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Decision

BEFORE THE PUBLIC UTILITIES COMMISSION OF TEE STATE OF CALIFORNIA

In the Matter of the Application )
cf THE PACIFIC TELEPHONE AND }
TELEGRAPE COMPANY, a corporation, )
for authority to increase certain )
intrastate rates and charges )
applicable to telephone services )
furnished within the State of )
California. )
)
)
)
)

In the Matter of the Application of
THE PACIFIC TELEPHONE AND TELEGRAPE
COMPANY, a corporation, for authoricty)
to ing¢rease certain intrastate rates )
and charges applicable to telephone )
services furnished within the State
of California.

Re Advice Letter (PT&T) No, 13640
0 reprice certain telephone
terminal egquipment and Resolution
No. T=-10292 granting approval of
said changes.

In the Matter of Advice Letter
Filing No. 13641 of THE PACIFIC
TELEPHONE AND TELEGRAPH COMPANY
for authority to increase
certain rates for key telephone
service by $30.1 millien.

)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)
)

Application 59849
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amended August 28, 1980

and October 14, 1980)

Application 59269
(Fileé November 13, 1979:
amended November 15, 1979)

Application 59858
(Filed August 1, 1980)

Application 59888
(Filed August 19, 1980)
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Investigation on the Commission's
own motion into the rates, tolls,
rules, charges, operations, costs,
separations, inter-~company settle-
ments, contracts, service, and
facilities of THE PACIFIC TELEPHONE
AND TELEGRAPH COMPANY, a California
corporation; and of all the tele-
phone corporations listed in
Appendix A, attached hereto.

QII 63
(Filed December 18, 1979)

Investigation on the Commission’s
own motion into the rates, tolls,
rules, charges, operations, Costs,
separations, inter-company settle-
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INTERIM OPINION

On June 2, 1980 The Pacific Telephonu and Telegraph
Company (Pacifie) in compliance with the reguirements of Resolution
M-4706 and the Commission‘®s Regulatory Lag Plan £filed its Notice of
Intent (NOI) 23 to apply for a general rate increase. On August 1.,
1980, Pacific filed for the increase in the amount of $794 million
per year; the reguest was subsequently amended on the zecozd o
$790 millien. Other Rindr amendments were made on August 28, 1980
and October 14, 1980.

By Decision (D.) 91495 dated Apr 12,
Applicatzion (A.) 59265 and Urcer Insti
63, Pacific receiveé 2n int

a4 198C test year. Paciliic sted

ue
.increase was made subject to review, and sossible refund, in Pacific's

next general rate case, the application 2t hand. On July 7., 1980,
the administrative law judge (ALJ) 2ssigned to this proceeding issued
a ruling consolidating A.59265 and OII 63 with NOI 23 for further
hearing under the Regulatory L2g Plan proccdure. The result

is that A.59269, OII 63, and A.59B49 were consolidated for hearing.

On August 19, 1980 the Commission, on its own motion, instituted
01T 81, an investigation into Pacific’'s operations and those of zll
other telephone companies in California; those companies are known
as the "independents"”, that is, non-Bell companies. That investigation
was generally for the purpose of investigating the rates, tolls, rules,
charges, oOperations, CosSts, separations, intercompany settlements,
practices, contracts, service, and facilirties of Pacific and the
independents. A change in intrastate toll rates, given the uniferm
statewide toll schedule, affects the earnings of the independents.

-
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On July 31, 1980 Pacific filed A.59855 requesting an order
relieving Pacific from the requirement that it implement a tele-
processing system for service representatives by December 31, 1982
as ordered by D.90642 dated July 31, 1979 in A. 58223. That matter
was consolidated for hearing with this application by ALJ rxuling
dated October 1, 1980, heard, disposed of by D.93191 issued
June 16, 1981, and is no longer a part of this proceeding.

On July 29, 1980, by Resolution T-10292, we granted Pacific's
Advice Letter 13641 which was presumably filed under authority
granted by D.91495 and was a request to increase key telephone
service (KTS) rates by about $30.1 million annually based on
estimated 1980 levels. On August L, 1980 California Interconnect
Association (CIA) filed A.59858 and on August 19, 1980 the City
and County of San Francisco (San Francisco) ané the City of San Diego
(San Diego) filed A.59888 for rehearing and stay of Resolution T=-10292.
On November 4, 1980 by D.92408 the Commission granted rehearing which
was held on a consolidated record with these proceedings. The ALJ
bifurcated the matter into legal issues and reasonableness of rates. By
D.92542 dated December 16, 1980 the Commission disposed of the legal
issue by rescinding Resolution T=10292. The issue of the reasonableness
of KTS rates remains to be considered by this decision.

For reference purposes a histery of pacific's major formal
rate proceedings before the Commission is included as Appendix B.

These proceedings were assigned to Commissioner Leonard M.
Grimes, Jr. and ALJ Albert C. Porter. Three prehearing conferences and
84 days of formal hearing were held between August 8, 1980 and April 9,
1981. Testimony was received from 85 witnesses and statements were
made by numerous members of the public. 362 exhibits were received
into evidence. Parties filed concurrent briefs on May 4, 1981; oral
replies to the briefs were made before Commissioner Grimes and
ALJ Porter on May 12, 1981; and oral argument was neld before the

‘ Commission en ban¢ on June 30, 198l.

-l
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This decision, based on evidence developed during 86 days
of public hearing, approves rates and charges designed to increase
the annual revenues of Pacific Telephone by $610.1 million. The
company sought increases totaling $790 million per year.

The Commission concludes that rates established in this
decision are necessary for Pacific to provide the quality of
service its customers expect. Rapid population growth in the
parts of California served by Pacific has strained the company's
finances. To provide adequate service to both its old and its new
customers requires that Pacific have a modern, well-maintained

telephone network.

Yer, Pacific’'s modernization lags behind other

Bell System companies in some important aspects.

To meet its modernization needs, Pacific will invest more than $2.9
billion per year in 1981 and 1982. This plant improvement, at the rate of
more than $240 million per month, is necessary to maintain adequate
service. Some of this money will be generated from the company's
internal revenues but much of it will have to come fLrom additional

. capital investment.

Only if the company has satisfactory

revenues can it finance the needed modernization. To assure
Pacific the ability to attract the capital it needs, at the

lowest possible ¢ost, the decision authorizes Pacific

to earn a return on common equity of 17.4 percent. This will result
in an overall rate of return on total invested capital of 12.91%.

Component
Long Term Debt

Preferred Stock
Comxmon Equity
Total

THE PACIFIC TELEPEONE AND TELEGRAPE COMPANY

Adopted Rate of Return
Test Year 1981

Times
Weighted Interest
"Ratio Cost Cost Coverage
53.29% 9.87% 5.26%
5.17 8.08 42
41.54 17.4 7.23
100.00 12.91 2.45

Changes in Rates. The principal changes in telephone rates

‘ are these: Residential customers in the metropolitan areas of

-5-
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San Francisco-Oakland and 1os Angeles will have their rates for one-party,
flat-rate service rise from $6 to $7 for unlimited local calls. In
other parts of Pacific's territory the rates will rise from $5.70
to $6.70. These changes will affect 87 percent of Pacific's
residential customers. There will be no changes in the rates for
lifeline telephone service, which provides for a certain number of
local calls at a fixed, low rate.

Rates per minute Of measured service are not inmreased in order %o
encourage customers to move from £las-rate to measvred service thereby. promoting the
Commission's ultimate aim of having charges for phone service relate to actual use.
Because many customers who now have £lat-rate service may f£ind it econemical to
change to measured-rate service, the decision orders Pacific to
waive its usual $22 charge for such changes for 50 days. The
decision also orders Pacific to tell its residential customers of
the types of services and rates available, and that they can switch
for 90 days at no charge.

The message allowance for one-party measured business
service is eliminated, measured residential service is not inecreased,
flat rate foreign exchange service is frozen to that already in
service with no new additions allowed where measured service is
offered. Single message rate timing will be expanded, expansion
of measured services for businesses will be studied, and introduction
of ZUM calling will be considered for additional areas.

Most business customers with measured-rate service will
find their bills increased because the free message allowance is
eliminated by the order. The present wmonthly rate is $7, with an
allowance of $4 worth of local, measured-rate calls. The monthly
rate will remain at $7, but the allowance will be discontinued and each
call will be billed at the measured rate.

The cost of long-distance calls within Califormia will be
increased. For example, a daytime, three-minute call from San
Franecisco to Los Angeles will be increased from the present $1.30
to $1.52. The present discounts of 30% for evening calls, and 60%
for night and weekend calls, will not be changed.

-6~
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. ) Deregulation Issues. The decision reflects the changes in the
Bell System that will occur ac the result of actions by the Federal Communications
Commission. The FCC has determined that, effective on March 1, 1982,
the Bell System is to establish a fully separated subsidiary that will
not be regulated by any government agency. This subsidiary
will be responsible for, among other things, the sale of new
telephone terminal equipment.

Sale of Terminal Equipment. To protect ratepayers during
the transition period to deregulation, and to aid the company's
financial position, the decision orders the company to present by
September 15 a plan under which Pacific will offer to sell all
terminal equipment, business and residential, to present customers.
Once the plan has been submitted, hearings will be held on it. In
the interim, monthly telephone rental reates will be increased.

Rates for the basic rotary-dial telephone will be increased from
the present 60 cents to $1. Touchtonme rates will be increased from
$1.10 to $1.55. Sale of terminal equipment would elimimate the
impact of these increases.

Migration Strategy. Several intervenors charged that AT&T
and Pacific are engaged in a deliberate attempt to force business
customers with older equipment into installing the newest type of
equipment offered by the Bell System under long-term contract, in
an attempt to lock out equipment of telephome system competitors.
During the hearings this was referred to as the "installed base
migration strategy.” Although Pacific denied the allegations, the
decision concludes that the evidence is persuasive that Pacific
adopted the migration strategy but not directly its pricing
concepts, which were designed to price ¢ld equipment so that it
could not be economically compared £o new equipment.

Intervenors charged that Pacifi deliberately manipulated
costing procedures to dovetall with the migration strategy to reprice
0ld business equipment out of the market. The intervenors claimed
that Pacific's purpose in doing this is to accomplish post-deregulation




A.59849 et al. ALJ/el/ks *

market positioning which could leave the remaining customers of

. regulated services with stranded investment teo pay off. Accordingly,
the decision does not authorize any increases in business terminal
equipment charges except for a 5.4% increase added to all equipment
charges across the board as necessitated by the overall rate increase.

Unregulated Subsidiary. The decision ensures that the

ratepayers of Pacific's regulated operatiouns will pay for only those
expenses and investment attributable to regulated services. Over
$19 million in start-up costs for deregulated activities were
deleted from 1981 expense estimates on the recommendation of the
staff. TFurther hearings will be held to determine proper costing
techniques for ratemaking, the amount and disposition of any
stranded investment, and accounting for expenses associated with

establishing unregulated operations. Pacific's management will be held
responsible to the ratepayers to assure it recovers all expenses for

and investment in unregulated operations once these have been
finally determined.

The net effect of the authorized rates on a typical
residential customer in the ZUM areas with individual line service
and rotary dial set would be an increase of approximately 17.9%

based on the following components. .
Present Authorized
Rate Rate

- Monthly Line Rate $ 6.00 $ 7.00
Station Set (Rotary Dial) .60 1.00
ZUM Charges 3.00 3.25
Toll Charges 15.00 16.90
Other Service and Egquipment 1.40 1.45
Prop. 13 Credit -.89 -
=5.I0 ~55.60
Present rates include a total $197 million interim increase granted in April 1980
which this decision continues.

In general, The Commission found that Pacific is doing a
good job of serving the public. There wexre several isolated areas
of service problems brought out that will be or have been dealt
with such as service to the alarm industry and services in some
southern Califormia areas.
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. The long history of income tax problems of Pacific and the
Commission concerning accelerated depreciation allowances
for tax purposes surfaced again in this proceeding, and
the Commission finds that given the options available to it Pacifie
has pot thus far acted in bad faith in its efforts to resolve the

problem since the last Commission decision.
Investigation into the policies and practices of Pacific in

its dealings with minorities and woﬂen in both services ané the
procurement of goeds, affirmat ive actxon in employment, and in
the provision of bi-lingual telephone services will be ‘decided at
a later date.
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Background of Pacific

Pacific is one of 21 principal telephone operating sub-
sidiaries (0ICs) of American Telephone and Telegraph Company (AT&T).
AT&T also owns Western Electric Company, Inc. (Western Electric or
Western), which manufactures and installs equipment for AT&T and the
0ICs, and the 195 Broadway Corporation (195), wvhich provides office
space and services to AT&T. AT&T and Western each own 50% of
Bell Telephone Laboratories, Inc. (Bell Labs), which is the Bell
System's research and development arm. AT&T, Western, Bell Labs, and
the 0TCs form what is known a&s the Bell Syscem.—]i-/

As of December 31, 1979 AT&T owned almost 90%Z of the
voting securities of Pacific, 90.8% of the common stock, and 78.27%
of the preferred stock. Holders of Pacific's common stock at

December 31, 1979 totaled 65,719; following are the number of ghares
held at that time by the 10 largest.—

1. American Telephone & Telegraph Company 152,036,157
2. Merrill Lynch, Piexrce, Fenner & Smith, Inc. 474,871
3. Pacific & Company 387,266
4. E. F. Hutton & Company 117,072
5. Shearson Loeb Rhoades 79,825
6. Paine, Webber, Jackson & Curtis, Inc. 78,747
7. Wells Fargo Bank, N.A. 77,674
8. Kray & Company 75,376
9. PFirst Jersey National Bank 60,486
10. Pacific Securities Depositaries 57,330

Total 153,444,804

The relationships of these various entities are fully explained

under the discussion of license contract expenses which follows.
(See Diagram A.)

Holders 2 through 10 would appear to be acting as depositaries
for clients.
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Pacific operates im California and Nevada and has one
subsidiary, Bell Telephone Company of Nevada (Nevada) which renders
telephone service only within that state. All of the outstanding
stock of Nevada is owned by Pacific. The only counties in California
not served by Pacific are Mono, Alpine, Lassen, Modoc, Del Norte, and
Santa Barbara. Pacific estimates that it serves over 787 of Califormia's
total population.

At the end of 1979 Pacific's total telephone plant in service
amounted to more than $13 billion and it had almost 16 million tele-
phones in service. The cost of telephone plant in service at the
end of 198l is estimated to be more than $17 billion; telephones in
service will be more than 17 million. As of September 30, 1980 there
were 6,761,000 residential and 826,000 business customers.

Pacific estimates that in 1979 there were more than 26 billion
local telephone calls made from telephones in its sexrvice area, an
average of more than 1,700 per telephone. Pacific expects it will
have 117,000 employees by the end of 1981.

In this decision there will be references to total operations
and Califormia intrastate operations. The total operations include
California intrastate and the interstate business done within California
but not the Nevada subsidiary. The rates under jurisdiction of this
Commission include only those which are assessed for intrastate tele-
phone service in California. Attached, as Appendix C, are some data .
on Pacific's operations for the years 1970 through 1981 estimated.
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Participating Parties

As can be seen from the appearance list, Appendix A, more
than 30 parties appeared in these proceedings. Although the reference
name for a party is shown in parentheses when the party is fixst

identified in this decision, this list is for the c¢convenience ¢f the
reader.
Pacific or PT&T

The Pacific Telephone and Telegraph Company, the applicant.

Staff

The Public Utilities Commission technical and legal staff.
Continental

Continental Telephone Company ¢f California.
General or GTE

General Telephone Company of California.
TASC

. Telephone Answering Services of California.
CHMA

California Hotel and Motel Assoc¢iation.
Users Group

California Retailers Association, Tele-Communications
Association, American Broadcasting Companies, Inc., anéd CBS, Inc.
Delphi

Delphi Corporation.

GSA

General Services Administration for Executive Agencies of

the United States.
WBEA

Western Burglar and Fire Alarm Association.
Los Angeles

City ¢of Los Angeles.
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San Francisco

City and County of San Francisco.

San Diego
City of San Diego.

LA County
County ¢f Los Angeles.

Sonitrol

Sonitrol Telephone Assistance.
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' Sumnary of Issues

The following is & summary of the major {ssues in this
proceeding;él

Revenues. Pacific's estimate is $164.4 milliom
above the staff estimate for 1981. The staff
estimate adjusted downward by $54 million is
adopted.

E es. Pacific and the staff differ by
5%5%%%Iflion on expense estimates for 1981.
The staff estimate, which is lower, is adopted
with some major adjustments for maintenance,
commercial, and general office expenses.

License Contract/Affiliate Adjustments. Pacific
and the gtaii ditlexr by 533 million on the license
contract adjustment. $19 million of this is due
to staff's estimate of expenses attributable to
deregulation activities. Staff's estimate is
adopted with minor adjustments. Other issues
involve product-related disallowances to Western,
Bell Labs business information systems, and the

Western Electric adjustment. With minor exceptions
staff's recommendations are adopted.

Rate Base. Pacific is $419 million (out of about
on) higher than staff. The difference is
primarily due to estimates of plant-in-gservice,
working cash, and material and supplies. With some
exceptions the staff estimates are adopted.

3/ Unless indicated otherwise, figures shown relate to Pacific's
total California operations under present rates.
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Construction Work in Progress (CWIP). Pacific
requests CWIP be included in rate base which is
not adopted. Interest on CWIP will be compounded
monthly instead of semiannually.

Rate of Return. Recommendations,r;nge from 10.20% '
to 13.47%. 12.91% is adopted,providing 17.4% on equity.

