends and statistics useful for 
capital planning. 

• 

"3. 'Developing and maintaining a complete system 
for pension fund record keeping reports and 
analysis. " 

The staff categorizes the above flmctious as those of a parent holding 
company in servicing its securities and recommends a total disallowance. 
While the testimony of Pacific's witness Wade shows that Pacific 
received some valuable financial advice from this depa.~ent, we agree 
y,~th the staff t4t such advice seems to be seconda..-y to the main 
purpose of servicing securities, and the principal beneficiary-of the 
activities in this category is the shareno!der. We adopt the staff 
adjustment. 

Pool of funds. The purpose-of these funds is described by ene 
staff as follows (Exhibit 286, pp. 3-8 and 3-9): 

"1. Provide advances to licensee companies on 
short notice with interest charged et 
average pr~e rates. 

"2. Provide short-term capital to licensee 
companies with interest charged at average 
prime rate. 

"3. Provide capital backing for operating 
company commercial paper issues. 

"4. ?rovide the financial backing for all , 
outstanding drafts of the operating companies 
at any point in time. 

"5. Provide AT&T with short-term investment 
capital when the funds are not advanc.ed to 
the operating coopanies. In the calendar 
year 1975 the Pool of Funds earned $85 
million on short-term investments." 

we are concerned here not with the funds themselves but with the cost 
of administering them. The staff seeks to disa110w,$29,817, the amount 
billed to Pacific for the test period, arguing that while the earnings 
from short-term investments are retained by AT&T and not credited to 
the orcs, the costs of administration are charged as license contract 
expenses. 
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Pacific points out that if the pool of funds were 
maintained, alternate methods of meeting legal and financia~~ 
for supporting outstanding drafts, tax liabilities, and eammercia~ 

would cause Pacific increased costs of $905,000. Pacific further star~~ 
"Mr.. 0 r Rourke has inconectly assumed tha:c the Pool ~ 
of Funds earns a retu...""n in two ways: from interest 
charged the operating coa:rpa:nies when funds are out 
on loan and from ee.rn:ings on short-tel:1ll inves::ments. 
As he reeognized (Tr. 7331-7332), monies ~ loan 
to the operating companies are no longer a part of 
the Pool of Fund.s, and tl'ru.s the only retu..-n of 
monies in Pool of Funds is from short-tel:1ll 
investments (Exh. 305, p. D-14). AT&T could 
certainly ea...--n a higher return from the monies in 
the Pool of Funds (Exh .. 304, p. '6; Tr .. 8953).. Both 
Y..r.. WElde and Mr. Dennis testified that if AT&T were 
to alloeate the interest income from the short-term 
investments to the operating compar~es, as 
recommended by Mr. 0' Rourke, and then rec;uire a 
return on the total investment employed in 
rendering this license contract service, as implied 
by Mr. O'Rourke's methodology, the cost to Pacific 
would be substantially greater than the $29 t 817 
paid by Pacific for the eosts of administer~g the 
Pool of Funds (Exh. 304, p. 6; Exh. 305, p. D-15; 
!r. 8954)." (Opening brief" p. 66.) 
The staff notes that for 1977-78, Pacific did not utilize the 

funds because :he rates charged by AT&X exceeded those available to 
Pacific from other sources. Therefore~ the staff argues, :here was no 
ratepayer benefit, at least for that period. 

We will allow these administrative expenses for the present. 
They are not an imestor-related expense. we will, however 7 review the 
subject in the fature, and if the AT&T pool of funds interest rates 
continue to be uneconomical for Pacific, we may revise our dete:mination. 
H. Secretary P.s2artment 

The staff excluded $139,948 billed to Pacific for the test 
year for this department, which staff Exhibit 296 lists as ~1n8 the 
following functions: 

"1. Preparation and coordination of executive 
and shareowner correspondence concerning 
general corporate policy. 

1'2. Coordination of shareowner, Board of 
Directors, and executive meetings. 

"3. Maintenance of minutes of Board of Directors' 
meetings .. " 
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Pacific points out that if the pool of funds were not 

maintained, alternate methods of t:leeting legal and financial requirements 
for supporting outstanding drafts~ tax liabilities, and commercial paper 
would cause Pacific increased costs of $905,000. Pacific further states: 

"Mr. O'Rourke has incorrectly a5Stmled that the Pool 
of Funds earns a return in two ways: from interest 
charged the operating companies when funds are out 
on loan and from earnings on short-term investments. 
As he recognized (Tr. 7331-7332), monies on loan 
to the operating companies are no longer a p~ of 
the Pool of Funds, and thus the only return of 
monies in Pool of Funds is from short-te:rm 
investments (Exh. 305, p. D-14). AT&T could 
certainly earn a higher =eturn from the monies in 
the Pool of Funds (E."<h. 304, p. -6; Tr. 8953). Both 
M:r. Wade and Mr. Dennis testified that if AT&T were 
to allocate the interest income from the short-term 
investments to the operating companies, as 
recommended by Mr. 0' Rourke, and then require a 
return on the total investment employed in 
rendering this license contract service, as implied 
by Mr. O'Rourke'S methodology, the cost to Pacific 
would be substantially greater than the S29 t 817 
paid by Pacific for the costs of administe~~ng the 
Pool of Funds (Exh. 304, p. 6; Exh. 305, p. D-15; 
'tr. 8954)." (Opening brief t. p. 66.) 

The staff notes that for 1977-78, Pacific did not utilize the 
funds because ~he rates charged by AT&! exceeded enose availabl~ to . 
Pacific from other sources. Therefore, the staff a-rgues, there was no 
ratepayer benefit, at least for that period. 

We will allow these administrative expenses for the presen~. 
They are no~ 8%7. investor-related expense. We will, however, review the 
subject to the future, and if the AX&T pool of funds interest rates 
continue to be 'mleconomieal for Pacific, we may revise Ott%' determinat:ion. 
R. Secreeary l2s'artment 

The staff excluded $139,948 billed ~o Pacific for the test 
year for this det>art:uumt, which staff Exhibit 296 lists as having the 
following functions: 

"1. Preparation and coordination of executive 
and shareowner correspondence concerning 
general corporate policy. 

"2. Coordination of shareowner, Board of 
Directors, and executive meetings. 