Sexvice. WBFA makes valid accusations of poor
service. Committee will be formed to recommend
standards.

Migration Strategv. Several intervenors charge
ATsT and Pacific are engaged in a deliberate
attempt to force customers with older equipment
into installing new flagship equipment under
long~term contract in order to lock out eguipment
of telephone company competitors. Although
Pacific denies the allegations, the evidence is
persuasive that Pacific adopted the migration
strategy but not directly its pricing concepts,
which were designed to price old equipment 5o
that it could not be economically compared to
new eguipment.

Costs for Ratemaking. Intervenors charged that

Pacific deliberately manipulated costing procedures

to dovetail with the migration strategy to reprice

old eqguipment out of the market. Valid points

were raised about the costing techniques and

further hearings will be held to review the procedures.

Phasing in Increases. Terminal equipment users
complained that increases proposed were too severe,
some ranged up to several times the present rates.
The Commission will move as quickly as possible

to cost-based rates but revert to its former policy
of increases no greater than about 50% per vear.

Mobile Telephone Rates. Intervenors charged Pacific's
moblile telephone rates are noncompensatory
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and radiotelephone utilities competing with
Pacific suffer as a result. Pacific ané
Allied Telephone Companies Association, which
represents the majority of radiotelephone
utilities, stipulated to actions to remedy the
situation.

Staff's Audit Report Recommendations. Pacific
took exception toO many of the stafi's recom-
mendations. The decision rejects some and
adopts some.

Sale of Equipment. Staff and intervenors
recommend Paclfic file tariffs for sale of
equipment to users. The decision adopts the idea
with further hearings to be held to work oQut
details.

Accelerated Depreciation. Intervenors and staff
questioned whether Pacific has acted in good
faith to preserve its eligibility %O use accel-
erated depreciation under ratemaking concepts
adopted by the Commission.

Allowance for Attrition. Pacific reguests an
allowance for diminution of earnings because
of increased expenses, higher cost of debt,
and wage increases. The decision denies this
reguest.
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1981 Estimated Results of
Operations ~ Present Rates

Pacific and the staff were the only parties to the proceeding
to offer complete estimates of results of operations for the rate
year 1981. Tables 1 and 2 are & summary of the results of operations
by Pacific and the staff for total company operations (Table 1) and
California intrastate operztions (Table 2) under present rates. The
detail of the estimates is shown in Appendix D. Because the estimated
results of operations by the staff are based on later data than those
of Pacific and, for the most part, are concurred in by Pacific, we
will accept the staff's results of operations except as noted in the
following sections of this decision. The estimated results of operations
for 1981 we will adopt are shown on Table 25 and in Appendix D.

It is noted that, in general, the discussions of revenues,
expenses, and rate base are based on Pacific and staff forecasts of

Pacific's total California operations which include interstate and
intrastate operations. The evidence on individual items was analyzed
primarily for both Pacific and staff on that basis.
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TABLE 1
THE PACIFIC TELEPHONE AND TELEGRAPE COMPANY

Estimated Resulss of Total California Operations
Test Year 1981 ~ Present Rates
{(Dollars in Thousands)

Operating Revenues
Operating Expenses & Taxes

Current Maintenance

Depreciation & Amortization

Traffic Expenses

Commerc¢ial Expenses

Gen. Office Salaries &
Expenses

Operating Rents

Gen. Services & Licenses

Balance Other Oper. Expenses

Total Cper. Expenses

Operating Taxes-Federal Income
Cal. Corp. Franch.
Social Security
Qther
Total Expenses & Taxes

Net Revenues

Avg. Net Plant & Working Capital

Telephone Plant-in=Service

Telephone Plant Under Constr.

Property Held for Fut. Tel. Use

Telephone Plant Acquisition Adj.

Working Cash Allowance

Material and Supplies

Less: Depreciation Reserve

less: Reserve for Deferred Taxes
Total Rate Base

Rate of Return

Staff

$ 6,380,016

1,569,530
852,566
406,256
706,121

355,621
51,889
55,515

567,628

4,565,126

300,436

52,198
132,305
130,488

Pacific

$ 6,544,368

1,705,134
896,221
417,822
730,766

371,513
54,412
88,355

—569.018
4,933,329

186,124
65,635

138,882

136,857

Pacific
Exceeds
Staff

$ 164,352

135,604
43,655
11,566
24,645

15,852
32,840

—AQL 488
368,213

(114,312)
13,437
6,577
6,409

5,180,553
1,199,463

15,683,907
2,910

228,165
130,678
2,934,645
1,485,707

5,460,877
1,083,491

16,008,289
2,910

303,178
149,946
2,924,140
1,495,377

280,324
(115,972)

324,382
0

75,013

19,268
(10,505)

9,670

11,625,308

12,044,806

419,498

10.32%
{Red Figure)

(1.32)%

9.00%
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Separations and Settlements

Most of the telephonme utility plant of Pacific is physically
located within California. Major portions of cthe plant as well as
associated expenses, reserves, and taxes involve both intrastate and
interstate operations. Intrastate services are regulated by this
Conmission and interstate services by the Federal Communications
Commission (FCC). Some parts of the system are used for intrastate
service only and therefore can be assigned directly to intrastate;
othexr portions used exclusively for interstate can be assigned
directly to interstate. But, the major portion Is used for both
services and therefore, for ratemaking purposes, must be separated or
allocated between jurisdictions. This process requires the allocation
of revenues, expenses, taxes, investments, and reserves.

In addition, the provision of intrastate and/or interstate
services often involves the use of more than one company's facilities.
For example, a call berween San Francisco and Santa Monica involves
facilities of both Pacific and General Telephone; an interstate call
could easily involve use of the facilities of two or even three
companies. In these cases the costs of each of the utilities must
be determined to permit a division of the revenues. This process is
called settlements and its methods parallel separation preocedures.

Also, separation procedures are used by some jurisdictions
to allocate costs of & single company among its various types of
sexrvices. For example, this Commission has historically examined the
separation of intrastate operations between toll and exchange operations
to assist it in ratemaking decisions.

The basic principles and procedures currently used in making
gseparation studies are contained in the separations manual published
in 1971 by the National Association of Regulatory Utility Commissioners
(NARUC) and adopted by the FCC effective January 1, 1971. This is
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commonly referred to as the Ozark Plan. The first separations manual
was issued in 1947 and has since been revised many times.

The fundamental principles of separations were initiated
by the Minnesota Rate Cases (1913) 230 US 352 and Smith v Illinois
Bell Tel. Co. (1930) 282 US 133. The Minnesota cases involved railroad
carriers and established the principle that investment and expenses
used in common for interstate and intrastate should be apportiomed
among the services on the basis of the relative use made of facilities
and personnel. The Illinois Bell case dealt with sepaxations as
related to the fixing of telephone service rates and established that
separations are "essential to the appropriate recognition of the
competent governmental authority in each field of regulation™. It
also established the principle of actual use or relative use as a
proper basis for the separation of telephone plant.

In practice, separations require, as a first step, the
assigmment of telephone plant to categories and the determipation of
the costs of the assigned plant. The second step involves the
allocation of the costs of the plant in each category between inter-
state and intrastate on the basis of direct assigoment or the appropriate
measure of use.

Within California,major settlements for interchanged toll
sexrvice between Pacific and the various independents for both interstate
and intragtate toll are essentially similar to the national division
of revenues that takes place. Each participant receives its allocated
toll expense from the pooled toll revenues and then shares in the
renmdining profits in proportion to its net investment in the statewide
toll facilities.

The changes in separation procedures over the past 40 or
50 years have regulted in assignment of lesser expense and investment
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to intrastate and increased assignment to interstate. New technology
as well as economies of scale have reversed this trend and caused

the cost per teoll message-mile-minute to continually decrease, whereas
local service facilities experienced only nominal benefits from

new techniques and economies.

It is of interest that as recently as 1979 the Commission
in D.90861 addressed some particular problems concerning separations
and the solutions are still being pursued in pending Case (C.) 10948
concerning the proposed exchange access charge tariff.

Intrastate Results - Present Rates

Table 2 represents Pacific and staff estimated 1981 results
of operations under present rates for the intrastate gervice in
California separated and allocated from the total company operations
shown on Table 1. This is the table we will use as a startiﬁg point
for detemmining the additional revenue requirement to bring Pacific's
earnings to the rate of return we find reasonable for this decision.

Pacific's estimate would produce a return of 8.68% on a
rate base of $9.061 billion. 7This is 4.79 percentage points below
the 13.47% overall return requested by Pacific. 4.797% times Pacific's
$9.060 billion rate base would require a net increase of $433,974,000.
Applying to that Pacific's net-to-gross multiplierﬁ—/ of 1.902, the
gross revenue Increase required would be $825,419,000.

The staff's test year return of 9.91% under present rates
is 1.59 points below its recommended 11.50% return. Applying 1.597%
to its rate base of $8.677 billion the staff's requirement would be a

4/ The net-to-gross multiplier accounts for the increased income
taxes on increased before-tax net revenues. For example, under
Pacific's calculations it takes & $1.902 increase in revenues
to produce $1.00 after taxes.
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pet increase of $137,964,000. Applying the staff's net-to-gross
multiplier of 1.896 to that would require a total gross revenue
increase of $261,580,000.

As can be noted on Table 2, the staff is $100,000,000
below Pacific in its revenue estimate and $174,000,000 below in its
expense estimate for a net difference of $74,000,000. The staff is
also 47 below Pacific in its rate base estimate. Those differences
aside, the main reason for the large difference in the net revenue
increase requirements is the rate of return recommendations; that
difference is, in turn, based on the reccmmended returm on equity
because there is no substantial dispute between Pacific and staff
on the projected year-end 1981 capitalization ratios and cost of
debt and preferred stock.
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THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
Estimated Results of California Intrastate Operations

TABLE 2

Test Year 1981 - Present Rates

(Dollars in Thousands)

Operating Revenues

Local Service Revenues

Toll Service Revenues

Miscellaneous Revenues

Uneollectibles
Total

Operating Expenses §& Taxes

Current Maintenance

Depreciation & Amortization

Traffic Expenses

Commercial Expenses

Gen. QOffice Salaries &

Expenses

Operating Rents

Gen. Services & Licenses

Balance Other Oper. Expenses
Total Oper. Expenses

Operating Taxes=Federal Income
Cal. Corp. Franch.
Social Security
Other
Total Expenses & Taxes

Net Revenues

Ava. Net Plant & wWorking Capital

Telephone Plant-in-Service

Telephone Plant Under Coastr.

Property Held for Fut. Tel. Use

Telephone Plant Acquisition Adj.

Working Cash Allowance

Material and Supplies

Lecss: Depreciation Rescrve

Less: Reserve for Deferred Taxes
Total Rate Base

Rate Of Return

Staff

$2,375,863
2,079,818
339,800
(51,177)

Pacific

$2,452,050
2,130,704
323,646
(62,042

Pacific
Exceeds
Staff

$ 76,187
50,886
(16,154}
(10,865)

4,744,304

1,135,282
639,510
318,625
582,375

278,569
41,553
41,514

428,826

4,844,358

1,227,407
672,897
328,963
607,042

287,844
42,105
66,072

498,674

© 3,466,254

152,087
28,460
100,065
87,579
3,884,445

859,859

11,728,426
2,180

173,250
97,643
2,206,853

1,116,657

3,731,004

111,850
9,363
103,507

102,362
4,058,086

786,272

11,987,458

2,227 -

229,631
113,021
2,164,230

1,107,460

8,677,989

9,060,647

100,054

33,387
10,338
24,667

$.275
552
24,558

264,750°

(80,237)
(19,097)
3,442

4,783

173,641
(73.,587)

259,032

47

56,381

15,378
(42,623)
9,197)

382,658

9.91%
{Red Figure)

8.68% (1.23)%
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Operating Revenues - 1981 -
Present Rates

Table 3 sets forth the estimated operating revenues by
Pacific and the staff for the test year 1981 under present rates.
The staff's estimate for total revenues before adjustments is
$176.6 million less than Pacific’s. With two exceptions Pacific
accepts the lower estimates of the various revenue subcategories.
The main revenue issue between the staff and Pacific is intrastate
toll. The staff's $48 million lesser estimate i{s based on later
data than were available when Pacific made its estimates; Pacific
believes it should be even lower than it is because the staff was
able to review actual revenue data through the summer of 1980.
Those data fell below Pacific's earlier forecasts; later Pacific
estimates for 1981 were even lower. Pacific claims the staff accepted,
in many cases, the post-NOI Pacific estimates; but for the Intrastate
Message Toll Service (MIS) and Wide Area Telephone Service (WATS)
forecasts, the staff ignored the actual data as well as the revised
forecast that were supplied. Pacific claims the staff was inconsistent
wvhen considering later information by accepting some and rejecting
other, while at the same time ignoring a decrease of $108 million in
the revised forecast of intrastate MIS and WATS billings. Therefore,
Pacific believes the staff's figures for the intrastate MIS and WATS
billing should be decreased by $108 million and the effect f£lowed
through to net intrastate toll service revenues.

We are not totally convinced by either the staff or
Pacific on this issue. Therefore, we will decrease the staff's
estimate by one-half of the $108 million or $54 milliom.
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. One issue brought up on cross-examination of the staff
concerns the revenue estimate for service connection charges. The
staff estimate for this revenue is about $63,725,000 lower than
Pacific'’s. This is most of the $68.8 million difference shown for
Account 500, Table 3. The staff estimate includes the impact of
phone centers on service comnection charges and the estimate of
Pacific does not. The staff was cross-examined on whether it
made a related reduction in investment estimates to reflect service
connection changes which would not have to be made because of customers'
picking up phones from phone centers and installing them themselves.
Although the staff testimony is not completely clear or this igsue,
the staff claimed its estimate of plant includes the effect of
the reduction in installations. We adopt their position.

As a result of D.91495 dated April 2, 1980, Pacific put
rates into effect based on test year 1980 which were anticipated to
result in a yearly revenue increase of $227 million. As noted
previously, D.92542 dated December 16, 1980, rescinded a yearly
increase based on 1980 of $31 million on KIS rates, thus reducing
the $227 million to $196 million. Pacific believes that because
the rate increase in A.59849 is premised on an existing level of
rates inclusive of the full $227 million, the final revenue
requirement should incorporate the $31 million. To illustrate
Pacific's position further, by A.59849, it is asking for about $790
million additional revenues over and above the $227 millica granted
by D.91495. This would total $1.017 billion; but because the
$227 million was reduced by $31 million, Pacific claims it should
be granted $821 million in this proceeding. ($790 plus $31.)
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However, as can be noted on Table 3, $32,652,000 has been deducted
from both Pacific's and staff's estimates of revenue under present
rates, the $32,652,000 being the level of the KIS increase for 1981
that was included in both original estimates. Therefore, the results
of operations in Table 1 already include the KTS adjustment. All
that remains to be done then is to determine the revenue requirement
necessary to produce results of operations reflecting the expenses,
rate base, and rate of return we adopt for 1981 and the matter is
taken care of. The reasonableness of KIS rates will be

addressed in the section on the rate design required for the revenue
requirement.
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TABLE 3

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
Estimated Total Operating Revermues -~ Test Year 1981 - Present Rates

Local Service Revenues

Subscriber Statidon Rev.

Public Telephone Rev.

Service Stations

Intra. Local PL & QOther

Inter. Local PL & Other
Subtotal

Toll Service Revenues

Intrastate Toll

Interstate Toll
Subtotal

Miscellaneous Revenues

Directory Adv. & Sales

Qther Miscellanedus Revs.
Subtotal

Total Before Uncollectibles
Uncollectible Revenues
Total Before Adjustments

Marketing & Competition

D. 914585 (Inel. Adv. Ltr.
13641

FCC Decision ID No. 80-297

Traffic Expense Adj.

Adjusted Qper. Revs.

Tran. to long Line Adj.
Reseinded Advice Lior. 13641
Recast Operating Revs.

(Dollars in Thousands)

Stafs Pacific

$2,123,199 $2,191,950
56,000 63,517

250 276

38,580 38,500
2,280 2,280
2,220,309 2,296,523

2,038,028
1,643,806

2,086,155
1,722,079

Pacific
Ixceeds
Seaff

$ 68,751
7,517

26

(80)

0

Adopted

$2,123,200

56,000
300
38,600
2,300

76,214

48,127
78,273

2,220,400

1,984,000
1:643,800

3,681,834 3,808,234

289,200

50,600

280,480
53,166

126,400

(8,728)
(7,.434)

3,627,800

289,200
50,600

339,800

6,241,943
(75,304)

323,646

6,428,403
(85 ,148)

{16,154

186,460
{9, 844)

6,166,639
(9,300}

6,343,255
(5,300)
243,065 243,065

28,375 ]
80 0

339,800

6,188,000
(7&,500)

176,616
0
0

(28,375)
(80)

6,113,500
(5,300}
243,100

28,400
100

6,428,859 6,577,020

(16,192) 0
132,652) {32,652)

148,162

16,192
0

6,375,800

(16,200}
(32,700}

6,380,016 6,544,368

(Red Figure)

164,352

6,326,900
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Expenses = General

Pacific's primary concern with the staff's estimates of
1981 expenses is that the staff used data fxom the first part of
1980 in many of its estimates; Pacific claims the first part of 1980
was affected by a constrained budget but in the latter part of 1980
budget limitations werxe lifted and more normal expenditures were
made. However, the staff was aware of this. In Exhibit 246, Ch. 16,
pp- 16-1, 2, the staff notes:

"For 1980 the staff investigation had benefit of
in excess of eight months of actual operations
more than the Pacific did for the development
of its showing in Application No. 58269. 1In
this experience it also saw 2 change from the
testimony of the utility's witness,

T. J. Saenger, President and Chief Operating
Officer, that the utility was planning a
‘constrained' budget program for 1980 and
would hold force levels to 105,500 people.
The utility's 1979 Commitment Budget of its
1980 operations, slightly modified for its
February view which was used as the basis for
its NOI, contained increases in projections
over the Octoder 13979 view. The increased
commitment budget had been developed prior

to Mr. Saenger's appearance on the witness
stand. As of August 31, 1980, the force
level in California was 108,435 and going up.”