"3. Maintenance of minutes of Boud of Directors" 
meetings." 
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Witness Dennis' prepared testimony contains A brief statement 
(Exhibit 304, pp. 28-29) to the effect that the department is of 
benefit to Pacific ~.:n helping Pacific deal with its own boa%d of 
directors. 

'!he ACtivity of this department is olearly the responsibility 
of the stockholder aud tmy cost saving benefit to the ratepayer is 
incidental auci consequential. '!he staff's 100 percent disallowance is 
adop·~ed. 

I. Public Relations and Emolovee Information 
The AT&T Public Relations and Employee Information (PR&EI) 

Department, according to staff Exhibit 296 (p. 3-11), coordinates 
systemwide information and public awareness programs of the Bell System 
companies. It ~s composed of the following di'rl.sions: 

Advertising Admin1stration 
Closed Circuit 1:V aud Films 
Press Relations 
Public Relations Planning 
Employee Comrmmi cations 
Contributions 
Comrmmi ty a:cd Educational. RelatiotlS. 

The staff' $ exhibit lists the activities of this department as follows 
(Exhibit 296, p. 3-11): 

"1. Coordinates the national advertising effort 
of the operating telephone companies 
relative to sales and corporate activities. 

"2. Manages and operates the Bell System 
comrmm i cation network via closed circuit 
television broadcasts and films for 'TJ.Se with 
associated company employees and public 
audiences. 

"3. Manages the :sell System press liaison 
activity including responding to fnquiries 
from the world and national press agencies 
and magazines. 

"4. Undertakes research studies which include 
testfng of the effectiveness of public 
relations activities and defining strategies 
for future public relations activities. 

"5. Prepares exeeuti ves' speeches and 
correspondence whiCh deal with policy issues 
affecting the Bell Systems. 
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"6. Develops material which advises the public: 
of regulatory and financ:ial matters, 
including the annual report to share owners 
and newsletters. 

• 

~7. Designs and edits employee publications which 
are distribu~ed throughout the Bell System. 

"8. Mlmages the AT&T charitable contributions, 
educational and commun~ ty relations programs 
which include pro j ec:ts such as the AT&T 
CentennilJJ lJIld United States BicentElltdal 
Celebrations." 

!he staff made selective disallowances to the divisions (some 
of the 100 percent category) based upon its a:cal.ysis of each division. 

Compath and Intercotc:lect employ a different approach, 
analyzing the :BDPs in comlection w11:h PR&EI (par of Exhibit 296) 8ll.d 
concluding that 53 percent of 1:he departmental expense relates to 
promotion of competitive products and recommending a disallowzmce on 
that basis. 

TORN reeom.ends a 100 percent disallowance of the entire 
department, arguing that staff witness O'Rourke failed to apply 
~ssiou preeedentW properly when he reviewed the BDPs. 'I'URN 

includes, its own analysis in its brief. . 
Pacific criticizes the staff for failure to contact anyone at 

Pacific (rather than AT&T) to dete':%lWle the value of PR&EI expenses to 
Pacific in increasing its operating efficiency. Pacific's witness Yade 
reminds us that the BDFs furnished the staff are not for the test year 
period but for 1977 ,and, in any event, BDPs change constantly. Mr .. Wade 
stated that in his opinion staff witness 0' Rourke did not uc.derstand 
the value of many of the BDPs a:c.d took certain words and phrases out 
of context. Mr. Yade's testimony (Exhibit 305, pp. D-33 to D-83) 
explains the different seetioDal breakdowns for nmding purposes and 

TORN cites Decision No.'84902 (Pacific Gas and Electric Compasr, 
(1975) 78 CPUC 638. 688-696). See also our extens~ve diScuss~on 
of Pacific'S adve:tistng and our policies on advertising and 
public relations generally in Decision No. 88232 (December 13, 
1977) in this proceeding (slip opinion, pp. 56-69). Ye intend 
to apply those poliCies here. 
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analyzes many of the !DPs in this area individually. Mr. Wade did not 
contest all of the staff disallowances, but his general opinion is 
that the "vast bUlk" of the work promotes efficiency and economy in 

Pacific's operat1ous. (Exhibit 305, p. D-38.) 
Regardless of the fact that we might not have a perfec.t test 

year picture, we regard the BDPs as the best evidence available to 
test the assumptions of,the witnesses. ,All of the parties concerned 
with the issue :rely upon them ill support of their various positions. 

An examination of all the PR&EI BDPs in Exhibit 296 (there 
are over 80 of them) as well as the testimony and arguments of the 
parties, convinces us that on this record, none of the PR&EI expenses 
should. be regard.ed as proper license contract expenses. The BDPs show 
that Mr. Wade's opinions are in tDa'IlY i:D.stances not su-pportable or are 
of no assistance'in determining the value' of individual items as expenses 
to be borne by the ratepayer because his conclusions rest on a "benefit 

to the ~" test which is so broad as to encompass activities of 
primary benefit to the investor or ae.tivities in the image-bUilding 
area. 

~e will discuss examples in different categories to demonstrate 
how we reach this det~tion. !here are what 'might be described as 
"base" BDPs, as well as ,those for specific projects, which fund the 
day-to-day admipi stratiou of the divisions. (See, for exsmple, 
BDP 0931/002 and BDP 0951/105.) These will not be 'individually analyzed; 
in our opinion these 'Underlying adciD; strative costs stand or fall with 
the license c.ontract value of the specifically funded progrmns of the 
divisiOllS.~/ A further problem (as 'I'UBN points out) is that the 
distribution of the ?R&EI BDPs is not enttrely conSistent. The staff 

30/ - We stated previously (p. 61) that Pacific did not contest the 
redistribution of overheads.. ~1e Pacific made no argument on 
brief concerning this, M= .. Wade testified (Exhibit 305, p. D-43) 
that their application to PR&EI was inconsistent. However, the 
staff's methodology is more appropriate than the company's, cd, 
therefore, adopted for this proceeding. 
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recommended disallowances in an area covered by BDPs beginning with 
Serial Number 0976. Pacific, through Mr. Wade, contests the disallowances. 