Pacifiec claims that the higher level of expenses in the
latter part of 1980 clearly does not support the staff's method
because an underrun, that is, lower than normal expenditures,
in an account during the first half of the year will not
necessarily result in an underrun next year.
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In general, we will accept the staff expense estimates
which corresponds to ocur adoption ©f its revenue estimates thereby
accepting the staff's overall view of 1981 operating levels. We
will, however, make some specifi¢c adjustments to the staff estimates:
these are highlighted in the discussion which follows.

Maintenance Expenses

Pacific $1,705,134,000

Staff 1,569,530,000

Difference 135,604,000

Maintenance is the largest category of Pacific's
operating expenses. The difference for 1981 hetween Pacific and
the staff on an estimated total California basis before adjustments
is $112.8 million (see Table 4). Pacific estimated that
maintenance expenses would increase about 20% in 1981 over 1980
because of increases in workleoad, labeor costs, and targeted
service improvements. Some of the increases would be partially
offset by improved productivity.
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TABLE 4
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Maintenance Expenses
Total Operations - Test Year 1981 ~ Present Rates
{(Dollars in Thousands)

Repairs of Outside Plant

Test Desk Work

Repairs of Central Ofc.
Equip.

Repairs of Station Equip.

Repairs of Bldgs. & Grounds

Maintaining Transmission
Power

Qth. Maintenance Expense

Subtotal Before Adjs.

Electrical Energy Adj.

Reduction of Construction
EXD.

Allocation of Adm. Blédgs.

Subtotal Adjustments
Total Maintenance Expense
Deprec. SL~RL Adjustment
Adjusted Maintenance Exps.

Affiliated Int. Adj.
Tran. to Long Line
Wage Contract Adj.

Recast Maintenance Exps.

$ 262,300
250,853

S13,657
458,599
55,088

31,711
—h 508,
1,601,866

{4,400)

(3,806)
(46)

Pacific

Pacific
Exceeds
Staff

262,300
250,853

567,195
513,949
56,499

26,043
29,658
1,706,497
0

0
(46)

0
0

53,538
55,350
1,412

(5,668)
0

Adopted

262,300
250,900

516,300

488,500
55,100

33,900
29,700

104,631
4,400

3,806
0

1,636,700
(4,400)

(3,800)

—{8.232)
1,593,614

. (849)

_(46)

8,206

(8,200)

1,706,451
(1,317)

%,592,769

(14,837)

(17,748)
—_—2u340
1,569,530

1,705,134

0
!

————Q
1,705,134

(Red Pigure)

112,837
—{472)
112,365

14,837

17,748
—{2,346)

135,604

1,628,500

(800)

1,627,700

(7,600)
(17,700}

9,300

1,611,700
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Pacific claims its maintenance expenditures were constrained
in the first half of 1980:; therefore, trends based on maintenance
expense levels for 1980 cannot be used to project appropriate
levels for 198l. Pacific believes the staff's estimates reflect methods
which rely almost completely on what has happened in the past in order
to estimate the future.

For Accounts 602, 603, 612, and the adjustment for
Allocation of Administration Buildings the staff and Pacific are
in agreement.

For Account 604, repairs of central office equipment,
one of the largest accounts in the maintenance group, the
staff estimate is $53.5 million lower than Pacific's. This account
is divided into two subparts, Central Office Eguipment (COE)

Change, and COE Upkeep. COE Change is work done in the central
offices in response to customer orders for new eqguipment and
changes to 0ld equipment. COE Upkeep is the normal everyday repair
of central office equipment.

Pacific's estimate for COE Change is $328,931,000, which
is $23,526,000 over the staff's estimate of $305,405,000. The
major reasons for the difference are the estimated number of
production hours and engineering, and Western Electric billing.

The staff estimate £or Western Electric billing and
engineering costs was $18,176,000 lower than Pacific's. Western
Electric billing includes all expense billing transactions chargeable to
the account between Western and Pacific. It includes material and
labor, Western's service charges for handling and storage of utility
material, salvage credits, and general equipment expenditures.

Pacific estimates the Western Electric billing by assuming it would
increase in proportion to the workload used in the calculation of labor
costs times an inflation factor. The inflation factor Pacific used
was 9.77%, which was higher than the 5.8% increase estimated by the
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Bell System for its telephone plant index for central office equipment.
Pacific developed its engineering costs in a similar manner except
a wage increase factor was used instead of the 9.7% inflation factor.
Staff believes the Western Electric and engineering costs are more
related to Pacific's construction program for central office equipment.
The staff used as a ratlo the recorded 1979 Western billing plus
engineering costs divided by 1979 central office equipment construction
expenses. This was applied to Pacific's April 1980 view for central
office equipment construction costs in 198l. The staff believes its
estimate is conservative because the 1979 ratio was 127 while recorded
data through June 1980 was only 10.5%. $9,336,000 of the $18,176,000
difference is due to the lower estimated central office equipment con-
struction expense estimate for 198l. We will adopt the staff's estimate as
reasonable for engineering and Western Electric billing modified to
reflect the adopted rate of return for Account 604.

The remainder of the differences in COE changes, that
is, §5,350,000 ($23,526,000 - $18,176,000), is due %O the use of
different methods by the staff and Pacific to estimate workload
and productivity, the two key factors used to estimate production
hours. Pacific estimated workload by assuming that special
services interoffice circuit growth was a good indicator for
estimating workload growth, production hours being the result of
dividing workload by productivity. The staff method for estimating

workload depended primarily on main and equivalent main telephones
in-service and out-of-service (inward + outward) movement.2

S/ See Appendix E for a definition of "main and equivalent main
telephones™ which hereafter will be referred to as "telephones™.
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Botkh Pacific's and the staff's method seem toO be reasonable
for estimating the portion of COE changes attributable to production
hours, even though they produce different results. Therefore,
we will adjust the staff's estimate of $305,405,000 for COE
changes upward by one-half of the $5,250,000 difference to a total
of §308,080,000.

pacific's estimate for COE upkeep is $238,264,000 which
is $30,012,000 above the staff's estimate of $208,252,000. The
major reason for this difference is again the estimate of produgtion
hours. The staff claims that it did not use Pacific's method for
estimating because Pacific's system gives too much weight to
rapidly growing circuits and related items. The staff claims,
also, that Pacific made some mathematical mistakes in its
caleulations. Also, staff believes Pacific is underestimating
the effects of technology. For instance the number of telephones
served by electronic switching (ESS) offices has been growing rapidly
The percentage for 1976 was 14.9%; 1977, 17.6%; 1978, 21.1%;

1979, 27.5%; and estimated for 1980, 35.3%, and for 1981, 43.6%.
Pacific plans %o spend almost $1 billion fox central office
equipment construction in 1981 to further increase the number of
telephones served by ESS systens. The staff believes that
telephones are a good plant unit or workload indicator for COE
upkeep. Upkeep hours f£or telephones are falling at a fairly
constant rate. TFor instance, in 1975 the COE upkeep hours per
telephone were 1.144 and in 1979 that nad dropped to 0.719.

Pacific believes telephones do not give proper
consideration to the growth in the circuit portion of the account
which is affected by increases in customer usage and high growth
in special services. Pacific claims the difference in the estimates
is primarily based on differences in statistics used. Pacific
believes that when making its forecast for COE upkeep the staff did
not test the reasonableness of its estimate of hours. It claims
that a good test is to determine what productivity results when the




A.59849 et al. ALJ/ks

staff's estimate for hours is divided by Pacific's forecast of

work units. The staff's estimate for hours reguires a productivity
of 15.84 work units per hour, whereas the actual July 1980 six-month
productivity figure was 12.96. However, that argument <an be

turned around. If the 12.96 productivity figure is applied to the
101,115,000 work units estimated by Pacific, the total hours

would be 7,802,000. Table 5 shows the following for total hours

for the last five years for COE upkeep.

TABLE 5
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

COE Upkeep Bours Per Main
And Egquivalent Main Telephone (M+EMT)

1975 1976 1977 1978 1979

Total Bours (000°'s) 8,889 8,200 7,309 6,789 6,861

M + EMT 7,859,078 8,212,171 8,650,523 9,155,325 9,667,
Hours per M + EMT 1.144 1.011 0.856 0.751 0.

$ Decrease in Hours
Per M + EMT 11.6 15.3 12.3

Source: Exhibit 246, P. 8~-25.

The total hours in 1979 rose. for the first time in that four-~year
period but it should be pointed out that if one were to look at
the telephones in service for those years the 1979 increase over 1978
was enough to still reduce the hours per telephone.

The staff's estimate of 6,348,000 total hours may be
tested another way. The staff's estimate for telephones in service
in 1981 is 10,534,000. Dividing the 6,348,000 total hours
estimated by the staff by the 10,534,000 telephones gives .603
hours per telephone. Comparing the .603 to the .719 for 1979 shows
that the hours per telephone would have to decrease by 16.1% over 2
two-year period, about 8% per year. Comparing 1979 to 1875, the hours

06l
719

4.3
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“_b
4
per telephone dropped from

1.144 o 0.719, 37.2% over a four-vear

period, or in excess of 9% per year. Using that comparison the

staff's estimate looks reasonable and will be adopted.
The final estimate thern that we will adopt for Agcount 604,

Repairs to Central Office Equipmentz, is $£516,300,00C. That total

is made up of $308,100,000 for COE changes and $208,200,000 for

COE upkeep.

Repairs of Station Eguipment

Pacific's estimate for Account 605, Repairs of Statien
Bguipnment, i3 $513,949,000 which exceeds s5taf

st2ff's estimate of
$458,599,000 by $55,350,000. Like Account 604, 605 is split between

change and upkeep. Station changes involve work on customer regquests

for changes in service: upkeep involves the repair of existing V/
station apparatus, station connections, and .large private branch
exchanges (PBX).

For station changes Pacific estimated $268.9 million and

staff $243.5 million for a differcence of $25.4 nmillion.

The majer
reasons for the difference in estimates are forecasts of production

hours and Western Electric billing expense. The staff claims it could
hours because its _
vnit) and productivity
in production hours,

£or station changes had been

1979 when it decreased by
4.2% ané 2.1%, respectively. Pacific predicted a 2.5% increase in
1920 and a 1.1% increase in 1981.

not accept Pacific’'s estimates for production
estinates of complexity (work units per plant
(work units per hour) which, together, resuclt
Were not reasonable. The productivity
increasing in the 1970s until 1978 andé

The staff noted that Pacific’'s

stimate for productivity in 1981, 11.84 work units per hour, was still
below the 12.30 level of 1977, which is the same level Pacifie
had achieved through June 1980 and which is 2

2.9% above its estinmate
for 1981.

The staff claimed sthat Pacific's complexity estimate

-

ig equally inaccurate when looking at recorded data. Part of the
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problem is the way Pacific estimoted it. For example, the
residence segment used the ratio of inward extensions to inward
main stations to influence its pick, which in the staff opinion
has no correlation with people exchanging or relocating their
telephones. The staif used the standard load iadicator, inward
telephones, for station changes to estimate hours. It trended
the ratio of hours per inward movement between 1975 ané 1879,
which has a high degree of corzelation, times the stafl’s
estimate of inward telephones for 158l.

The staff also claims Pacific overestimated its
Western Electric billing by $11,506,000. Western Electric billing
primarily includes the cost of shop repairs and conversions of
station eguipment for reuse. The staff used station growth in 192l
and 2 Bell system inflation factor for its estimate.

Consicering the genersl level ol businels the staff
nas adopted, we find their estimate to oe reasonable and adopt
as modified to refleet the zdopted zate ¢of

Station upkeep includes the oSt
appuratus, station connections, and large 75

L
- Tt &

repairing useé station eguipment for reuse and repaliring phone

booths. Pacific's estimate for station upkeep is $245,016,000, which
is $29,881,000 above the staff's estimate of $215,135,000.

Pacific takes exception to the way the stafs forecasted its
estimate, which was to multiply the forecasted number OF trouble
reports times the trended estimate of the houls per troudle repdrt.
The staff's estimate of the hours per trouble report was mugh lower
than Pacific's, 0.650 compared %o 0.776. Pacific claims it
intends to bring its trouble report rates down to a lower level,
claiming through its witness Short, that «he 198) needs of residencial
service customers cannot be met without the resources requested in
Pacific's budget. He stated that a decresse In the rate of trouble
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reports has been accompanied by an increase in the hours per trouble
report and vice versa. The staff's technique fails to consider
Pacific's objectives in 1981 because the staff used Pacific’'s
intention to reduce trouble reports per measured station, bus

at the same time projected a decrease in the hours per trouble
report. Therefore, Pacific claims the staff's projection is the
opposite of the historical relationship.

The staff disagreed with Pacific's estimate of
production hours, claiming that almost all of the time spent
on taking telephones apart for repair, or repairing used
telephones £or reuse, is not included in productive hours because
this is done by Western Electric ané charged to this account under
Western's billing. The staff chose not to use the utility's normal
method of calculating workload and productivity because it does
not have much meaning for this account. The staff claims
work units based on the number of plant items like stations in
service has little to do with work performed since most work is
generated by trouble reports. As a result, productivity, which
is work units per hour, also becomes distorted. Employee-recorded
productivity could actually increase when in reality the employees
may have become less efficient or vice versa. This is because
productivity is more a measure of the number of repair hours spent
on telephones in service rather than a measure of how efficient
Pacific repairs telephones that are out of service. The staff
made its estimate of hours by trending the ratio of the number
of hours per trouble report times Pacific's estimated number of
trouble reports in 1981. We find Pacific's position on this issue
is reasonable and will increase the staff estimate for Account 605
by $29.9 million.

Account 606 containg the cost of repairing buildings and
grounds, their fixtures and appurtenances. Pacific's estimate is
$1,411,000 over the staff estimate of $55,088,000. Although the
staff used a different method to estimate this account than Pacific,
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the major difference is cauced by different ectimates of construction
in 1981. The staff used the April 1980 ceonstruction view of 1981

for land and buildings which was lower than the preliminary April
view uced by Pacific in itz NOI. We will adopt the staff's

estimate for Account 606.

The staff's estimate of Account 610 is higher than the
one made by Pacific in its NOI which was made six months earlier
than the staff's. Account 610 represents approximately one-~half
of the total electricity costs of Pacific. The other electricity
costs are charged to a clearing account (707) and then spread to
various expense accounts such as maintenance, traffic, commercial
and to construction for heating, lighting, etc. on the basis of
floor space assigned to each category.

Pacific's estimate for Account 610 for 1981 is $26,043,000
which is $5,668,000 less than the staff estimate of $31,711,000.
The staff claims Pacific overestimated its electrical expenses
charged to expense accounts other than 610 by $4,400,000. The
staff made an electrical energy adjustment for that amount which is
shown on Table 4 as a red figure of $4,400,000.

The staff made its estimate by first determining how
much electric power the various utilities in California would
supply Pacific through June 1980 and the cost ©f that power. It
next determined for each utility the percentage of its power
costs directly related to changes in its Energy Cost Adjustment
Clause (ECAC) and the percentage related to changes in base rates.
The staff believes this is appropriate because these two components
of power cost do not increase or decrease by the same percentage,
nor do the changes in rates necessarily occur at the same time.

The staff then consulted with representatives of the electric
utilities and members of the Commission staff who work on electric
utility applications. Also the staff reviewed electric utility
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decisions and pending and proposed electric utility rate increase
applications. With this information the staff adjusted each of
the electric utilities estimated kilowatt-hour (kWh) costs to
Pacific for increases and decreases in ECAC and base rates. The
electric utility rate schedules most applicable te the utility
were used for determination of increases and decreases in base
rate and ECAC.

Pacific claims that actual cost to it through July 1980
would indicate that the staff's estimate should be even higherx
than it is. Pacific maintains the increase in prices of electxrical
energy coupled witkh the knowledge that all the principal electric
utilities in California have major rate cases on file for increases
makes it clear that the cost for this account should be based at
least on the July 1980 per kwh charge of 6.1¢ rather than the staff's
1981 estimate of 5.7¢. Pacific points out that the staff estimated
the 1980 over 1979 increase would be 36.8%, while the 198l over
1980 increase would be only 9.6%. Pacific argues that the charge
should be at least at the 6.1¢ level. If this were done, Account 610
for 1981 should be increased by at least 7% based on the July 1980
actuals; this would revise the staff's forecast to $33.9 million
compared to its present estimate of $31,711,000.

Pacific's point is well-taken and we will adopt the forecast
of $33,900,000 for Account 610 coupled with the staff's electrical
energy adjustment of $4,400,000.