Exhibit 296 contains no BDPs in the 0976 series. 
Advertising Administr~tion. A few of the BDPs in this area 

include administering national advertising efforts for yellow pages or 
specific service offerings (BDPs 09311002, 011, and 021). Most of the 

others are of questionable value in the area of advertising which we 
have allowed to be charged to the r~tepayer. The BDPs in this ~rea in 
Exhibit 296 include expenses connected with presentations at the annual 
AT&T meeting (0931/031), Disneyland expenses (0931/041),21/ experimental 
exhibits (0931/051, concerning innovative exhibit designs, the subject 
matter being unspecified), "Corporate Advertising Ad:ninistration" 
(0932/002), which describes u-'1der "results" the utilization of mass media 
"to explain our corporate objectives [to the general public and to 
selected segments] in the areas of service, earnings, employment, 
m.:magement, organization, and competition," and "Corporate Identification 
Program" (0932/022), which concerns use of such materials as the company 
trademark, vehicle identification, use of company stationery, and other 
studies of visual communications. 

Mr. Wade's objections to the staff's disallowances are not 
borne out by reference to the BDPs. He recommends allowance of 
BDP 0931/051 (see above) because the product is used in trade shows, 
for customer instruction, and employee training, and "not solely for 
Disneyland exhibits." (Exhibit 305, p. D-8l.) wbile this is true, 
the subject matter is not stated and the product can as easily be image 
building as direct info~~tion of service offerings (or a combination 
of both). Regarding the Corporate Identification Program (BDP 0932/022) 
Mr. Wade says that the purpose is 

31/ 

" ••. of an operating nature and provides direct 
benefits to the customer. Customers benefit 
from the uniformity of these identifying 

The sub~ect of Disneyland was thoroughly explored in Decision 
No. 882~2 in this proceeding and our reasons for disallowing 
expenses associated with the Bell System Disneyland exhibit are 
explained in that decision. 
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markings when admitting telephone persoxmel to 
their homes, when in need of emergency assistance 
and when wanting to locate various telephone 
company locations or coin phone facilities. If 
AT&T did not provide this ~dance, Pacific would 
have to pettorm this work l.tself at greater cost 
and with a loss of mdformity throughout the 
COlm-try." 

While such operaticmal goals c:an be :£.nferred from 'the Lmguage in the 

BDP, they are not specifically mentioned; farthemore" the BDPs', 
language is 'so broad as to include an admixture of operational and 
image-building "corporate identity" goals. (See, particularly, the 
18Xlguage under the box of BDP 0932/022 entitled "Benefits to Be 
Achieved".) 

Press Relations and Public Relations Planning. It is not 
always easy eo separate these two f\mctiollS when reference is made to 
the BDPs. There are four BDPs in the 0940 series in. Exhibit 296. Only 
one of them makes reference to any problem which could ,be the 
responsibility of the ratepayer (BDP 0941/00~, concerning 
furnishing certain materials to regalatory agencies). 

'the 0951 series Appears to be in this category.. There are 
18 BDPs in this series included in Exhibit 296. Many 0'£ them fund . 
surveys of customer opinions. lob:. Wade denies that image building is 

included and states that the purpose is to learn what customers expect 
from ares so that pol±c1es and procedures can be modified when necessary. 
Also, trends are an.al.yzed so that ope:atio'Cal cba:c.ges may be made. A 
review of the actual BDPs shows that Mr. wade's opinion is only part1Ally 
borne out. ~1e some seem to support his view (BtlPs 0951/103, 107, 
116), others appear aimed primarily at cQrporate status objectives (BOPs 

0951/106, 108, 113), and still others are so broad that they defy 
precise analysis (BOP 0931/114). Some include a mixture of goals in suCh 
a way that they cannot be quantitatively separated. For example, BOP 
0951/102 "public overview" funds the me&SW:'ement of trends in "public 
attitudes toward various aspects of service" cost of service, and the 
company itself. Additional questions cover employees, consumer issues, 
antitrust and competition matters, and service/cost tradeoffs." 
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Another division which is the subject of considerable 

commentary by Mr. Wade is Public Relations Planning. Mr. Wade did not 
contest all of the disallowances (e.g., BDPs 0953/001 and 007) but 
states that the BDPs studied by the staff are not typical of the work 
of the division. A review of the BDPs in the 0951 series demonstrates 
that they contain another mixed bag of objectives, and out of 13 of 
them, only four demonstrate on their face a direct value to the OTC 
(BDPs 0951/107, Ill, 112, 116). 

We understand Mr. Wade's (and Pacific's) point that these BDPs 
were prepared as internal documents and were not necessarily intended 
to be totally self-explanatory to an "outsider" reviewing them for the 
first time. Even considering this argument, however, we do not believe 
that Mr. Wade's interpretations of them can be proved in all eases. v/ 
We could continue with this analysis through the remaining BDPs. We 
will not, in the interest of brevity, because the ·:est of the available 
BDPs are, except for the 0981 series, clearly related more to the 
corporate image area than to the type of marketing, advertising, or 
administrative expense which we have announced we would allow. As for 
the 0981 series, while certain labor relations and associated goals may 
be appropriate for license contract funding (BDPs 0981/201 and 202) the 
remainder have goals more in the nature of community relations. 

In any event, we have stated elsewhere in this decision why 
we believe we should determine the value of license contract expenses 
based on areas of subject matter rather than by analyzing hundreds of 
items individually and determining upon which side of the line each one 
falls. The BDPs in the area.of PR&EI may work very well for internal 
corporate use, but from our own regulatory standpoint they contain a 
mixture of objectives, the majority of which are outside the scope of 
what we have, in the past, determined to be adoinistrative and support 
activities properly charged to the ratepayer. The entire charge of 
$1,608,507" is· disallowed. 
J. Contributions 

We have already discussed the PR&EI department generally, but 
certain activities in that area deserve mention on a separte ground. 
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The staff identified certain amounts as used. for dues, donations p 

contributions, and educational relations, recommending a total disallO'Wnce; 
(See Exhibit 286, pp. 3-13 and 3-14.) 

We have excluded ~rom operating expenses suCh amounts 
contributed directly by Pacific. (Pacific Tel. & Tel. Co. (1964) 62 
CPUC 775.) There can be no distitlction between Pae.ific's direct 
contributions for suCh purposes and amounts billed to Pacific .through 
the license contract for the same pW:pose. We will disallow Ii cense 

, - - - ~ - • ~ c 

contract bilJ tngs in. this area.·in the aDlOUDt of. $129,866. 
K. Legal Depart!ent 

. According to staff Exhibit 286 (p. 3-18), the AT&T Legal 

Department ~ concerned with .such fields as m1titrust, corporate and 
financial, FCC, general litigation., labor, persotm.el, patents, and 
federal, state, and loeal: tax matters for AT&T. 