As for the other accounts in the maintenance expense
group, the estimates of the staff are reasonable and will be
adopted.
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Depreciation Expense
Pacific $896,221,000
Staff 852,566,000
Difference 43,655,000

Depreciation and depreciation reserve are derivative
accounts: that is, once the investment has been determined, the
depreciation and depreciation reserve are automatically determined
by the depreciation rates which are agreed to by the Commission
and Pacifiec on an annual basis. 1In this proceeding the staff's
forecast is $38,000,000 less than Pacific's (see Table 6); this
results from staff's forecast for plant-in-service being lower
than Pacific's for both 1980 and 198l. Pacific takes no
exception to the staff estimates for depreciation and depreciation
reserve providing the Commission adopts the staff plant-in-service
estimates which, with some exceptions, we will do in this proceeding.
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TABLE 6

THE PACIFIC TELEPHONE AND TELEGRAPE COMPANY

Estimated and Adopted Depreciation Expence
Total Operations - Test Year 1981 - Present Rates

Depreciation Expense

Allocation to Nevada
IDC Rate Adjustment
IDC Short=Term CWIP Adj.

Total Deprec. Exp.

Remaining Life Adj. to Other

Operating Expenses

a. Maintenance Exp.

b. Traffic Expense

c. Commercial Exp.

d. Bal. Oth. Exp.

e. Total (a. to d.)

‘otal Adj. Depreciation Exp.

Reversal of Cl. Acc. Amts.
(Reassign tO proper acets.)

Affiliated Int. Adj.
Recast Depreciation EXp.

Adjustments: Modernization

Staff

$859,923

(21)
(307)

—2.459
862,054

(845)
(16)
(78)
(62)

(Dollars in Thousands)

Pacific

$897,927

(21)
(307)
—_— .35

900,058

(1,317
(24)
(122)
(97)

(1,001)

{1,560)

861,053

1,001
{9,488)

898,498

1,560
{3,837)

852,566

896,221

{Reé Figure)

Pacific
Exceeds

Seaff

$38,004

0
0
—_—l

38,004

(472)
(8)
(44)
{35)
(559)

37,445

559
5,651
43,655

Adogted

$859,900

(300
2,500

862,100

1,000
861,100

1,000
(9,200)

852,900

400

————————

853,300
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We do wish here, however, to make some comments on the
depreciation Pacifiec is taking on its total plant. As will be
discussed later under the section on rate design many of the accounts
of Pacific are in a very high percent condition, the percent c¢ondition
being the relationship of the undepreciated investment to total
investment. We believe the overall percent condition of
Pacific's reserve account, as can be noted from Table 7 for 1979,
the latest information we have on this record, is too high,and
in particular for some of the subaccounts it is far out of line.

This situation may contribute to some of the problems we will

discuss later concerning costing methods of Pacific, as well as Pacific's
problems with its cash-flow and financing. If we were to authorize
Pacific to depreciate its plant at a faster rate, it would

generate not only internal capital for investment purposes, but

also lower the rate base, thereby reguiring a lower income

after taxes to support the rate of return found reasonable by the
Commission. We will discuss this matter further under other issues

and we will make some recommendations concerning what can be
done about the situation.
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Traffic Expenses
Pacific $417,822,000
staff 406,256,000
Difference 11,566,000

Expenses included in the traffic accounts are for three
primary functions:

1. Operator handling of calls.
2. Administrative control of the network.

3. Customer instruction in the use of
business communications systems.

As can be noted on Table &, the difference in total traffic expense
estimates between Pacific and the staff is $16,860,000 before
adjustments and $11,566,000 after adjustments. The main difference
between Pacific and the staff is Account 624 for operator wages where
the staff made higher estimates of overall efficiencies for the
company's operators than did Pacific.

Pacific's witness estimated that the traffic expense for

1981 over 1980 would increase by 11.9%. He testified that
labor saving technology kept the workload cost increase to .7%
points. However, inflation and hourly wages added 10.8% points,
the two factors together compounding to an increase of 11.9%.
Traffic expenses consist primarily of salaries, wages,
and administrative costs in the handling of telephone calls by

switchboard operators and the costs associated with administering
the utilization and performance of the switching network.
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‘I" TABLE 8

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Traffic Expenses
Total Operations - Test Year 1981 - Present Rates
(Dollars in Thousands)

Pacific
Exceeds

Pacific Staff

Genl. Traffic Supervision

Serv. Inspec. & Cust. Instr.

Operators Wages
Rest and Lunchrooms

Operators Employment & Train.
C.0. Stationery and Printing

€.0. Bouse Services

Mise. Traffic Ofc. Exps.
Public Telephone Exps.
Joint Traffic Expenses~CR.

Subtotal Before Adjs.
Decision 91495 Adj.

Total Traffic Exps.
Deprec. $.lL.- R.L. Adj.
Adjusted Traffic Expenses

Tran. to Long Line
Wage Contract Adj.

Recast Traffic Exps.

$ 47,175

9,219
283,007
926
13,974
9,593
3,245
34,831
200
(433)

adopted

§ 48,342
9,219
296,848
980
14,536
9,753
3,380
35,563
413
(422)

§ 1,163
0
13,841
54

562

160

135

732

213

Q

401,721

(735)

400,986
(16)

418,581
{735)

16,860
0

417,846
(24)

16,860
(8)

400,970

(2,406)
7,692

417,822

0
0

16,852

2,406
(7,652)

406,256

417,822

{Red Figure)

11,566

$ 47,200
9,200
283,300
900
14,000
9,600
3,200
34,800
200

(500)

401,900

(700)

401,200

401,200
(2,400)

7,700

406,500
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The staff's analysis was based on total measured production
salaries which are spread over three accounts, 621, 624, and 627.
Over 90% of the salaries are allocated to Account 624 where they
contribute over 80% of the total account expense. Total measured
production salaries are those portions of traffic salaries associated
with operator supervision, force administration, clerical, and
training. The difference in Pacifi¢'s and staff's forecast for
Account 624 is S$13.8 million; this is the major difference between
the staff and Pacific for traffic expense estimates. Pacifie claims
the primary reason for the staff being so much less than Pacific
is because the assumed overall efficiency the staff chose is grossly
overstated for the positions involved and the salaries in the
accounts. Pacific cites, as an example, that a change from 76.5 teo
74.5 for only one of the efficiency factors results in about a
$3.2 million additional salary requirement. Pacific claims that
as an alternative to either of the staff's or Pacific's estimate,
Exhibit 257 may be used to make an independent forecast of the traffic
expenses based on appropriate overall efficiency levels. Pacific
claims that in addition to any changes in an account,such as 624,
changes in Accounts 626, 629, 630, and 631 must be revised oropor-
tionately depending on the change in total measured production salaries.

We will adopt the staff estimates with one exception. The
staff witness on traffic expenses made an adjustment for efficiency
salaries in 1981 for the Stockton Directory Assistance Office.
He claimed that because of the postponement of the installation of
certain systems in Stockton a $305,000 efficiency saving was not
realized. However, the staff witness acknowledged on cross-—examination
that he had made no inquiry on how a conversion would fit in with the
priorities of Pacific's total capital program. Pacific claims it
postponed the Stockton conversion because of a technical problem with
the improved system. Therefore, Pacific claims the economic
desirability of deferring the Stockton improvement made good sense.
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We will adopt the estimate ©of the staff for traffic expenses
with the exception of the $305,000 adjustment for the Stockton
Directory Assistance Office. The adopted total is $406,500,000.
Commercial Expenses (

Pacific $730,766,000
Staff 706,121,000
Difference 24,645,000

Commercial expenses support customer aceount servicing,
business service centers, residence service centers, marketing
activities, directory operations, advertising, and staff support.
The major differences (see Table 9) between Pacific and staff result
from staff adjustments based on attainment of service objectives by
Pacific and what Pacific terms "1980 underruns”. For purposes of
this proceeding, Pacific does not contest the estimates made by
the staff for Accounts 644, 648, 649, and 650.

For Account 640 Pacific accepts all of the staff adjustments
except for deletion of three manager positions, a total reduction
of $153,000. We will discuss the staff's recommendation for that
adjustment under Account 645.
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'I" TABLE 9

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Commercial Expenses
Total Operations = Test Year 1981 - Present Ratecs
(pollars in Thousands)

Pacific
Exceeds
Staff Pacific Sraff Adopted

Genl. Commercial Admin. $107,519 $116,106 $ &,587 $107,700
Advertising 24,000 27,873 3,873 24,000
Sales Expense 82,524 86,641 4,117 82,500
Connecting Co. Relations 1,059 1,136 7 1,100
Loc. Commercial Opers. 332,367 342,939 10,572 335,400
Public Telephone Comms. 22,055 22,751 696 22,100
Directory Expenses 136,328 136,345 17 136,300
Other Commercial Exps. —_—0 20 9 100

Subtotal Before Adjs. 705,902 733,841 27,939 709,200

Prior Advertising

Disallowances (2,876) (2,846) 30 (2,900)
Open Line Advertising Adj. (500) 0 500 (1,000)
Multistate Marketing Adj. (5,718) o] 5,718 (5,700)

Subtotal Adjustments (9,094) (2,846) 6,248 (9.,600)
Total Commercial Expenses 696,808 730,995 34,187 699,600

Dues and Donations Adj. (107 (107) 0 (100)
Deprec¢. S.L.=R.L. Adj. (78) (122) (44) (100)

Adjusted Commercial EXpS. 696,623 730,766 34,143 699,400

Wage Contract Adj. 9,498 0 (9,498) 9,500
Recast Commercial Exps. 706,121 730,766 24,645 708,900

{Red Figure)
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For Account 642 advertising, the gifference between Pacific

and the staff ic $3,873,000. Pacific accepts all of the staff adjust~
ments proposed for Account 642 with the exception o0f its $500,000
adjustment for QOpenline. Openline is a 7" % 7", 4-page bill insert
which Pacific began distributing to all residential customers in
Qctober 1979. Five issues haé been distributed through July 1980
and Pacific indicated that it plans to publish & total of 10 during
1980 and 12 curing 1981. Openline generally contains short articles
about Pacific. Staff believes that only a portion of the Openline
articles to the date of thelir review were of a type for which expenses
could properly be allowed for ratemaking. According to the staff
Pacific maintained that the balance of the articles are chosen o
promote readership and that the publication has been successful in
that regard. Staff, however, notes that the Commission in the past
has disallowed expenses for informative advertising which was not
of significant benefit to customers. Staff claims that much of

. Openline's content is this type or institutional advertising which
the Commission has consistently disallowed. Staff believes too
many ©f the articles are designed to reflect credit upon Pacific or
the Bell system. Because a portion of Qpenline articles have been
useful and none have been patently objectionable, according to
the staff, the staff would not recommend the Commission completely

disallow Openline costs and proposes that 50% of the costs be
allowed for ratemaking.

Pacific claims the concept of Qpenline is generally
approved by the staff and that the staff agrees that wide readership
is essential in carrying out the objectives of the Qpenline
concept, that is, to provide information of bermefit to Pacific's
customers. Staff stated that the Commission in D.88232 (1977)

83 CPUC 149, 190, said:
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"We have previously made it clear that institutional
advertising (which tends to build the inmage ©f the
company) will not be charged to the ratepayer.
Several recent cases have explained our current
policy on advertising. Staff witness Dade's
testimony...contains a fair summary of what
these recent cases classify as allowable
advertising (assuming a reasonable limit):

(1) advertising that provides a net increase
in revenue Or a net decrease in expenses;

(2) advertising which instructs customers how
to obtain or use their service more cfficiently
or economically, or advises them of legal

Or rate matters as reguired by this Commission,
or promotes safety; and (3) advertising for
recruiting employees or protecting utility
property.”

Staff maintains it used those three criteria in judging
whether Openline articles they reviewed would be allowed for ratemaking.
The staff witness' conclusion was that Ooenline generally benefits the
stockholders as much as the ratepayers and that they should share

.equally in the cost. Therefore, the staff is recommending a 50%
disallowance.

We believe the value of Openline to the ratepayers is minimal,
particularly in light of the many other forms of communication used by
Pacific to provide necessary information to the ratepayers. While the
expense of QOpenline might not be objectionable in less turbulent
econonic circumstances, today every effort must be made to protect the
ratepayer from incurring expenses which could be avoided. Pacific has
not demonstrated that Ovenline contributes measureably to improve
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communications with customers or to improve service. <Consegquently,
we disallow the entire $1,000,000 expenditure for this item and
invite the shareholders to assume this responsibility if they choose.

While we adopt the staff recommended allowance of $24 million
for advertising, $3.9 million below Pacific's estimate, we are not
convinced that the record was developed as fully as desirable on this
issue. As Pacific moves through the coming transition into partial
deregulation, great care must be taken to assure that ratepayer funds
are not used to promote deregulated activities. In subsequent’
proceedings to consider allocation ¢of ¢osts of deregulated activities,
the staff and others are urged to more fully explore this question.

We are also concerned about the sheer size of the advertising
budget. Consumers freguently question the need for a regulated
monopoly such as Pacific to advertise. While there is clearly a value
tO certain kinds of advertising designed to increase volume and thus
reduce per unit rates, it does not appear that the advertising program
was ¢carefully analyzed £rom the perspective of value to the ratepayers.
Both Pacific and the staff should develop 2 more thorough record on this
question in Pacific's next general rate case.
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For Account 643, Sales Expense, the difference between
sraff and Pacific is $4.1 million. Pacific accepts three adjustments
the staff made: (1) in the residence portion amounting to $11,000,
(2) for the advanced communications system postponement amounting to
$1.2 million, and (3) for the multistate marketing overestimation
amounting to $616,000. Pacific strongly disagrees with two other
adjustments made by the staff: (1) an adjustment of $1.497 million
for overestimation of 1980 base amounts and (2) an adjustment of
$759,000 deleting what the staff termed an "unsupported lump sum to
provide more normal level of expenses” included by Pacific.

The adjustment of $1,497,000 for overestimation of the
1980 base amount is contested by Pacific because it believes there
is critical need for the increased sales expenses to meet the
increasing pressures of competition in its customers' gervicing needs.
Pacific's witness Brown said that the company's forecasts are based
on the resources needed to do the job in 1981 and that the staff's
method, which is based on underruns in some of the commercial accounts
for part of 1980, fails to consider the fact that during any year
partial-year underruns may be compensated for by overruns in the
latter part of the year. However, as we pointed out earlier in
our general discussion on expenses the staff has acknowledged that
moving into 1980 Pacific abandoned its constrained budget for a
higher level of expenses based on its December 1979 commitment budget
and the staff has taken these effects into account. We will accept
the staff's estimate.

Concerning the lump sun $759,000, which Pacific claims is
needed to provide a more normal level of expense, we agree with
the staff that a nondelineated lump sum of that nature should
not be allowed. If an amount that size can be determined, then its
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putpose should be known to Pacific. We will accept the staff's
estimate of $82,524,000 for Account 643 for 1981.

For Account 645, Local Commercial Operations, the difference
between staff and Pacific estimates is $10,600,000. Again, Pacific
claims that a large portion of the difference, approximately
$3.3 million, is the staff's conclusion that there has been an over-
estimation of the 1980 base amounts. Pacific uses the same argument
here as it did for Account 643 and again we will not accept it.

A second major difference between Pacific and the staff is
for expenses assoclated with residence service center and business
service center improvements. In support of its estimate Pacific
cites 1979 actual and 1980 and 1981 target levels for efficiency
measurements of its business and residence service center offices.
Staff claims that Pacific's efficiency measurements have soared in
1980 and are currently far above the utility's stated target for
1981. Additiomally, staff does not believe a special expense allowance
to improve residence service centers in 198l is warranted and it does
not believe Pacific would apply any of the funds requested for that
purpose. Staff, therefore, excluded $3,198,000 it has identified in
Pacific's work papers associated with the improved residence service
center service.

Staff claims that Pacific has also included in its exhibits
and work papers additional employees and expenses it believes are
necessary to improve the service levels in its business gservice
centers. Staff claims the same arguments it made for the residence
service center disallowance apply to the business service centers
as well. It does not believe a special expense allowance to improve
business service centers in 198l is warranted, nor does it believe
the utility would apply any of the funds requested for that purpose.
Therefore, staff has excluded $3,227,000 it identified in the company's
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work papers for Accounts 640 and 645 as applying to improve business
sexvice center sexvice. The portion in Account 640 is for the
previously mentioned three manager positions, totalimg $153,000.
Pacific claims the £2aff looked at -only -one of the three submitted service
objectives for business service conters which had reached the 1981 target level
during 1980 and deleted the entire service improvement expense on
that basis. The staff acknowledged that Pacific was among the poorest
companies in the Bell System in terms of the satisfaction of business
service customers. In addition, the staff agreed that 1981 objectives
set by Pacific are zeasonable. We will accept the staff estimate

adiusted for the $2,227,000. Therefore, for Account 640 we will
accept the staff's estimate of $107,519,000 adjusted by $153,000,

for a total of $107,672,000, rounded to $107,700,000. For Account 645
we will accept the staff estimate of §332,367,000 adjusted by
$3,074,000 (83,227,000 - $153,000) for a total of $335,441,000, rounded

to $335,400,000.

The final major expense adjustment recommended by the staff

involves multistate marketing (MSM). The staff recommends $5,718,000

be excluded from 1981 estimated commercial expenses. MSM iLs & cost-

sharing arrangement within the Bell Syster by which AT&T's Long Lines
Department (Long Lines) assumes the responsibility for marketing
intrastate and interstate products and services fox designated large
multistate customers. The purpose of this is (1) to permit more
responsive service by providing 2 single point of contact for customers
needing services from more than one Bell company thus eliminating
coordination proeblems among jurisdietions and (2) to promote more
effective marketing to these customers than was previously possible.
MSM cost recovery is accomplished by prorating the expenses of the
activity to OICs based on total interstate aad intrastate revenue
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in each jurisdiction. The federal govermment is the largest multi-
state customer. TFederal govermment MSM costs have been estimated
separately by the staff and Pacific and are not at issue in this
disallowance. The disallowance involves Pacific's taking over
marketing for the remaining multistate customers with Long Lines
billing. This is referred to as Pacific MSM. The staff bases its
proposed disallowance on three points:

a. Pacific has been unable to demonstrate the cost-
effectiveness of Long Lines MSM.

b. Long Lines MSM is not really & new program
warranting such & large increase in expenditures.