The staff recommends a $61,981 disallo~ce for corporate and 
security matters, specifically: 

"1. Corporate matters incltlding records, reports, 
directors' and stockholders' meetings (AX&I), 
charters and by-laws, in~o~:t" at ion of 
.~bsidiar1es mergers •••• LsicJ 

"2. Financing - All SEC matters including 
registration under the &.eeurities Act of 
1933 and report~ under tbeSeeurities 
Exc:b.ange Act of 1934, shareholders relations, 
and security analyst relations." (Exhibit 
286, p. 3 .. 19.) 

!his disallowance represents~lOO percent of the activities of the 
Corporate and Seeu:rl.ties Division of AT&T's Legal Department. 

Mr. Wade testified that the staff erroneously asStlllled that the 
above activities. were all the work that the division performed, while 
actually there are numerous areas in which Pacific receives valuable 
advice from the division. He enumerated (1) assistance with SEC filings 
and regulations and (2) assistmlc:.e with long-te:rm financing, redemption, 
debenture and stO<:.k issues. 

We agree with Pacific that the disallowance is inappropriate. 
This work is not "servicing securities" in the sense that only the 
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investor is benefited. !he ratepayer benefits from proper corporate 
and finmlcial acivice of th1~ llatw:e. 

L. Department of Justice Antitrust Lawsuit Expenses., 
We have reviewed the arguments on this issue. No evidence on 

this subject was presented after the issuance of Decision No. 88232 in 
this proceeding on December 13, 1977. We will Allow our part:Lal. 

disallowance of these expenses to stand for the reasoUs stated in 
Decision NO., 88232 (slip opinion, pp. ll-72). 
M. Yashington Office 

The activities of this office are entirely charged to the 

license contract. Pacific's test period billing for this activity was 
$224,080. !he staff recommends a 100 percent disallowance on the ground 
that the work of the office falls into the category of legislative 
advocacy, the expense of which we have excluded from operating expenses 
c:.hargeable to the ratepayer. 'The staff suamarizes the activities of 
this office as follows (Exhibit 286, pp. 3-23 and 3-24): 

"1. 

"2. 

"3 .. 

"4. 

Consumer Cotmnmications Refo:z:m Act, suggesting 
action to be 'taken and assisting in action 
taken. 
Activities related to issues concerning 
communleations services; monitors legislative 
developments, determines system position. 
advocates poSition with government officials, 
advises and assists orc's. 
Activities related to the regulation and 
control of ,corporate and ~strial concerns 
by the ExeC'(lti ve Departments .md govertmlent ' 
agencies (other than FCC). Follows 
developments in those Federal departments 
and agencies that relate to corporate 
operations, determines system position, 
advocates position with government officials, 
advises and assists OTC's. 
Activities related to maintJ!dn~ng liaison 
with Executive Departments and govermnent ' 
agencies (other than FCC) on telecOll"""m ~ cations 
policy matters. Follows developments in those 
Federal departments and agencies that relate 
to comrmm1cations services, dete:mines system 
position, advocates position with government 
officials, advises and assists orcts. 
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"5. Reviews on a daily basis the activities in 
Congress, the executive de~exts, and 
Federal agencies, WhiCh may affect the Bell 
System... Publishes six regclar weekly and 
monthly rerrts to AT&T, Western Electric, 
BTL and al O'1'C's. MaiDtains current 
legislative files on all Federal legislation 
of interest to the Bell System and 
legislative history files on previOUS 
congressional action. Serves as centralized 
mfo:mation point for arc's and AT&T 0'.0. 
Federal legislative matters. 

ft6. Conferences and briefing sessions for the 
p~ose of ~orming officers of the orc's, 
BTL, ~estern Electric and long Lines on 
current developments of critiCal issues. 

"7. Cell tralized info:mation bank on State 
legislative matters (legislation, poSitions 
and trends). Information exchanged with 
arc r S AT&T, Western Electric and BTL .. 

"8. Centralized Data Bmlk and. Infomation 
Interchange involving publications .uId 
reports of State and local legislative 
activity, outside liaison re$poDSibili~y 
for Bell System with uational legislative 
groups, conferelXes a:c.d meetings for 
State public affairs representatives." 

!he staff report also comments that one of the main· functions of the 
office is to analyze pending legislation· to determine its impact on the 

Be.ll Syst~.. . 
Pacific objects to this disallowance. Mr. Wade cd Mr. Dennis 

both testified that the maiXI. activity of the office is to monitor 
legislation, ~·.to keep 0TCs wormed of developments for regulatory 

and legal compl1a.nc;e ~poses, not in order to lobby ageinst (or for) 

the legislaeion. 
On cross-examin~tion, Mr. O'Rourke coneeded that some of the 

i:lformational activities of the office were not in the category of 

legislative advocacy. 
!he evidence shows that one of the principal activities of 

the office is liaison with Congress. Regarding this function, we f~ 
it impossible to separate the furnishing of fnfo:mation from legislative 
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advocacy. On the other hand, a heavily regulated. corporate structure 
such as AT&"! must have a mecs of rapidly dissemiDating information on 
newly enacted or proposed legislation to insure prompt compliance, thus 
avoiding penalties and ccra:fusion. '!'he rec:.ord does not qwsntify how much 
of the Wash1ngton Office's time is spent in one e&tegory of work or the 
other. We will allow SO percent of the expendJ.tures. 
N. Controller's Department 

Staff Exhibit 286 states (p. 3-28) that due to time restraints 
the staff did not perform. au extensive study of the Controller's 
Department. The staff simply recommends a disallowance of expenses 
associated with preparation of Bell System :reports, mnOtmt1ug to $130,589 .: 
billed to Pacific, includi:o.g allocation of overhead. "!his reeODlDe%ldation 

is reasonable. 
o. Executive Department 

The staff's discussion of the AX&T Executive Department is as 
,follows (Exfdb1t 286, p. 3-47): 

"Executive Department 

"'.the Executive De~ent which includes the top 
corporate officers of AX&!, is responsible for the 
management of the entire Bell System, cd therefore, 
lD8lly of its activities are in dealings with AX&T's 
shareholders. 