It is a continuation of the exigsting Long Lines
national account management program.

In Pacific MSM, Pacific has assumed full account
management responsibility for Long Lines billed
accounts previously managed in part by Long Lines
but Pacific has no reciprocal mechanism for
recovering its costs.

The staff was unable to ascertain the reasonableness of
MSM expenses for Pacific. Staff found that there were no Long Lines
MSM expenses recorded by Pacific prior to 1980. In 1980 the staff
estimates that Long Lines will bill Pacific $8,720,000 and in 1981,
$11,436,000. Since Long Lines in 1980 initiated billing to Pacific
for marketing work done on Pacific's bebhalf, it would seem appropriate
to the staff that Pacific reciprocate for work it performs on Long
Lines' behalf because Pacific is assuming full account management
responsibility for approximately 300 - 500 accounts; these are firms
headquartered in California, but with regional or national communi-
cations facilities. In effect, Pacific account executives will now
be marketing interstate services which will be billed by Long Lines.
Therefore, staff recommends that the Commission disallow one-half of
the estimated 1981 $11,436,000 AT&T's Long Lines' billings to Pacific.

That would amount to an adjustment of $5,718,000. We will adopt
that recommendation.
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No other estimates for commercial expenses, Table 9, are
in dispute among Pacific, the staff, or other parties.

There is another matter under commercial expenses which
received considerable attention in this proceeding. Im D.91495
dated April 2, 1980 we authorized an interim increase for Pacific
of $227,000,000 based on a 1980 test year. Included was a staff
recommendation of $69,400,000 to cover estimated intrastate operating
expensesé- for increased marketing efforts to meet competition for
services which are competitive. It was expected during this proceeding
that Pacific would offer testimony on the use of the revenues and the
results it was producing. However, witness Brown under questioning
by the ALJ indicated Pacific made no special application of the
$69.4 million,-?-/ instead, it had been absorbed into the stream
of expengses incurred by the company on a8 current basis. Although
the $69.4 million may not have been used entirely for the purpose
intended by D.91495, the actual 1980 results of operations on
Table 26 show that Pacific did not exceed the rate of return
granted. Therefore, no purpose would be served 1if we were to
rescind the increase and order a refund. As for the 1981 estimate
staff witness McVickar treated 1981 as a normal test year in reviewing
Pacific's estimates. He found no unproductive marketing effort
which would require special treatment of the marketing expenses of
Pacific as was required for the staff's 1980 estimates.

There is only one other matter to dispose of under commercial
expenses. The staff singled out expenses for International Direct
Distance Dialing (IDDD) advertising for special treatment in the

6/ Although this discussion is under commercial expemses, D.91495
indicates that the $69.4 million is applicable to: commercial
expense - $28.2 million; maintenance expense - $32.5 million;
and associated salary overheads - $8.7 million.

Pacific did offer Item 28 in an attempt to explain that although it was
the staff’s intention that the $69.4 million was to be used for marketing
related expenses in coupetitive areas, Pacific did nmot agree and used the
funds to cover costs of increassed demands for sexrvice, inflation, and
correction of sexvice problems.

-56-
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gseparation of interstate and intrastate expenses. The staff identified
$559,000 for estimated 1981 IDDD advertising expenses and allocated
this total entirely to interstate operations prior to making the
separation to intragtate. The staff claims the amount deleted is

for the purpose of IDDD promotion, &n ethnic holiday promotion, an

IDDD bilingual telephone guide, and business direct mail IDDD
stimulation. According to the staff, the stated purpose of each of
these campaigns by Pacific is to increase international revenues

which are treated as interstate revenues. Thus, the California rate-
payer will not receive any direct revenue benefit from the expenses.

Each of these campaigns was inaugurated in 1980.
) In making their recommendation the staff relies on what it pelieves

+o be similar treatment by the Commission of advertising expenses in D.852587 of
pPacific (79 CPUC 240, 247) and D.88232 of Pacific (83 CPUC 149, 195).
In those two decisions the Commission adopted the concept that a direct
distance dialing campaign camnot be conducted which only stimulates
intrastate toll calls without having at least a similar effect on
out-of-state call volumes which benefits AT&T's Long Lines. The
Commission concluded that such a campaign would benefit Pacific 507
and AT&T's Long Lines by 50%. Therefore, of the expenses involved,
half would be assigned to Pacific's total operations and of that
half, the normal allocation of advertising expense to intrastate
would be made. For example, if the intrastate allocation frox
Pacific's total operations were 807 and the expense involved on

a total basis is $100, $50 would be allocated to Pacific's total
operation; of that, 807 or $40 would be allocated to Califormia
intragtate. 1In this case, the staff sees no benefit to California
ratepayers. We agree with the staff that it is a campaign to
increase international revenues and therefore 1007 should be
allocated to AT&T's Long Lines; this, of course, would accomplish
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what the staff recommends,that nothing be allocated to Pacific’s
intrastate service. We note Pacific's arguvent that under the
separations manual published by NARUC, Pacific may not recover part

of the expenses because the total expenses would be partially

allocated to Pacific and partially to AT&T's Long Lines. On the

other hand, if it cannot be shown that the revenues from the campaign
are treated in a like manner, then the expenses must be disallowed.

It would appear from this record that all of the extra revenue generated
is allocated to AT&T's Long Lines and none of it is allocated to
Pacific.

General QOffice Salaries
And Expenses

Pacific $371,513,000
Staff 355,621,000
Difference 15,892,000

The major difference here is for Account 662, Accounting
Department Expenses; the staff estimate differs from Pacific by
$13,789,000. The staff's adjustment is based on a review of
expenses through July 1980. Again, Pacific claims this resulted
from the staff's taking an underrun and annualizing it. The record
shows that this annualized figure was $8.2 million and the staff
rounded this to $10 million prior to increasing it to $13.7 million
for 1981 on a trending basis. Pacific claims the $1.8 million needed
to round the $8.2 willion to $10 million is inappropriate and that
any 1981 adjustments should start with the $8.2 million. Consistent
application of Pacific's 1981 percent increase of 12.7% reduces the
staff's accounting department adjustment to $9.24 million. Account 662
therefore as estimated by the staff will be adopted but increased by
the difference between $13.7 million and $9.24 milliom, or $4.46 million.
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Account 662 also contains costs for postage. FPostage
rates were increased in March 1981 and neither Pacific's nor the
staff's estimates reflect the increase. Staff Exhibit 246, page 15-8,
shows postage costs equal to about $16.5 million per year. We
will adjust Account 662 by three-fifteenths (postage rates for first
class went from 15 cents to 18 cents) or a total of $3.3 million.
Other general office salary and expense estimates of the
staff will be adopted. No further discussion is required at this
point, except to note that antitrust activities adjustments are
discussed elsewhere in this decisionm.
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. TABLE 10

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted General Office Salaries and Expenses
Total Operations = Test Year 1981 - Present Rates
(Dollars in Thousands)

Pacific
Exceeds
Stafs Pacific Staff Adopted

Executive Department $ 1,872 $ 1,902 $ 1,900
Accounting Department 173,215 187,004 181,000
Treasury Department 9,226 9,226 9,200
Law Department 8,447 8,447 ‘8,400
Other Genl. Ofc. 165,857 165,857 165,900

Subtotal Before Adjs. 358,617 372,436 366,400

Citizenship Activities {124) (124)
Legislative Advocacy (521) (521)
Shareholder Visits (382) (382)
Antitrust Activities (378) 0
Subtotal Adjs. (1,405) {1,027) (1,400)

Total Genl. Of¢. Exps. 357,212 371,409 365,000

Reassign Adjs. to Proper Accts.
a. Dues & Donations (117) (L17) 0
Reverse Overhead lLoading foz:
b. Citizenship Activities ) 27 0
c. legislative Advocacy ) 221 107 0
d. Shareholder Visits ) . 22 0
e. Subtotal Adjs. 104 104 0 100

Adjusted Genl. Ofc. Exps. 357,316 371,513 14,197 365,100
Wage Contract Adj. (1,695) 0 l,695 (1,700)
Recast Genl. Ofc. Exps. 355,621 371,513 15,892 363,400

(Red rigure)
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Other Operating Expenses
Pacific $811.,883,000
Staff 675,032,000
Difference - 136,851,000

The staff made major adjustments TO Pacific's expenses
relief and pensions. The rotal difference in the estimates is
$70.5 million (Table 11). A laxge comtributor <o the difference i
the staff's use of lower force levels associated with the expense
levels the staff made for the main operating accounts. The staff
witness stated that if the adopted force levels are different from
those on which he based his adjustments, there would be a pex-
employee expense change. .

®
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TAELE 11

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Other Qperating Expenses
Total Qperations ~ Test Year 1981 - Present Rates

(Dollars in Thousands)

Insurance

Accident & Damage
Operating Rents

Relief & Pensions

Genl. Service & Licenses
Qther EXpenses

Pacific
Exceeds
staff Pacific staff

Adopted

$ 960 $ 960 0

2,405 2,405 0
51,889 54,412 2,523
559,669 630,202 70,533
55,515 88,355 32,840
62,435 64,093 1,658

$ 1,000
2,400
51,900
630,200
574500
62,400

Expense Charged to Const. {32,629) (34,433) (1,804) (32,600
Subtotal Before Adjs. 700,244 805,994 105,750 772,800

Exclusion of Dues & Donations (738) {647) 9l (700)
Relief and Pensions 419 419 0 400
Decision 91495 (Incl. Advice

Ltr. 13641) 7,463 7,463 0 7,500
Pioneer Activities —22) 9 195

Subtotal Adjustments 6,949 7,235 - 286 7,200

Total Other Oper. Expenses 7C7,193 813,229 106,036 780,000

Reformat - Reassign adjs. 0
proper acets.
a. Dues & Donations
(Commercial Exp.) 107 107
b. Dues & Donations
(G.0. Sal. Exp.) 117 117
¢. Depr. S.L.-R.L. (Bal. Oth.) (62) (97
d. Pen. & Payroll (Bal. Oth.
Overhead Loading) (221 (215) )
e. Dues & Donations (Gen. Ofec. 6 ) 0
Overbead Loading) . 38 38 )
£. Subtotal (15) (50) (35) -

Traffic Exp. Adj. 44 0 44 -
Tran. to Long Line (3,781) Q 3,781 {3,800)
Wage Contract Adj. (27.,113) 0 27,113 (27,100)
Rescinded~-Advice Ltr. 13641 —{1296) (1,296) 0 (1,300)

Recast Othexr Oper. EXps. 675,032 811,883 136,85L 747,800

{Red Figure)

-62-
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A major difference, $27.6 million, between the staff and
Pacific is in the area of pensions and death benefits. The staff's
estimates are lower because it used a 16.9% accrual rate compared to
Pacific's 17.247% rate and also because of lower labor cost estimates.
The 16.9%Z rate is a revised rate which was provided to Pacific by
AT&T July 31, 1980; the staff assumed this revised rate will alsco
be valid for 198l. Another major difference is $5.2 million for
group life insurance. Pacific calculates its life insurance costs
the same way it does for pension costs. That is, estimated payroll
is multiplied by a rate, .79%, to obtain estimated costs. The rate
was supplied to Pacific by AT&T without any information on how it
was derived. In the past, Pacific has done its own insurance cost
calculations, but this has now been assumed by AT&T. The staff
believes there is little reason to accept Pacific's approach especially
vhen its estimated costs for 1981 are $160 per employee compared to
life insurance costs of other California utilities ranging from $75
to $113 per employee. Therefore, the staff uses an alternate
approach which assumes the fraction representing the recorded
relationship in 1979 between life insurance costs and total payroll
will remain constant. This fraction when multiplied by the company's
gross payroll estimates yielded the staff's estimates. Another
large difference, $12.8 million, is in the area of basic medical
expense. Primarily the staff's estimate is lower because of different
participation ratio assumptions, such as the number of single persoms
versus the number of employees with two or more dependents. Another
factor in the difference is the staff assumption that the premium
rates of Blue Cross, which covers most of Pacific's employees, will
go up 157 compared to Pacific's 20 to 25% estimate. Staff rationalizes
using a lower rate based on the latest agreement between the State
of California and Blue Cross which is effective August 1, 1980 through
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July 31, 198l1l. Adjusted for plan changes, costs for the State's contract
increased by approximately 13.8%. Also, in May 1980 its forecast of
premium increases to about l6k%. A f£inal major difference for Account 672
is for dental plan expenses. Staff is $6.8 million lower than Pacific.
The staff estimate for 1981 is based on its estimate that the premium
rates will go up by 25% over 1980 compared to Pacific's assumption

that they will rise by about 55%. Pacific's comsultant claimed that

the average premium rate will increase by 13.2% due to higher than
anticipated major dental work and that the rest of the company's premium
increase will be attributable to materials increases, inflation, and
dentists' overhead. The staff concedes that the 13X premium increase
seems reasonable but does not believe that general inflation will

result in arn additional 42%. The staff noted that the July 1980
Consumer Price Index for Medical Services increased by ll.8% over the
previous yvear. It concluded that a 25% increase in total dental expenses
(13.2 + 11.8%) was 2 realistic rate for estimating purposes. Finally.
there is a difference of $6.9 million for overlays which results from
the staff's capitalizing a greater percentage of costs than does Pacific.
The staff uses the experience in 1978 and 1979 to calculate pensions

and benefit costs charged to construction and expense. Pacific's work
papers indicate an average of the last few yvears was used to estimate
engineering costs capitalized, and seven months in 1979 were used to
estimate plant costs capitalized. Overlays represent differences in
wage and wage-related costs between the company's operational and
corporate views. Pacific's approach in developing overlays is not
entirely consistent with its method for estimating pensions and

benefits costs; therefore, the staff made an estimate of overlays

in order to present figures comparable with Pacific's. The staff
estimates are in the proportion that total staff-estimated pensions

and benefits costs are to total company-estimated pensions anrd

benefits costs.
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Overall for Account 672, we believe Pacific's estimates are
more realistic than the staff's and will adopt them for this decision.

For Account 674, General Service and License Expense, the
staff estimate is $32.8 million lower than Pacific's. This difference
and the $57.6 million we will adopt £or Account 674 is discussed in
the section following or license contract expenses.

Similarly for Account 675, Other Expenses, we will adopt
the staff estimate of $62,400,000 which is $1.7 million lower than
Pacific's. Comments on that item are contained in the section following
on Bell Labs Business Information Systems (BIS).

Only one other item requires discussion under Other Operating
Expenses and that is the staff-recommended adjustment of $195,000 for
Pioneer activities. Pacific claims that Pioneer activities, which is
a2 program to support its emplovees who are active in community affairs,
have the result of improving employee morale and work attitudes resulting
in better job performance. The staff witness who recommended the
adjustment agreed that if such activities improved job performance,
it would be of benefit to the ratepayers. We will not accept the staff
adjustment.

All other staff estimates for other operating expenses not
discussed above are reasonable and will be adopted.
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Taxes Other Than Income

For operating taxes and deferred tax reserve the forecast
made by Pacific and the staff is not in dispute. The differences in
estimates (Table 12) are primarily due to the differences in the
expense and rate base estimates used as bases for the tax
calculation. Any changes which are made in the underlying expenses
and revenues are reflected in the tax calculations made. This adjust-
ment is $700,000 and is made to the staff total to be consistent
with expenses and rate base adopted.

California Corporation
Franchise Tax

Pacific and staff disagree on the method to be used for
forecasting California corporation franchise taxes. While the
firal determination of the tax depends on adopted estimates for
revenues ané expenses., Pacific claims the method used by the stafs
results in a significant underestimation of the tax. Pacific’'s
estimate for franchise tax lisbility is based on the method used to
compute the tax by the Franchise Tax Board (Board). The Board
assesses the actual tax based on the Bell System consolidated taxable
income as allocated to California based on a three-factor formula.
In contrast, Pacific claims that the staff estimates tax by using an

average l0-yvear effective rate unrelated to the actual way the tax is
calculated.

S
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TAZLE 12
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Taxes Qther Than Income
Total Operations - Test Year 1981 - Present Rates
{(Dellars in Thousands)

Pacific
Exceeds
racific Staff Adopted

Operating Taxes

Ad Valorem Taxes $124,486 $130,89% $ 6,409
State Gross Receipts 892 892 0
Other State & lLocal Taxes 5,305 5,105

0
Subtotal 130,483 136,892 6,409
Payroll Taxes

Calif. Unemployment Insur. 11,300 11,858 558
Fed. Unemployment Insur. 3,955 4,151 196
Fed. Insur. Contribution

Act 116,522 122,916 5,994
Subtotal 132,177 138,925 6,748

Subtotal Before Adjs. 262,660 275,817 13,157
IDC and Taxes on Land 6 6 0
Total Taxes Oth. than
Income 262,666 275,823

Pension & Payroll Taxes Adj.