"'I'he staff reviewed the activitiu of this depar.taent, 
and determinec that the -following are investor 
interest expenses: 

"1. AT&T Ammal Report to Shareholders. 
"2. AT&! shareholders meetings. 
"3. Contributions charged to operation 

~es. . 
"4. DirectO:r3' fees. 

~e staff has excluded $319,910 which represents the 
amocnt allocated to Pacific duri.ng the test period 
for the aforementioned activities. 

wIn acdition to the identified items above, the staff 
has excluded an additional $78,894 from the 
Executive Depart:me;Lt to recognize this ·department's 
overall responsibility for investor interest 
activities. 

"Conclusion 
"the staff concludes that: 
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"1. 'I'he expenses for AT&T's Amnlal 
Report to Shareholders, AT&T 
shareholders mee~ings, 
contributions charged to opera~ing 
expenses and Directors' fees are 
~estor tcterest expenses. 
The Exe.euti ve Department has 
overall responsibility for 
lIc"ging At&T. 

"Reeoraendatiou 

• 

"The staff reCOlJiKDc:b tba: $397,.814 be excluded from 
Pacific.' s License Contract expense as betcg investor 
interest activities." 
Pacific states 011 brief that for this proceeding it does not 

contest the disallowance except for What it believes to be improper 
allocation of overhead. Pacific argues that no overhead should. be 

assigned to payment of directors' fees, since such paymenb are independent 
of support ac.tivities such as pensions, flOor space, etc. This amounts 

to a reduc.tion 1:D. the staff adjustment of $3,505. 'l'he amount :1nvolved 
is ~ minimis, bat we believe the alloc:.a.tiou should stand. Payments to 
directors :include some processing and, while the overhead may be low, 

it is not likely to be zero. 
Becaa.se we disallowed certain :ll:vestor interest areas in other 

parts in this d.ecision, we need not adjust the staff recOIIIIIIeDded 

disallowance to the Executive DepAttweut to reflect allowances or 
disallowances elsewhere. 
,.. Bnman Resources Development Dee t:ment 

With this section we begll'l 0tZ%' discuSsion of certain 
ciseellaneous problems not falling into either the "procluct development 
process" or the "iavestor interest" category. 

l-he:'.t.fl-~eeOa.DGidL:a-··$810~249 d1aal.ioitance'·of J.:!.&T~ .. Ruaa~--'" -

hs'oureea DeVel~t···.(1mD)-c:harges 1Dclud1ng u.s •. Eqaal Employment .. 
.. Opportanity ·Coa:ai •• 1= ~EEOC) .. expeule.a em tbe .. groand_that..the.le_StJIDS 

are now .being. expen~cl bec:ause .. of .past ucfair. busines •. practices ~-Cld . 

henc:e, as··a policy matter, they ·should not be billed to· the· r~er .. 
Daring 'the'ies~ year~-Pac1f1e'waa allocated $390,654£or implemeuttnS 
EEOC"prO"grams.·· (See staff's disc:u.ss1oil""of this subject, !:I:h1bit 286, 
pp. 3-42 and 3-43.) 
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Pacific empbatiea.l.ly argues that the staff misc.onstrues these 
expenses as flowing from a consent decree, whereas most of the funds 
expended are as a result of ord:h)llry ongoing ac.tivities (1nc.lud11lg 
handicapped programs) and compU.ance with regulations issued from time 
to time by the ageneies c01leer.c.ed with such programs .. 

Earlier in this proceeding (Dec.1sion No, 88232, slip op1niOll, 
p. 92) we adjusted Paeific's own expenses resulting from a eonsent decree. 

We stated in th:.~ eotmection: 

"ti1e em,pbasize that our disallowance is limited to 
peDAl~y payments to employees •. and does not 
include amounts conneeted with litigation of EEOC 
problems, adudn:istration of EEOC progras, or 
eompl14nce with the c;onsct decree." 
'!'he staff has not presented us with any breakdown showiDg what 

amotmt, if a::tty., 15 a-aceable 1:0 peD4lty payments. 'rbe staff's 
recommendation will not be adopte<1. 
Q. AT&T Moving ~es 

Daring the test period, AT&T was in the process of a major 
reloeati01l of some of its offices and staff.. lhe staff considers the 
expense reasonable but recommends it be amortized over ten years. !hi.s 
is proper in a ease such as this where the total amount of moving . 
expenses is not typical of the usual yeu. (See staff Exhibit 286, pp. 
3-43 and 3-44. for adjustment of $419,595.) 
... It .... __ 't ... 8X ........ .-Ca .. l;;;,;;eul;;;;;;;;:.;;;:;at;;;,;i;;.;ons ......... 

The staff proposed two s~parate adjustments for AT&T tax 

payments billed to the 0TCs talder the license contract. 
New York State Franchise tax. !b.e staff excluded Paeific;' s 

share of these taxes on the following basis: 
ft~&T is assessed a tax by the State of New York 
for the opportanity to do business in that state. 
'rb.e basu for determixdng the tax is contingent 
upon the investment AT&T holds in its subsic1i.ary 
c:.orporatiOllS factored to the State of New York. 
It is the staff's opinion that taxes based on a 
corporation's ~bsidiary holdings represent 
holding company expenses which fall within the 
definition of investor interest expenses. For 
the test-year, $964,064 was alloea~ed to Pac;1fic 
in License Coutract fees representing New York 
State FranChise Taxes." (EXhibit 296, p. 3-46.) 
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Pacific disagrees with the underlying premise of the adjU5tment -
that only "holding company expenses" are involved and that therefore it 
is an expense which should be borne by the stocldlolciers.. Pacific's 
witness Dennis poin.:.ed out that the franchise tax is levied for the 
privilege of do1ng busi11ess in N~ York .and that c:aleulating the tax based 
011 c:.ap1tal stock is simply a formula to a:rive at the level of taxation. 
(Exhibit 304, pp. 15-16.) 

~e agree 1:hat the f:anehise t8X is a proper operating expense 
and does not represent simply an "investor interest". !he Uniform 
System of Accounts requires ~ taxes to be accounted for as operating 
tax expense and not a capital expenditure. AT&T is usxed as a util1.ty 
under New York State law and not as a "holding company". "the staff's 
adjustment will ~ot be adopted. 

Federal Income Taxes. 'I'b.e staff exhibit (Exhibit 286, p. 3-45) 
states that AT&T bills Pacific via the lieen3e contract for federal taxes, 
mnounting to $1.3 million for the test year. 'the. staff witness 
determined that AT&T elected to take advantage of certain tax writeoffs 
("vacation pay deduetiou" and "interest expense deduction") which, in 
the opinion of the staff witness, resulted in no tax liability. !he 

staff's opinion is that since AT&T incurs no tax liability, it should 
not include amounts for income taxes in its license contract billings. 

Pacific points out that, Oll cross-examination, Mr. O'Rourke 
stated that while the basis for his recommended adjustment was no tax 
liability, he also testified he was actually unfamiliar with whether 
AT&T incurred tax liability on a c:.onsolidated basis (tr. 7420-7422), 
while Mr. Denc.is testified that AT&T's federal income tax liability has 

always been Positive (Exhibit 304, p. 13). 
The staff coante.ra with the argument that when it used. the 

term "AT&T taxes" it referred to taxes on the general departments (which 
provide the license contrac:.t services) which, to the mowledge of the 
compagy witness, have never shown a posit1~ tax liability. !berefore, 
rans the staff argument, the negative usx liability should benefit the 
OTCs. The staff also argges that interest on AT&T's debt should be 
used to offset federal ineOlDl! tax payments allocated to the otCs. 

-lOla.-
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Pacific, in turn, argues that it agree. with the ataff 
that interest on AX~'a debt should offset federal income tax 

payments allocated to the area but that this is already done .. 
('the staff argues. that this 1&, 111 £&ct, not done.) Mr. DemU.a 
testified that .the interest on AXSX's debt allocable to Bell Labs 
and the 195 Broadway Corporation reduces federal income tax 

allocations cd, :!.n turn, Pacific's license contract billings. 
Pacific empbaai:es. that if this were not dODe, "Pacific's license 
contract billings would be sabstmltially higher" (reply brie.f, p. 35). 

In Decision No. 88232 we ccma1dered the problem of AT&!'s 
taxes and dete%'llliDed that we "oald use AT&T's effective tax rate of 
5.12 percent. The eviclence and arguments presented here do 'Dot 
convince us that we ahoald deviate .from this ruling. We wUl apply 

tbia tax rate to the license contract account. 
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V. SUMMARY AND CONCLUSION 

The detail in this opinicn va:. made necessary by the character 

of the evidence and the fact that, to our knowledge, this is the first 
complete tavestigation of the Bell System liceD$e contract.~ It is 

our hope that in future ~stigations evidence and argument may be 

simplified by our det~ti01lS in this proc:.eeding. 
Our cleeel:miDations in tb.U investigation. result in a test 

year California intrastate disallowance for license contract expenditures: 

of $16.0 million. !'he ac.tT.1al effect on Pacific ,·s present (Decision 
No.. 88232) revenue requirement is $5.8 million. The differenc.e between 
the two. figures is caus ed by the fact that Decision No. 88232 bad 
already made certain across ... the-board percentage adjustments which are 
now replaced by oar adjustment based on the full evidence on this 

. issue (see discussion of oar previoUs lieense c-<?Utrac:.t b:'e&tmeIJt in the 

introdactory section). !he table which follows details the adjustments. 

211 Other state eoamissions, as well AS this Commi ssian, have made 
adjustments to the license contract on various bases. See review 
of eases in other ~tates tn Telephone License Contract Payments, 
Public atilities Fortnightly, OCtoDer 12, 1978, p. 46. 
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We will order Pacific to file a refund plan for the 
difference beeween che amounc collected under the revenue requirement 
established in Decision No. 88232 and that established here. We will 

further order Pacific to propose a rate spread to effectuate the 
reduced revenue requirement in the future. Appearances in this 
phase of the proceeding will be given time to comment on the refund 
and the proposed spread of rates (or to make proposals of their own). 
Findin~s of Fact = 

General Principles and Legal Issues 
1. The Bell System license contract has existed in a form 

similar to the present contract since 1918. Since October 1, 1974 
the Bell System OTCs and the AT&T Long Lines Department have paid 
license contract fees to AT&T as determined by an annual AT&T study 
of license contract costs. 

2. Pacific's share of license contract expense has grown 
rapidly, from $12.2 million in 1965 to $69.4 million in 1977. 

3. We have made previous adjustments to Pacific's license 
contract payments for ratemaking purposes, for the purpose of 
disallowing certain investor related expenses, in the absence of 
a complete investigation of all facets of license contract 
expenditures. 

4. Qualifications of the staff witnesses to express the 
opinions attributed to them have been established, except as 
their testimony was specifically stricken by the ALl. This is not 
a finding on the weight to be accorded the staff's evidence. 

Use of License Contract Funds by Bell Laboratories 

5. Bell Labs, a nonprofit corporation owned equally by AT&T 
and Western Electric, carries out research, development, and design 
for the Bell System. 
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6. There ~re two b~sic c~tcgories of B~ll Labs work: 
R&FD and SD&D. The latter category is paid for by Western 
Electric and is not: billed to the license contract. 

7. R&FD consists of five categories: basic research, 
applied research, systems engineering, quality assurance, and 
patent: admitl.is·l:ration. For purposes of this decision we 
incorporate into this finding the definitions of these terms 
at the beginning of Section III of the opinion section of this 
decision (slip opinion, pp.24-25). 

8. The record does not conta.in a budgetary breakdown by 
the categories mentioned in Finding 7, except for quality assurance 
and patent administration, which are funded under specific cas~ 
authorizations. 

9. For the test year in this proceecing the portion of 
license contract expenditures devoted to Bell Labs approx~ates 
40 percent. Pacific's allocation of Bell Labs' R&FD expenses has 
grown from $6.5 million for calendar year 1965 to $20.2 million 
for the 12 months ending April 30, 1976. 

10. The product of Bell Labs' basic research and applied 
research is equally useful, on the one hand, to the ratepayers 
of the OTCs and the OTCs themselves through modernization and 
improvement of the telephone network, or through advancement 
of teleco~~unications generally, and, on the other hand, in 
potential advancement in techniques of designing and markctin~ 
competitive products. 