Payroll (43) (43)
Other (1) (1)

Adjusted Total Taxes Other
Than Income 262,622 275,779 13,157

Tran. to Long Line {1,057) 0 1,057
Wage Contract Adj. 1,216 0 (1,216)
Traffic Bxp. Adj. 12 0 (12)

Recast Total Taxes Other _
Than Income 262,793 275,779 12,986 $262,800

Adjust for Adopted Expenses —_T0
Total Adopted Expenses 263,500

(Red Figure)
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Table 13, which is based on information contained in
Exhibit 331, shows for the last 10 years the taxable income, tax
at the statutory rate, and the actual tax paid. Also shown is the
relationship of the statutory rate tax compared to the actual tax
paid. Because of the relationship of the Bell System to California
the actual tax paid exceeds the tax at the statutory rate which is
currently 9.6%. The staff in conformance with previous Commission
decisions uses an average of the last 10 yvears to determine the rate
to be used. In this particular case it is 12.5% which is 1.307 x 9.6%,
the 1.307 being the relationship ¢f the last 10 years actual tax to
the statutory tax. Pacific recommends the latest three years be used
to calculate the multiplier to be applied to the statutory rate of
9.6%. In this case the result would be an effective tax rate of 15%
instead of the staff's 12.5%. An examination of the three years used
by Pacific 1977, 1978, and 1979 shows 1979 to be significantly out
of line with the previous two years and, in fact, the previous nine

years which were used by the staff in addition to 1979. We will adopt
the latest five years as more nearly reflecting current conditions.
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TABLE 13

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Computation of Effective Tax Rate for California Corporation

Franchise Tax
Test Year 1981
{Dollars in Thousands)

Separate Tax @

Return Statutory Actual c
Year Taxable Inc. Rate Tax Paid

(a) (b) (c) CY

1970 $ 333,273 $ 23,329 $ 25,534
1971 283,312 19,832 20,551
1972 178,066
1973 287,298 23,846 28,578
1974 296,374 26,674 30,630
1975 295,755 26,618 29,025
1976 324,826 29,234 37,608
1977 314,950 28,345 39,945
1978 439,051 39,515 52,028
1979 262,243 23,602 51,002

Total 3,015,148 240,995 314,901

5 yrs., 75-79 147,314 209,608

1.307 x 9.6 = 12.5%
1.423 x 9.6 = 13.7%
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For determination of the additional franchise tax liability
which resulte when increased rates are granted, the staff claims that
the 12.5% is not appropriate. pacific’'s tax liabkility for £ranchise |
tax is not solely depencent on jes California operations. Because
it is part of the Bell System, the Board has taken the position that
its tax liability should be determined with reference to 2 “combined
report” of the Bell System. The comdined report makes use of a <hree-
factor formula which determines the relationship of California wages,
revenues, and average net tangible property of all Bell System operations
in California to the same three factors for the Bell System. Because
when increased rates are granted only the revernue factor changes, the
impact of any increase affects only that facter, not 2ll three. Further,
only Pacific's California imtrastate revenues are affected by rate
increases granted by this Commission. In consideration of these
factors the staff has determined that the proper incremental tax rate
for any increase in rates granted by the Commission is L1.34%.
Net-To-Cross Multiplier

This is also the rate used by the s=aff for development

of its net-to-gross multipliex which is 1.896. That factor is developed
as follows:

Gross Operating Revenues 100.00C

Uncollectibles at 1.00
(intrastate operations only) 1.00
52.00

State Corp. Fran. Tax §l.34% 1.33
97.67

Ted. Income Tax € 46% 44.93
Net Revenue £2.74
Gross Multiplier = 100.00 : 52.74 = 1.896
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Federal Income Tax

Consistent with D.91337 dated February 13, 1980 the staff
developed its estimates for federal income tax based on 2 “full
normalization” basis subject to refund upon completion of the litigation
with Internal Revenue Service (IRS) concerxrning the usc of the AAA
and AA methods. Additional discussion of accelerated depreciation
is contained under the section on Other Issues which follows.
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License Contract Expenses
AT&T, through what are known as license contract agreements,
provides the OTCs advice and assistance in engineering, plant, traffic,
commercial, accounting, legal, and other telephone business matters.
AT&T also furnishes financial advice and assistance and agrees to
pursue fundamental research, investigation, and experimentation in
the development of telecommunications and makes the benefits of this
work available for use by the 0TCs. The first of these agreements
existed prior to the turn of the century. At that time, they primarily
covered the rental of telephone equipment by AT&T to the OTCs. The
present general form of the contracts was established in 1918. Current
contracts provide that 0TCs will pay & fee of no more than 2.5% of
their operating revenues in return for the services AT&T provides.
The estimated amount billable to Facific for 1981 exceeds $134 million.
From 1948 until 1974 the 0TCs were required to pay only 1% of their
.revenues to AT&T. In 1974, AT&T unilaterally changed the method of
billing by notifying the 0TCs that they would be billed their
allocated share of AT&T's costs plus a return on the associated
investment but not to exceed 2.5% of the 0TCs gross revenues.
The Commission first examined the reasonableness of the
fees in 1947 in A.28211, a general rate proceeding of Pacific. In
D.41416 issued April 6, 1948 (48 CPUC 1) the Commigsion found that
the "so called license contract or agreement is, in fact and in law,
not a contract or agreement but is in essence a directive or a
requirement imposed upon Applicant by the American Company." In that
proceeding, the Commission disregarded the agreement in determining
4 reasonable amount for the services AT&T provided Pacific. In
subgequent general :iate proceedings of Pacific, the Commission has
adopted the same fundamental approach. Any issues that arose in
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later proceedings were limited to the determination of the proper,

just, and reasonable allocation of the costs. In Pacific Telephone

and Telegraph Company v Public Utilities Commission (1965) 62 Cal 24

662-663 the California Supreme Court upheld the Commission's procedures.
The most recent and extensive examination of this issue took

place in a supplemental phase of A.55492, another general rate

proceeding of Pacific. D.90362 dated June 5, 1979 covered the xesults

of that examination. In that decision, Conclusion of Law 2 stated:

"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 adjustment should be applied
in Pacific's rate cases." (Mimeo. p. 1ll3.)

However, in a parenthetical statement to the dicta in that decision,
the Commission stated "(This should not limit, however, the staff
. from recommending adjustments in other areas of the license contract,

not covered by the most recent investigation)."

In this proceeding, the staff characterized its study on
license contract costs as basically an update of information developed for
A.55492. However, with the conclusion and statement of the Commission
noted above in mind, the staff maintains it is not precluded "from
looking in other areas of License Contract not covered by the most
recent investigation such as new General Departments, reorganized
General Departments or activities not previously reviewed." (Exh. 262
§ 1II page 4-3.) The staff believes a fresh look at some of the
information surrounding the license contract matters is required
in this application because of (a) the realignment of Pacific's and
ATST's management announced last summer in response to the FCC
Computer II decision which requires unbundling of certain operations
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by March 1982, (b) a substantial increase in operating system costs
charged to the OTCs through cost-sharing agreements involving Bell

Labs' business information systems organization, and (c) the need

for an update of previous staff calculations designed to limit Western's
profits on sales to Pacific to the return authorized Pacific by the
Commission.

Pacific believes the staff study is not an update but a
thorough restudy and moved to have the staff study and the license
contract matter considered in a separate proceeding based on the
conclusion of the Commission in D.90362. Pacific's motion to sever
was denied by the ALJ; we affirm that ruling.

The staff stated that although some adaptations were
necessary because of changing conditions, their report generally
followed the basic principles set forth in D.90362. According to
the staff, that decision disallowed, for ratemaking purposes, license
contract expenses charged to Pacific which the Commission concluded
were of primary benefit to AT&T shareholders or of primary benefit
to the Bell System products designed to compete in the marketplace
with those of other manufacturers and found that those costs should not
be borne by California ratepayers.

License contract expense will be discussed under five
general areas:

1. Bell Labs Expenses.

2. AT&T General Department Expenses.

3. Return on Investment (ROI) for the 195
Brxoadway Corporation.

4. Bell Labs Business Information Systems.
S. The Western Electric Adjustment.
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Table 14 contains the pertiment information for discussion
in this section. Pacific and staff agree that total estimated billings
to Pacific under the license contract agreement for 1981 will be
$134,476,000. In conformance with its understanding of D.90362, Pacific
recomnends adjustments to that figure of $46,121,000 for a ratemaking
allowance of $88,355,000 for the total Pacific Company. On the other
hand, the staff recoummends the adjustments under D.90362 of $59,854,000
and an additional adjustment of $19,107,000 because of AT&T and Pacific
organfzational realigmments related to the FCC Computer II decision;
this dbrings the staff's total adjusted billing to $55,515,000,
$32,840,000 less than Pacific's. In addition, the staff recommends
an adjusted billing of $18,441,000 for BIS of Bell Labs, and a Western
Electric adjustment of $139,069,000 to rate base and $24,325,000 to
expenses .

. Diagram A will help the reader sort out the interrelation-
ships among AT&T, Bell Labs, Western, and Pacific which are necessary
to understand the adjustments adopted in this decision for expenses
charged Pacific by AT&T, billings to Pacific by Bell Labs, and the
Western Electric adjustment.
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TABLE 14

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Summary of Adjustments
ALfi14ated Relationships
Estimated 1981
(Dollars in Thousands)

General .
Tten Department. Bell Labs ROI

License Contract se

Estimated Billable to Pacific $ 79,770 $ 46,167 $ 8,539
Pacific's D.90362 Adjustments _(22,118) 22 1 ‘

Pacific's Adjusted Billing 57,652 23,873 6,830

Staff’s D.90362 Adjustments (30,395) (24,650)
Staff's Adjusted Billing 49,375 2,517 3+730
Staff's Realignment Adjustment (18,063) - (1,044)

Staff's Adjusted Billing 31,312 2,517 2,686
Difference: Pacific-Staff 26,340 2,356 LyLLL

BIl—Business Information Systems

Eatimate Billable to Pacific
Staff Adjustments:
Increase to Reflect Updated BIS Expense Levels
Deduction for Projects not Used by Pacific
Deduction to Reflect Revenue from Sale
of BIS Products
Deduction to Reflect Revenne from Sale of
UNIX Prograns

Staff Adjusted Billing

Western Electric Adjustment

Rate Base and Expense Adjustments for
Pacific's Purchases frow Western:
Rate Base Reduction

Expense Reduction

°
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Taking first the $2,356,000 difference for Bell Labs on
Table 14, it is made up of several differences between Pacific and
staff estimates for research and systems engineering (R&SE). Table 15
is a sumnary of the two estimates for 1980 and 198l1. Pacific and
staff estimates for 1980 are almost the same. The staff's adjustments
for 1980 which it supported with an extensive study (Exh. 261
§ III) may be sumnarized as follows:

a. Procedures for ensuring the proper allocation
of expenses to Pacific are not reliable because
the supporting detail for cases does not enable
Bell Labs to track costs by class of work. The
staff has adjusted the 1980 class of work
assigmnments to reflect more accurately the nature
of the work performed. This adjustment reduces
Pacific's portion of Bell Labs 1980 expense by
$500,000.

Bell Labs refused to disclose certain aspects
of its R&SE work due to "preannouncement

problems'. Because the staff was not able to
review this work, it recommends that the related
expenses be disallowed. This would reduce
Pacific's portion of Bell Labs 1980 R&SE expense
by $1,150,000.

Bell Labs incurred $5,449,300 of antitrust-
related expenses in 1979. The staff recommends
that 507 of such expenses allocated to R&SE
cases be disallowed. This adjustment would
reduce Pacific's portion of Bell Labs 1980
R&SE expenses by $158,000.

The staff has determined that 65% of Bell Labs
R&SE work is product-related and should be
funded by Western. However, in keeping with
D.90362, the staff recommends that goz of all
R&SE expenses (after excluding patent expenses,
and after staff adjustments to R&SE expenses)
should be disallawed. This adjustment would
reduce Pacific's portion of Bell Labs 1980
R&SE expenses by $19,626,000.
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TABLE 15

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Bell Labs R&SE

ses

: E Expen
Estimated 1980 and 1981 Test Year

(Dollars in Thousands)

Item

Egtimate
Adjustment

Adjusted
Estimate
Adjustment
Adjusted
Adopted

Staff

$40,575
21,014

-Utility

$40,515
19,565

19,561

44,632
23.115
21,517

22,684

20,950

46,167
22,29

23,873

(Red Figure)

Utility Exceeds
Staff .

$ . (60)
(1,449)

1,389

1,535
(821)

2,356
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We will adopt Item a. Item b apparently represents new
products under development which are competition-gensitive. We will
not allow expenses which cannot be reviewed by our staff.

Although we will adopt Items ¢ and d, they will require
a minor adjustment because there is an apparent error in the staff's
method of calculating the disallowances. Staff recommends that of
the $316,000 billed to Pacific by Bell Labs for antitrust expenses,
one-half oxr $158,000 should be disallowed. However, the computation
used by the staff to accomplish this disallows 75% of the $316,000,
so the .staff adjustment should be reduced by one-fourth of $316,000
oxr $79,000. Otherwise the staff's 1980 estimates for total expense
and the adjustment are reasonable and will be adopted.

For its 198l estimate, the staff applied a 107 factor to
its 1980 estimates for a total adjusted amount of $21,517,000 (Table 15).
Pacific estimated 1981 by a forecast method consisting of a 10%
inflation factor and a 5% growth rate. The staff ignored the 5%
growth rate because it believes Bell Labs did not justify it; where
management decisions can play a major role in setting expenditure
levels it is the staff's position that it is incumbent on the utility
to show that expenses are just and reasonable. However, by any
standards contained in this record on growth, 5% is a reasonable rate.
We will adjust the staff's 1980 estimate by the $79,000 previously
discussed and bring it forward to 1981 by a factor of 1.10 x 1.05.
That calculation is (19,561,000 + $79,000) x 1.10 x 1.05 = $22,700,000.

The differences in the general department and 195 ROI
estimates may be summarized as follows:
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TABLE 16

General Department 195 ROT Total
Pacific Allowance $57,652 $6,830
Staff Allowance 31,312 2,686
Difference 26,340 4,144 $30,484

The approximate differences between Pacific's and staff's
estimates are because the staff:

a. Disallowed $600,000 for product-related activities

vhi;% Pacific and AT&T would not discuss with the
staff.

b. Disallowed 50% of all antitrust activities.
Pacific's estimate allowed 507 of U.S.
Department of Justice (Justice) antitrust costs
and 1007 of all other antitrust activities.
Difference: $1,600,000 for 1981.

Applied a rate base methodolo%y consistent

with D.90362 in calculating 195's return on
investment rather than an overall composite rate
developed with June 30, 1976 estimated data.
Difference: $3,100,000 for 1981.

Allocated overheads to direct general departments
congsistent with D.90362; applied D.90362 dis-
allowed activities on a departmental basis
rather than through an overall composite rate.
The individual departmental basis was selected
because AT&T has undergone major departmental
changes since D.90362 and because individual
departmental activities do not increase in the
same proportion ag the overall budget.
Difference: $6,000,000 for 198l.

Reflected in the 198l estimate the effect of
ATST's realigoment of its general department
effective September 1, 1980. The purpose of
the realignment is to ensure effective manage-
ment of the transition to & new administrative
structure in line with current regulatory and
Legislative policies of expanding competition
in the telecommunications industry. The 1981
adjustment totaled $19,100,000.
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Item a, the $600,000, is similar to the disallowance
previously discussed for Bell Labs and will be adopted. If they do
not want to tell us wvhat the expense is for, we will not allow it.

The $1,600,000 additional disallowance for antitrust
activities recammended by the staff {s an expansion of previous
disallowances by the Commission. Additional comments on this issue
are contained in the discussion on the staff's audit report which
follows in the section on other iasues.

The major suits being defended by the Bell System are:

1. The Justice suit to divest AT&T of Western.

2. The Litton suit which alleges violations of
the Sherman Antitrust Laws.

3. Various other cases alleging patent infringe-
ments or other restraints of trade by ATS&T,
Western, and various OICs, other than Pacific.

The Justice suit was discussed at length in the staff's
"Report on the Affiliated Relationship of the Pacific Telephone &
Telegraph Company with Bell Telephone Laboratories, Inc., AT&T
general departments, 195 Broadway Corporation™, dated August 26,
1977, Exhibit 286 in A.55492. The staff claims that in A.58223,
the Commisgion carried forward its findings in D.90362 which dis-
allowed 50% of the Justice suit defense. This position was a
carryover from a "Phase I" decision in A.55492. The Commission
stated "we will keep watching developments in this suit to see 1if
it is necessary to reevaluate this percentage at a later date..."
(D.88232, p. 200.)

Staff maintains that the Litton suit, which alleges
violation of the Sherman Antitrugt Laws, and other cases as well,
which allege patent infringements or restraints of trade by AT&T,
Western, and other OTCs, are similar to the Justice allegations.
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The regulatory treatment of such antitrust suits should be consistent;
both the ratepayers and stockholders stand to win or lose on specific
allegations. Therefore, it is reasonable to expect the ratepayers as
well as the stockholders to share the cost equally. The staff
recommends that ratepayers incur 507 and stockholders 50% of all
antitrust suits. On this record a comparison of the Justice and
Litton cases can be made from Exhibit 265 and Item 34. The substantial
similarity in these two cases is readily apparent; we will accept

the staff recommendation. '

Item ¢ involves 195 which is 1007 owned by AT&T. The
function of 195 is to provide building space, office equipment, and
trangsportation for AT&T. This corporation was formed in order to
comply with the telephone franchising laws of the State of New York
which prohibit two telephone utility companies from owning property
in the same service area. Because New York City is served by the

New York Telephone Company, 195 had to be created by AI&T to conform
with New York law. The majority of the buildings and all of the
furnitures and fixtures of AT&T are owned by 195. In addition to
providing offices and furniture,195 attends to AT&T's needs for motor
vehicles, aircraft, leasehcld improvements, maintenance, and
janitorial services.