11. Systems engineering contains work of assistance in 
developing the network. There is also included some work related 
to the development of products. The extent of product-oriented 
work in this category cannot be accurately assessed due to ref~sal 
of disclosure of certain case authorizations, and because of difficulty 
in identifying which cases are considered to be within this category. 
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12. Quality Olssurance i s nO~L r.1mA.... 4· 
. tU ~Juunymcus wlth quality control. 

The former is ?erform~d by Bell Labs on behalf of the OTCs; ehe 

latter is funded separately by ~estern Electric and is ·no~ billed 

to the license contrnct. QualiCy assurance is of direct benefit 
co Pacific's rate?ayers. 

13. !he stnff's recommendation regarding the accounting 

treatment for patent administration would result in the ratep3yers' 
paying more than under the Bell System's present methodology. 

AT&T Use of License Contract Funds 
14. The staff's reallocation of overh~ad expenses is more 

reflective of conditions and more reasonable thnn AT&T's methodology. 
15. In the Marketing Department there is 3n interweaving of 

marketing objectives which ~re of prL~ary benefit to the ratep3yer 
and the OTC, on the one h3nd J 3nd of primary benefit to the marketing 
of Western Electric's products, on the other hand. 

16. The Customer Services Department's work is of benefit 
to the ratepay~r1 but some of it is connected with product devC1opment/' 

1.7. The Engineering and Network Services Division's work is not 
connected with product development and all of it is of benefit to the 

ratepOlyer and the OTC in maint~ining and im?roving the neework and in 
planning for future network needs. 

18. For license contr.:lct purposes, a "r~te base" methodology 
is appropriate in determining the expenses of the 195 Broadway 
Corporation; however, allowance for funds during construction should 
be included in the calculation. 

19. Functions of the Treasury De?artment concerning rn~nagement 
of investments are primarily investor related. 
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20. The pool of funds benefits the ratepayer by providing 
the OTC with low cost financing. 

21. The activities of the Secretary Department are in the 
area of administrative work concerning shareowner and associated 
executive matters. 

22. The Public Relations and Employee Information Department's 
activities in the "corporate image" area predominate. The evidence 
does not lend itself to selecting individual items of possible 
primary value to the ratepayer and apportioning the expenses of the 
department. 

23. Amounts billed to Pacific via the license contract for 
dues, donations, and contributions do not benefit Pacific's 
ratepayers. 

24. The work of the Corporate and Securities Division of the 
AT&T Legal Department is not simply "servicing securities" for 
the benefit of the investor. The ratepayer benefits by the OTCs' 
receiving necessary regulatory and financial advice. 

25. The Washington Office performs a combinati~n of 
legislative advocacy functions and activities in the nature of 
furnishing prompt information on legislation or potential 
legislative action to AT&T and the OTCs to insure prompt 
compliance and avoid confusion. The record does not quantify 
such activities. 

26. It is not reasonable to allocate the expenses of the 
Controller's Department connected with preparation of Bell 
System reports to Pacific's ratepayers. 

27. The staff's disallowance of investor interest activities 
connected with the Executive Departmen~ including allocation of 
overhead, is reasonable. 
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28. The staff's proposed disallowance of certain RRD and 
EEOC expenses is unreasonable in that the expenses in question 
are not traceable to penalty payments to employees. 

29. The staff's method of amortizing nonrecurring AT&T 
moving expenses is reasonable. 

30. The New York State franchise tax is a proper operating 
expense and does not simply represent an investor interest. 

31. It is reasonable to continue to use AT&T's effective 
tax rate of 5.12 percent to compute federal taxes for license 
contract billings because it is reflective of actual conditions. 
Conclusions of Law 

General Principles and Legal Issues 
1. Since we now have adequate evidence on all general 

areas for which license contract funds are used, we should 
substitute adjustments based on this record for our previous 
adjustments. (Finding 3.) 

2. Future license contract proceedings should be separate 
investigations conducted every few years with the results being 
applied to Pacific's rate increase applications. Pending completion 
of these periodic determinations the last adopted ratemaking 
adjustments should be applied in Pacific's general rate cases. 

3. License contract expenses of primary benefit to the 
ratepayers should be borne by them, regardless of incidental 
or. consequential benefit to Bell System investors or to the 
pr10cess of developing, manufacturing, and selling Western 
El(~ctric products intended to compete in the marketplace with 
products of other manufacturers. 

4. Activity of "benefit to the ratepayer" includes 
directly assisting the OTCs in carrying out their fundamental 
responsibility of providing and maintaining a modern, reliable 
telephone network. ThiS, in turn, includes non-tfinvestor related" 
support activities as well as actual engineering of the network. 
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5. License contract expenses of primary benefit to Bell 
System investors, or of primary benefit to the process of 
developing products designed to compete in the marketplace 
with those of other manufacturers, should not be borne by 
the ratepayers regardless of alleged or actual incidental or 
consequential benefit to them. 

6. Determination of the value of license contract 
expenses by analyzing each budgetary item individually is 
undesirable because such items change constantly and because 
such methodology would fail to develop rules or principles of 
use in future proceedings. When it is necessary to examine an 

individual item, it is more appropriate to find the item's 
primary purpose rather than to make a percentage apportionment. 

7. The rulings of the ALJ production of, and limitation 
on the use of, Bell Labs'case authorizations and AT&T BDPs were 
correct. TURN's rights were not Violated, nor was the Commission 
preVented by such rulings from completing a reasonably thorough 
investigation of the subject matter. 

Use of License Contract Funds by Bell Laboratories 
8. Since our obligation in these proceedings is to determine 

Pacific's test year revenue requirement, we should disallow, in 
this present proceeding, any R&FD expenses not reasonably borne 
by the ratepayer. 

9. Since the product of Bell Labs' basic research and 
applied research is equally useful, on the one hand, to the 
ratepayers of the OTCs and the OTCs themselves through modernization 
and fmprovement of the telephone network, or through advancement of 
telecommunications generally, and, on the other hand, in potential 
advancement in techniques of designing and marketing competitive 
products, Pacific's ratepayers should be billed for only 50 percent 
of the work in such categories. (Finding 10.) 
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10. The same 50 percent disallowance should apply to 
systems engineering because of refusal to disclose certain case 
authorizations connected therewith, and because some of the 
available case authorizations contain objectives related to 
the development of products. (Finding 11.) 