As compensation for its services, 195 bills AT&T for the
expenses incurred at cost. No profit is billed by 195 to the general
department of AT&T. However, AT&T does include a return on its 195
investment as well as on its Bell Labs' investment through license
contract billings to the OICs. The return is computed on AT&T's
average total capital. This method varies from the Commission's
traditional used and useful rate base approach for a regulated
utility. In D.90362, the Commission ruled that a utility rate basge
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calculation for 195 is the appropriate method for licemse contract
purposes. Because the functions of 195 have not changed the utility
regulatory rate bagse approach for 195 is still applicable. In
following through on that approach, it is necessary to allocate 195's
return on investment between allowable and disallowable activities
for ratemaking purposes. This is required so that Pacific's ratepayers
will not be unduly burdened with a return on investment devoted to
disallowable activities.

Table 17 develops the net required return recommended by
the staff of $2,686,000. It should be noted that although Table 17
develops the full $2,686,000, $1,444,000 of that total will be
included in the discussion of Item e, the realigmment issue, which
follows. We will adopt $3,500,000 as the return on investment for
195 which reflects the 12.91% return adopted in this decision.
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TABLE 17
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Development of Staff's ROT
195 Broadway Corporation and Bell Labs
For the 198) Test Year
(Dollars in Thousands)

Tten 1281
195 Broadway Corporation

Plant in Service $L94,276
Less Depreciation, Amortization

Net Plant in Service 396,926

Plent Held for Future Use 9,880
Madison Avenue Land 24,000
Interest During Construction 17,369
VWoricing Cash 5,592
Less: Deferred Federal Income Tax 45,745

Total 408,022

Less Deductions for Nonlicense Contract Activity:
Western Electric and Nonlicense 11,070

. Cost-sharing Agreements 28,072
Investor Interest and Product Related 1,0,691

Realignment Related to Detariffed Items
Total Deductions 263,305
135 Broadway Corporation Rate Base L4dey 717

Bell Telephone Laboratories

AT&T Investment in Bell Labs 22,39
Less: Investor Interest, Product Related 110,445

Net Bell Labs Investment 101,949

License Contract Investment 26,666
Alocated € to Pacific —.8u%

Total Investment
Rate of Return (Pacific Authorized)

Return on Investment
Federal Income Tax and ITC Xet
Royalties

Net Required Return
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The $26,340,000 difference between Pacific and staff shown
on Table 14 for the general department includes $18,063,000 involved
with the staff's recommendation on the realignment adjustment and
the above-mentioned $1,444,000 which will be discussed under Item e.
Also included in the $26,340,000 are the $600,000 discussed in Item a
above and the $1,600,000 discussed in Item b. That leaves
approximately $6,000,000 for discussion under Item d.

Table 18 is a comparison of Pacific and staff general
department estimates. It also shows the subdepartments involved in

the general department operation and billable amounts to all OICs
and to Pacific for 1981.
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TAELE 18
. THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Comparison of Pacific's and Staff's
General Department Estimates
For the 1981 Test Year
(Dollars in Thousands)
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The adjustments made to the license contract charges to
Pacific by AT&T for general department billings involve two factors:
(a) investor-interest costs and (b) product-related costs. The
Commission's policy which has been long-establishedg/ is that it
will not recognize for ratemaking purposes expenses which a parent
or holding company incurs for its investors which are passed on to
regulated utility companies as part of a management or service
agreement. The following is a brief list of investor-interest-type
expenses:

a. PFinancial Reports to Stockholders.

b. Payment of Dividends and Bond Interest.

¢. Maintaining Stock and Bond Records.

d. Annual Meetings of Stockholders.

e. Correspondence with Stockholders.

£. Legal Actions to Protect Investor Interests.

g. Advertising Designed to Promote Corporate Image.

h. Directors' Fees.

i. Auditors' Fees.

j. Consolidation of Records and Reports.

Product-related costs are incurred by AT&T, Bell Labs, and
Western through product-development activities. 1Im order to coordinate
the product-development process, product teams are formed from perscnnel
of the three entities. The expenses incurred to support a product team
from AT&T are charged to the licensee companies as license contract
expenses. The expenses of Western's team members are recovered through
Western's sale of products, and the expenses of Bell Labs are recovered
partly from licenmsee contracts and partly from Western.

The staff claims that during its last audit, product teams
anc their related product-development costs were easily identified.

8/ Pacific decisions as follows: 48 CPUC 11, 62 CPUC 848, 69 CPUC 60,
D.90642 dated June 5, 1979 in A.55492 and C.10001.
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However, as a result of the reorganization of the AT&T general
department, which is discussed later in this section, the use and
role of interdepartmental product teams has taken on a greater
significance, making it more difficult to directly determine product-
development costs.

In the staff report, those departments which are involved
in the product-development process at AT&T are identified. Using
the philosophy from D.90362, for departments containing product-
development costs which are of primary benefit to AT&T and its share-
holders, the staff adjusted for ratemaking purposes those departments
charging product-development costs to license contract expenses. This
is the major staff departure from the last staff study of license
contract expenses.

Staff's Exhibit 262 analyzes each of the subdepartments
of the general department of AT&T for investor-interest costs and
product-related costs. Based on that analysis the staff recommended
what it believes are the appropriate amounts for each subdepartment
to be excluded from the license contracts agreement. We will adopt
the staff recommendations for this decision.
Realigoment Adjustment ($19,107,000)

Shortly after the staff prepared its preliminary draft
report, & Bell System press release dated August 20, 1980 announced
a major realigmment of responsibilities at AT&T headquarters to become
effective September 1, 1980; this realignment split the organization
into two parts. One would be responsible for the regulated basic
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telecommunication services and the other for the future unregulated
enhanced services and sales of customer premise equipment.—

The staff claims that despite the basic changes that AT&T's
September 1, 1980 realigmment of its general department will have on
the focus and direction of activities as a result of deregulation, no
changes have been proposed in license contract agreements with the
OICs. The realignment of the AT&T general department and its impact
on license contract costs passed through to Pacific is the major
item addressed by the staff in a supplement to Section II of
Exhibit 262. Figure A is a sketch of the new organization taken
from staff Exhibit 262, Section II, p. 5-4. As can be noted, the
September 1, 1980 realignment separates AT&T's general department
into three primary activities:

1. Corporate staff activities.

2. Regulated activities.

3. Prospectively detariffed/unregulated activities.

In the staff's opinion ratepayers of regulated services
should not pay the costs incurred by AT&T for setting up a wholly new
enterprise that will take over the detariffed/unregulated activities
of AT&T in March 1982 under the current FCC Computer II decision.

The staff believes these costs should be charged either to AT&T
shareholders or be deferred and recovered in pricing the prospectively
detariffed/unregulated enhanced services and telecommmications
products. Therefore, the staff recommends disallowance of all expenses
of the prospectively detariffed activities section.

9/ The FCC in its final decieion £n Didcket™20828, (1980) 80-628,
(Computer Inquiry II) stated "the term 'enhanced service' shall
refer to services offered over common carrier transmission
facilities used in interstate communications, which employ computer

processing applications that act on the format: content, code,
protocol, or similar aspects of the subscriber's transmitted
{nformation; provide the subscriber additional, different, or
restructured information; or involve subscriber interaction
with stored information.”
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Pacific concedes there should be an adjustment but claims
it should be $2,491,000, not $19,107,000. We note that by a publi-
cation in the Federal Register dated March 25, 1981, AT&T submitted
a preliminary report in response to paragraph 105 of the reconsideration
order in Docket 20828 released December 30, 1980 by the FCC. Paragraph
105 had required AT&T to provide the FCC with certain financial
information and to submit a plan describing accounting methodology
for the interim expenses relating to the provision of enhanced sexrvices.
Attachment C to the AT&T preliminary report contains AT&T's plan for
reporting these interim expenses. The FCC established & comment cycle
to enable interested parties to submit their comments relating to the
adequacy of the plan proposed in Attachment C. We comeent further
on this matter later in this decision and Iindicate some intermediate
actions we will require Pacific to take. In the meantime for this

decision, we will adopt the staff estimate as being reasonable.
4"' * %k %

FIGURE A
THE AMERICAN TELEPHONE AND TELEGRAPH COMPANY

Chairman of the Board
And Chief Executive Qfficer

| ]
Prospectively Corporate Regulated
Detariffed Staff Activities
Activities Activities
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Flow-through of Product-related
Disallowances to Western

Another major issue between the staff and Pacific relates
to Pacific's request that it be allowed to pass on to its ratepayers
those license contract costs previously disallowed as "product-related"
in D.90362. To accomplish this Pacific proposes an adjustment to
increase its 198l rate base by $55 million and 1981 operating expenses
by $7 million. The corresponding gross revenue requirement for this
step would require about $20 million.

In D.90362 the Commission concluded that expenses of primary
benefit to the process of developing products designed to compete in
the marketplace with those of other manufacturers should be borne by
the manufacturing company by including thewm in the price of its
products and not paid for through license contract charges. The
Coomission, therefore, disallowed license contract charges pertaining
to product-related costs and 507 of AT&T's marketing costs. For the
same reason, it also disallowed Bell Labs research and development
expenses charged to Pacific through license contract costs. The
staff claims the decision contained no suggestion that Pacific would
be authorized to recover the disallowed license contract charges by
adjusting Western's net income.

Pacific now requests authority to pass on the disallowed
costs to Pacific's ratepayers through the Western Electric adjustment.
The staff claims that in proposing its product-related adjustment,
Pacific referred to its understanding of the staff's position in
A.55492 that product-related expenses should be borne by the manu-
facturing company rather than the 0TCs. Therefore, Pacific reduced
Western's net income by the disallowed license contract product-
related costs and made no further anmalyses or studies. The effect
of this, claims the staff, is to immediately pass on to Pacific's
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ratepayers the disallowed costs. The staff's position is still that
product-related costs should be reflected in Western's pricing not
as a ratemaking adjustment. The reason for this is that a product
should reflect its true economic cost so buyers will have relevant
information in making weaningful price comparisons between products
of all manufacturers. I1f Pacific pays part of the development costs
through the charges from AT&T, which eventually get back to Western
in the form of subsidized costs, then the products of Western are
subgsequently underpriced and may look more attractive than those of
a competitor which Pacific might purchase from.

In sumsary, the staff made four points:

1. The product-related license contract charges
disallowed in prior proceedings reflect
costs that should have been included in the
prices of Western's products rather than in
license contract charges.

There is no assurance that Pacific actually
purchased the specific Western products

whose prices were affected by the incorrect
cost allocations through the license contract.

Even if it were shown that Pacific actually
purchased the Western Electric products
whose prices were affected by the incorrect
cost allocations, there is no way of
measuring how the pricing differences
influenced Pacific to purchase Western
products in lieu of products of competitoxs.

As a matter of regulatory policy Pacific
should not be rewarded for being permitted
to recover charges which the Commission
previously found to be improper simply by
changing the method of collection.
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The staff recoxmends and we concur that the disallowed
license contract product-related costs be reflected in Western's
pricing practices and that Pacific's request to reduce Western's
net income by the disallowed license contract product-related
costs without reflecting such costs in the pricing of products
should be denied.

Bell Labs Busipess
Information Systems

In 1967 Bell Labs in conjunction with AT&T and the OICs
began a program of research &and development of BIS. These systeas
are essentially software packages prepared by Bell Labs for use
by the OICs to gather and analyze data concerning their day-to-day
operations, allow more efficient administration of operations, and
provide improved plans for future operations and services. The
costs of these programs are charged directly to the 0TCs through
a BIS agreement. This is done by Bell Labs' charging AT&T for the
cost of the studies and AT&T in turn billing the OTCs through the
license contract agreements.

The staff's investigation of these charges included inter-
views with Bell Labs' and Pacific's employees, data requests, and
review of historic information and recent decisions dealing with
BIS. The examination involved investigation of the budgeting process
and funding relating to BIS programs.

As a result of its review the staff recommends the
following adjustments be made for this rate proceeding. The adjust-
ments would be a net reduction to Account 675, Other Expenses, of
$1,658,000 for 1981.

8. An increase of $482,000 to Pacific's allocated
share of BIS expense to reflect updated BIS
expense levels &nd an increase in Pacific's
portion of total Bell Labs' BIS expenses from
11.267% in 1980 to 11.53% in 1981.
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b. A reduction of $990,000 to Pacific's allocated
. share of BIS expenses to reflect the expense
allocated for the DIR/ECT project including
associated support and common language develop-
ment. Pacific has no current plans to use

this project and has its own similar program
in operation.

¢. A reduction of $256,000 to Pacific's allocated
share of BIS expenses to reflect the revenue
obtained from sale of BIS products.

d. A reduction of $894,000 to Pacific's allocated
share of BIS expenses to reflect the revenue
which should be received and allocated to Pacific
for the sale of the BIS-developed program, UNIX
(& Bell System trademark), which Bell Labs will
contribute to universities. Bell Labs has in the
past contributed this program to 400 universities.
These contributions are disallowable for ratemaking
purposes.

We will accept the staff's recommendation for Item &

. For Item b the staff's review disclosed that several
programs being developed under the BIS agreement are not scheduled
to be installed by Pacific either in the near future or perhaps not
at all. 1In several cases Pacific had programs already in operation
that were similar to the planned BIS programs. Therefore, by being
a part of the BIS agreement, Pacific in some cases is paying twice
for initial develocpment of certain systems, and paying for Systems which it
will never use. The staff reviewed one of these programs in depth,
the so-called DIR/ECT program (DIRectory projECT). The staff
determined that Pacific's allocated share of this program for 1981 is
$990,000 and therefore recommends that that amount be disallowed.
We concur.

For Item ¢ several programs developed by Bell Labs under
the BIS agreement are sold to non-Bell System companies. These
sales are handled through Western which acts as an agent for Bell
Labs and the 0TCs. The revenues from these sales minus the fee
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charged by Western are allocated back to the OTCs based on the same
percentages of plant and expenses. used to allocate the BIS expenses.
The staff estimate of revenues for 198l from this program is
$2,222,000. Pacific's allocated share of those revenues would be
$256,000. A staff analysis of the Pacific work papers for Account 675
revealed that these revenues were not reflected in the 1981 test year
estimates. Therefore, the staff recommends the account be reduced

by $256,000 for 1981 for revenues received for the sales of BIS-
related products. We adopt this estimate.

Concerning Item d, further investigation by the staff
revealed that a BIS-related product, UNIX, which is offered for sale
through Western has been donated to at least 400 universities over
the past several years. The staff recommends that the revenues lost
through the donation of these programs should be treated as a reduction
from the BIS expenses similar to the revenues mentioned above.

The revenue received from the sale of UNIX products to
commercial industries for 1979 was $2,034,000. The staff assumed a
10% annual growth rate for 1980 and 198l. The estimated commercial
revenues by that process for 1981 are $2,461,000. UNIXs installed
as of August 1980 totaled 503 commercial and 1,583 at universities.
The staff assumed an equal average price per installation for commercial
and university installations and a 3.15 to 1 university to commercial
installation ratio. From that it concluded the revenues Bell Labs
would receive if it sold the programs to the universities instead
of contributing them would be $7,753,000 for 1981l. Pacific's
allocation of these revenues would be $894,000 which is the reduction
recommended by the staff. We view this issue as similar to our policy
on dues and donations. In this case, Pacific is foregoing revenues
it might otherwise receive to the advantage of the ratepayers for a

product whose development was paid for by ratepayers. We adopt the
staff recommendation.
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Western Electric Adjustment

As noted earlier AT&T owns about 90% of the voting stock
of Pacific and all of the stock of Western. Since the Commission
was created in 1912 it has concerned itself with affiliated interests
such as that typified by the AT&T-Western-Pacific relationship and
its impact on the cost of services furnished to the public. Over
the years, there have been many Commission decisions relating to the
effects of affiliated companies on the operations of public utilities.
Many of these have withstood reviews by the various courts and the
result has been support of the principle adopted by the Commission
that a company controlling a public utility cannot profit from that
holding in excess of the profit that would accrue if the rate of
return granted the utility for ratemaking purposes were applied to
the controlling company. In 1949, in Pacific's second application
after World War 1I, the Commission in an interim decision determined
that Western should not earn a return greater than Pacific:

"We hold that Western Electric is entitled to
no greater return on its sale to applicant
than applicant is entitled to as against its
ratepayers, which we have found to be not

over 5.6 percent." (D.42530 dated February 23,
1949 in A.29854, 48 CPUC 487, 493.)

The above principle has been upheld numerous times since

and is now a firm principle used by the Comsission and accepted by
Pacific.

Western, in addition to being the manufacturing arm of
the Bell System that produces over 190,000 different items for the
system, also acts in the capacity of purchasing agent, supply
department, developer through Bell Labs, storekeeper, installer,
repairer, and salvager. Western maintains Bell System's equipment
engineering offices to prepare manufacturing and imstallation speci-
fications for telephone equipment; it manufactures most of the
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apparatus, equipment, cable, and wire required by Bell CICs, acts

as purchasing agent for materials and supplies which it does not
manufacture such as poles, underground conduit, work equipment,
special tools, office furniture, and stationery:; and it also arranges
for the printing of telephone directories. Western maintains facili-
ties at convenient locations for the handling, storing, testing,
repairing, salvaging, and junking of telephone company materials and
supplies; it installs and rearranges central office switchboards and
power equipment in large private branch exchanges for the operating
companies.

Western's business is largely with the O0TCs and the U.S.
Govermment. Sales by Western in 1979 totaled $10,964,075,000.

Of this total, sales to Bell System companies accounted for 93% and
the remaining 7% went to the U.S. Govermment and others.