11. No disallowance should be made to quality assurance 
expenses based on this record. (Finding 12.) 

12. The staff's recommendation regarding accounting 
treatment for patent administration should not be adopted. 
(Finding 13.) 

AT&T Use of License Contract Funds 
13. The staff's reallocation of overhead expenses should 

be adopted for ratemaking purposes in this proceeding. (Finding 14.) 
14. Pacific's ratepayers should be charged with no more than 

50 percent of Pacific's share of license contract expenses associated 
with the AT&T Marketing Department. (Finding 15.) 

15. The staff's adjustm.ent to expenses connected with the 
AT&T Customer Services Department is within the range of 
reasonableness and should be adopted. (Finding 16.) 

16. No disallowance should be made to expenses in the area of 
Engineering and Network Services. (Finding 17.) 

17. Expenses for the 195 Broadway Corporation should be 
calculated by a rate base methodology, including allowance for 
funds during construction, reSUlting in a downward adjustment 
of $842,699 for this account. (Finding 18.) 

18. Treasury Department expenses concerning investment 
management should be disallowed. (Finding 19.) 

19. No disallowance should be made at this time to expenses 
connected with the pool of funds. (Finding 20.) 
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20. Secretary Departmen~ expenses should be disallowed. 
(Finding 21.) 

21. Public Relations and Employee Information expenses 
should be disallowed. (Finding 22.) 

22. Amounts billed to Pacific via the license contract 
for dues, donations, and contributions should be disallowed 
on the same basis that we have previously disallowed such 
amounts contributed directly by Pacific. (Finding 23.) 

23. No disallowance should apply to Corporate and 
Securities Division expenses. (Finding 24.) 

24. Fifty percent of the expenses connected with the 
Washington Office should be disallowed. (Finding 25.) 

25. Expenses of the Controller's Department should be 
disallowed. (Finding 26.) 

26. We should adopt the staff's disallowance of investor 
interest activities connected with the Executive Deparement, 
including the staff's method of overhead allocation. (Finding 27.) 

27. We should not adopt any disallowance to eertain HRD and 
EEOC expenses. (Finding 28.) 

28. We should adopt the staff's method of amortizing AT&T 
moving expenses. (Finding 29.) 

29. The staff's proposed ratemaking adjustment to New York 
State franchise tax expenses should not be adopted. (Finding 30.) 

30. We should continue to treat federal taxes as in 
Decision No. 88232 and continue to use AT&T's effective tax 
rate of 5.12 percent. (Finding 31.) 
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Summary and Conclusion 
31. Based upon the above determinations, we conclude that 

Pacific's Account 674, license contract payments, should be 
adjusted for ratemaking purposes from $40,219,000 to $32,606,000 
for the test year in this proceeding. The detail of this 
adjustment is contained in the "adopted" column of the tables 
and calculations appearing in Section V ("Summary and Conclusion") 
and is incorporated by reference into this conclusion. 

32. The test year effect on Pacific's california intrastate 
revenue requirement, established in Decision No. 88232, is a 
reduction of $5,873,000, wnich translates to a gross revenue 
requirement reduction of $5,817,000. Pacific should be ordered 
to file a proposed refund plan from the effective date of 
Decision No. 88232 reflecting this reduction in revenue requirement 
and should be further ordered to file revised rates designed to 
produce revenue based upon the reduced revenue requirement. 

FINAL ORDER 
(LICENSE CONTRACT ISSUES) 

IT IS ORDERED that: 

1. The gross California intrastate revenue requirement 
determined in Decision No. 88232 is reduced by $5,817,000. 

2. Within twenty days of the effective date hereof, The 
Pacific Telephone and Telegraph Company (Pacific) shall file a 
proposed refund plan for funds collected in excess of the reduced 
revenue requirement. 

3. Within twenty days of the effective date hereof, Pacific 
shall also file a proposed rate design for the reduced revenue 
requirement. 
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4. The appearances to the license contract phase of this proceeding 
shall have twenty days from the date of the filings made pursuant to 
Ordering Paragraphs 2 and 3 to file comments to ~uch filings or to file 
their own proposed refund plans and rate designs. 

5. In future investigations on this subject, Pacific shall present 
information regarding Bell Telephone Laboratories, Inc. which will 
allow the COmmission to correlate budgetary categories with the general 
descriptive areas of the work performed under the license contract. 

The effective date of this order shall be thirty days after 
the date hereof. 

Dated at __ -.w8m-...rr,.:,.-"'IIIIl~ _______ ' California, this --.l""-__ _ 

day of ___ -"'.J.;:;.:!jN:.:.:E=--~ ___ , 1979. 
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APPENDIX A 

LIST OF APPEARANCES 
(License COn~ract Issues) 

• 

Appl~cant (and resnondent in C.IOOOl); Gerald H. G=arc1, James S. 
Hamasak1., SJXi ~i;topher Rssmnssen .. Attorneys at Law. 

Protestants and interested parties: WilliGt L. Knecht, Attorney at 
Law, for California Intercomeet Association; EdWin B. Spievaek, 
Att:orney at Law (District: of Columbia).. for CoiiiPAth. IiiE.; 
Paul Alexander, Attorney at Law, for Citizens Ut11ities Company; 
Victor x. silveira. Executive Vice President, for California 
Independent Telephone Association; Edward J. Perez. Deputy City 
Attorney, for the City of Los Angeles; wl.l1Lim S.. Shaffran, Deputy 
City Attorney, for the City of San Diego; Leonard s~aer, Attorney 
at Law, for the City and County of San Francisco; H. &alph Snyder, 
Jr., Attorney at Law, for General Telephone Company of California; 
'William H. Booth, Attorney at law, for California Manufacturers 
Association and California R.etailers Association; Glen J. Sullivan, 
Attorney at Law, for California Farm Bureau Federation; aDCl Robert W. 
Russe-ll, Chief Engiueer and General Manager, for ~t of 
Public Utilities and Transportation, City of Los ADgeles. 

Commission Staff: Timoth1 E. "rreact4, Rufus G. 'l'bayer, and Mary Carlos, 
Attorneys at LaW, and ames D. et1:J.. 