In 1949 the U.S. Govermment brought an antitrust dispute
against AT&T and Western which sought, among other things, the
separation of Western from the Bell System. This suit was concluded
January 24, 1956 by a final judgment entered with the consent of
the parties in the Federal District Court in New Jersey. This is
the so-called 1956 consent decree. This judgment did not alter
the fundamental relationships between AT&T and Western and between
those companies and the 0ICs. However, it does provide, among
other things, that the business of AT&T and the OICs shall be confined
to communications activities subject to regulation, and the business
of Western shall be confined to manufacturing and other &activities
of the kind in which Western is engaged for AT&T and its subsidiaries.
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Western has a standard supply contract with the OICs
including Pacific. The contract sets forth in general terms the
scope of the relationship between Western and Pacific regarding
the manufacture, pucrchase, delivery, inspection, stockage, and
return of materials; equipment specifications and installations;
distributing storerooms; and other items. It also sets forth, in
general, the method of pricing and the terms binding upon the
companies. The present contract with Pacific was executed in 1930
and is the successor to the original 1906 contract.

Table 19 shows the net rate base and expense reductions
recommended by Pacific and the staff. The primary contributor
to the difference between the two estinates is the rate of
return recommended by Pacific and staff for the 1981 test
year. Pacific recommends 13.47% and the staff 11.50%. We will use
the 12.91% adopted in the rate of return discussion.

TABLE 19

The Pacific Telephone and Telegraph Company
Western Electric Adjustments
(Dollars in Thousands)

1981 Estimated
Item Statt PacLtie Adopted
Net Rate Base '
Deduction $139,069 $116,757 $134,900

Expense Deduction 24,325 10,802 12,800
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Rate Base

Table 20 shows the system and California intrastate rate
base estimates for Pacific and the staff summarized from Tables 1
and 2. Pacific claims the difference in the estimates is because
of five major errors by the staff.

1. The staff did not increase the pace of
modernization although this is what
Pacific is doing and is a correct policy
in Pacific's view.

The staff erroneously combined the
customer movement as part of §rowth and
thus falled to allow for the large
quantity of station equipment needed,
thus underestimating by gTSO willion.

The staff made a $30 million underestimate
of compensating bank balances included

in the working cash; this is less than
that allowed General Telephone although

it is more than four times smaller than
Pacifiec.

The staff's trend analysis did not reflect
the current level of comstruction.

The staff underestimated the amount of
rate base through the end of 1980; actual
figures would have confirmed Pacific's
forecasts.
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TABLE 20
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated Rate Base — Present Rates -~ 1981
(Dollars in Thousands)

Total Operations

Statf Pacific Adopted

Telephone Plant-in-Service $15,683,907 $16,008,289 $15,708,700
Telephone Plant Under Constr.

Property Held for Fut. Tel. Use 2,910 2,910 2,900
Telephone Plant Acquisition Adj.

Working Cash Allowance 228,165 303,178 170,000
Materials and Supplies 130,678 149,946 133,700
Less: Depreciation Reserve 2,934,645 2,952,140 2,935,%00
Less: Reserve for Deferred Taxes 1,485,707 1,498,377 1,489,600

Total Rate Base 12,625,308 12,044,806 11,589,800

California Intrastate

.'relephone Plant~in-Service $11,728,426 $11,987,458 $259,032 11,747,000
Telephone Plant Under Constr.
Property Held for Fut. Tel. Use 2,180 2,227 L7 2,200
Telephone Plant Acquisition Adj.
Woridng Cash Allowance 173,250 229,631 56,381 129,200
Materials and Supplies 97,643 113,021 15,378 99,900
Less: Depreciation Reserve 2,206,853 2,164,230 (&,6233 2,207,800
Less: Resexrve for Deferred Taxes 1,116,657 1,107,460 (9,197 1,115,600

Total Rate Base 8,677,989 9,060,647 382,658 8,650,800

(Red Figure)
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Rate base is an aggregation of telephone plant-in-gervice,
property held for future use, working cash allowance, and materials and
supplies, with deductions for depreciation reserve and deferred tax
reserves. The detail of rate base estimates for this decision is
shown on Tables 21 through 24. As can be noted from Table 20, the
1981 staff estimate for total operations is $419 million below that
of Pacific. The difference is attributable to different beginning-
of-period figures for plant-in-service for 1981, different 1981
program forecasts, and different forecasts for working cash and
materials and supplies.

Plant-in-Service

Pacific $16,008,300,000

Staff 15,683,900,000

Difference 324,400,000

While the staff and Pacific are in agreement on plant-in-

service at the beginning of 1980, the staff's view of the 1980 construc-
tion program results in & figure $104 million lower for telephone
plant-in-service as 1981 begins than that used by Pacific on a total
of about $15 billion. Concerning that major differemce, Pacific
claims the staff's forecasting methods for the various parts of the
construction program for both 1980 and 1981 are subject to infirmities.
It claims the staff's estimates for 1980 contained faulty

methods and therefore when used as a starting point for 198l are
incorrect.

The second largest difference, $122.7 million as shown
on Table 21, is caused by total 1981 weighted average net additions.

This results from differeant estimates for the construction program
in 1981.




A.59849 et al. ALJ/bw

The forecast of gross construction for 1981 is broken
down into four factors:

1. Plant replacement.

2. Customer movement.

3. Modernization.

4. Growth.

The staff and Pacific estimates for plant replacement are the same.
There is a $150 million difference in customer movement, & $35 million
difference in modernization, and a $24 million difference in the
growth factor.
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TARLE 21
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Telephone Plant~In-Service
Total Operations = Test Year 1981 — Present Rates
(Dollars in Thousands)

Pacific
Exceeds
Staff Pacific Stalf

Beginning=-of=Year Balances $14,910,300 $15,014,626 $104,326
Weighted Avg. Net Adds. 897,100 1,019,762 122,662

Total Weighted Avg. Tel.
Plant-in-Service 15,807,400 16,034,388

Allocation to Nevada (1,092) (1,092)
Plant Verification éz,Olév% (2,016;
IDC Rate Adj. 8,395 (8,395
IDC on Short=Term Jobs 67,164 67,164
IDC on Taxes on Land (1,147) (1,147)

Subtotal Adjs. Sly51L 5Ly SLL
Total Tel. Plant-in-Service 15,861,914 16,088,902
.Mﬁl.'!.ated Int. Adje (178,007) (80,613)
Recast Tel. Plant-in-Service 15,683,907 16,008,289

Adjustment - Modernization
Adjustment - IDC Interest Rate
Adopted Plant

(Red Figure)

TARLE 22
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Property Held for Future Use
Total Operations — Test Year 1981 - Present Rates
(Dollars in Thousands)

Pacific
Exceeds
Staff Pacific. Staff

Prop. Held for Future Use $ 358 $ 358 s 0
IDC and Taxes on Land Adj. 2,552 2,552 0
.Recast Prop. Held for Put. Use 2,910 2,910 o]

$15,861,900
(173,100)

15,688,800

15,800

4,100

15,708,700
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The customer movement portion of the capital budget is
for the installation of telephones not directly related to a net
gain in customers, that is, the installation of telephones for
existing customers who move from one location to another. Under
current practices the labor necessary to install station equipment
is a capital expenditure and is included in the customer movement
portion of the capital budget. Pacific claims customer movement
is related to the inward movement of total telephones, not gain in
telephone lines. The staff witness used telephones to estimate
both the growth and customer movement factors.

The difference between the staff and Pacific's forecast
for modernization in 1981 is $35 million. The staff witness agreed
that a consistent use 0f the telephone plant index factor for all of
his work papers would increase the staff's modernization forecast
by §8.4 million. The staff witness testified he would maintain
the 1981 modernization budget at the same level as 1980 but adjusted
for inflation. Pacific claims the staff forecast for modernization,
even including the $8.4 million adjustment, results in only an 8%
increase for inflation. We will adopt Pacific's estimate for modernization:
adjusting for phasing in during the year will increase the staff estimate by $15.8 million.
The staff witness further stated that a certain portion of the company's
‘modernization program could be deleted if necessary for Pacific to
maintain its financial integrity. For instance, he suggested the
corporate exchange switching program includes $97 million of dis-
cretionary projects which could be deferred without being detrimental
to the program. Deferring capital expenditures would defer the
need for investment capital. The staff also notes that Pacific
includes $32.9 million to implement offering terminals to
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deaf and speech-impaired customers. 1In OII 70 the staff has made
recommendations relative to the establishment of a deaf equipment
acquisition fund and rate recovery mechanism, and believes capital
expenditures for such equipment should not be included in the
general rate proceeding.

Witness Craig for Pacific testified that the growth
portion of Pacific's 198l comstruction budget is planned to accommodate
new customers a&s well as increased usage by existing customers. In
addition, growth is alsc affected by inflation and the need to provide
sufficient plant to ensure proper margins. In addition, Pacific
proposes a corporate level contingency fund of $78.7 million which is
over and above contingency allowances in the normal budgeting process.
This fund has generally been assigned to the growth factor. Staff
witness Mangold indicated his estimate for growth was based solely
on the relationship of growth to telephone gain and inflation.

Pacific relies heavily upon 1980 as a constrained budget
year and maintains it is necessary in 198l to return to normal.
However, witness Craig testified for Pacific that every year since
1964 has been a constrained year.

In summary, there are two basic factors which lead to the
staff's lower estimate of comstruction expenditures, estimated tele-
phone gain and capital expenditures required for each unit of gain.

It appears the staff estimate is entirely consistent with its

estimated test year overall business level reflected by its estimate

of revenues and other expenses which are consistently lower than
Pacific's; we will adopt the staff's estimate adjusted by $15.8 million.
Property Held for Future Use

Pacific and staff agree on, and we adopt, estimates of
property held for future use, Table 22.
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Working Cash Allowance
Pacific $303,200,000
Staff 228,200,000
Difference 75,000,000

There are two reasons for the difference in working cash
estimates, the level of revenues, expenses, and taxes estimated by
Pacific and the staff, and compensating bank balance estimates.
Concerning levels of revenues, expenses, and taxes we have adopted
for this decision,they have been run through the working cash
calculation and adjusted accordingly for that factor.

For compensating bank balances, Pacific forecasted 541 800,000
for the test year 1981 and the staff estimated $10,000,000. The staff
estimate is based on a judgment figure which is bottomed on the amount
allowed Pacific in its last rate case, slightly over $7 millioen.

The staff witness maintained he could not accurately determine the

. bank balances under a new accounting procedure and that in his

opinion the $10 million is a reasonable amount based on past experience
and a realistic balance for Pacific as required by banks. The record
is not clear on this matter; we will adopt an average of Pacific's
and the staff's estimates and request that Pacific and the staff
provide more detailed information in the next rate case so we
can make a more informed judgment. In the meantime, we will adopt
the staff's working cash estimate of $228,200,000 modified by $42.2
million to reflect the adjusted level of revenues and expenses and the
adopted rate of return, and by $16 million for compensating bank balances
for a total cdozted amount ©f $170,000,000.
Materials and Supplies

Pacific $149,900,000

Staff 130,700,000

Difference 19,200,000
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For materials and supplies (Table 23) the staff estimated
a reduction of $2.7 million for the cost of certain special equipment
known as Circuit-Paks. The rest of the diffcrence in working cash
estimates is attributable to the staff's calculating a fixed 57 of
its total estimated comstruction budget. Pacific claims its estimates
for materials and supplies are more sophisticated than using a siéple
percentage of the total construction budgec. However, Pacific
concedes that when the 57 factor used by the staff is applied o
Pacific's construction program the result for materials and supplies
is vexry close to Pacific's own estimace.

TA3LE 23
THE DACIFIC TEZLEPHONE AND TELEGRAVI COMPANY
Estimated and Ndopted Moterinls and Supplies

Total Querations - Test VYear 1981 - Present Roten
{(Dollaze in Thousands)

Pacific
Lxceecs

Seaff Pucific tafl Adepted

Materials and Supplies $134,052 §150,614 $16,562 134,100
Circuit=Paks Acj. (2,652) (6683 1,984

Adjusted Materials and Supp. 131,400 149,946 18,546

Affiliated Int. Ad3. {722) 0 722 (400)
Recast Materials amd Supp. 130,678 149,946 19,268 133,70¢

{Red Figure)
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Concerning the Circuit-Pak adjustment, based on some 1977
accounting transactions, the staff proposed and the Commission adopted
in D.90642 an adjustment to the materials and supplies account of
$668,000. This was done on the premise that the Circuit-Pak equipment
was originally charged to maintenance expense and that later it was
charged to rate base,which was improper. In this proceeding the staff
proposes to increase the rate base adjustment to a total $2,652,000,
the original $668,000 plus $1,984,000 additional. In rebuttal to
the staff proposal Pacific presented Exhibit 338 which it claims is
a full history of the issue. The exhibit shows that an accounting
error was made, the error was corrected, and a field inventory wade
to support the correction. According to witness Dennis, Exhibit 338
illustrates that while the ratepayers may have paid for Circuit-Paks
through expensing originally, they were fully cowmpensated later
when accounting records were corrected to reflect the costs of the
units in the materials and supplies account and an equivalent amount
removed from maintenance expense accounts. Dennis claims that in the
conduct of normal operations, the 1977 and 1978 units bhave been
removed from the materials and supplies account. Therefore, no
Circuit-Pak adjustment is appropriate any longer and the $668,000
should be restored to rate base together with the $1,984,000 for
a total of $2,652,000 recommended deleted by the staff. We will
adopt Pacific's position on this matter.

Depreciation Reserve

As noted earlier, depreciation reserve is a derivative
account; once investment has been determined the reserve is auto-
matically determined by the depreciation rates which are agreed to
by the Commission and Pacific on an annual basis. Table 24 contains
the appropriate amounts for this decision together with the normalized
tax reserve which is not in dispute.
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TABLE 24

THE PACIFIC TELEPHONE AND TELEGRAPE COMPANY
Estimated and Adopted Depreciation Reserve and Deferred Tax Reserve

Total Operations - Test Year 198l - Present Rates

Begin. of Yr. Deprec. Reserve
Deprec. Expense

Deprec. Clearing Accounts
Retirements

Gross Salvage

Cost of Removal

Other

End-of-Yr. Deprec. Reserve
Net Additions to Resexrve
Weighted Adds. tO Reserve
Weighted Avg. Deprec. Reserve

Allocation to Nevada
IDC Rate Adjustment
‘DC Short=Term CWIP Adj.

otal Avg. Deprec. Reserve
Affiliated Int. Adj.
Recast Deprec. Reserve

Adjustment for: Modernization

Adopted Deprec. Reserve

Normalized Tax Reserve
Adjust forModernization

Adopted Norm. Tax Reserve

(Dollars in Thousands)

Staff

$2,855,895

859,923

16,832
(616,900)
55,521
(86,366)
600

Pacific

$2,836,560
897,927
15,811
(666,000)
59,940
(93,240)
€00

Pacific
Exceeds
Staff

$(19,335)
38,004

(1,021)

(49,100)
4,419

(6,874)
0

3,085,505
(229,610)
7
2,973,230

(133)
(876)
2,084

3,051,598
(215,038)

—102.094,
2,941,654

(133)
(876)
2,084

(33,907)
14,572

2,250
(31,576)

0
¢
0

2,974,305
(39,660

2,942,729
(18 ,589)

(31,576}
21,071

Adogted

$2,974,300
(38,600)

2,934,645

1,485,707

2,924,140

1,495,377

{Red PFigure)

(10,505)

9,670

2,935,700
200

2,935,90C
1,485,700
—2:90
1,489,600
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Construction Work
In Progress

The £inal rate base matter to be considered involves
construction work in progress. By D.92366 dated October 22, 1980
in the recent General Telephone rate case the Commission included
short-term CWIP in the rate base. Short-term CWIP refers to projects
expected to be completed in less than one year and in Pacific's case
relates to 75% to 807 of its current construction. In its brief
Pacific claims that when CWIP is included i{n the rate base, the
balance for {nterest-~during-construction (IDC), which is capitalized,
is reduced and the long-run effect is beneficial for the ratepayers
because it also eliminates the payment of a return on and depreciation
of such interest over the life of the asset.

The effects of including short-term CWIP in rate base are
as follows:

1. Capitalized interest is removed prospectively
from rate base.

2, Depreciation related to the capitalized interest
is excluded prospectively.

3. CWI?P is added to rate base. In this case there
would be a net addition to California intrastate
rate base of $542,673,000. That additional

rate base would require $107,200,000 per year
in additional intrastate revenue requirement.

In its brief Pacific claims the addition to rate base
properly compensates the investors for funds which bave already
been invested in Pacific and are being used for the benefit of the
ratepayer. We note that Pacific did not include this proposal in
either its NOI filing or its subsequent application assuming, we
suppose, a treatment similar to what we have done in the past. It
was only after the General decision that Pacific brought up the
matter. In D.92366 we stated that our treatment there was for a
special purpose, was a marked departure from our past policy, and

-111-




A.59849 et al. ALJ/bw/ec

"those who follow our regulation should not take it as a change in
our basic policy.” We will not adopt Pacific's proposal.

One final matter on rate base. Pacific recqumends and the
staff opposes compounding of IDC for both long- and short-term CWIP.
By FCC authorization (Docket 19129) Pacific began monthly compounding
on January 1, 1979. We approved sexiannual compounding starting
January L, 198L (Resolution RF-4). We require Pacific to compound
monthly when making refunds to ratepayers. We agree with Pacific
that monthly compounding of IDC is reasonable and will adopt it
effective January L, 1981.

Adopted System
Results of Operations

Table 25 is the results of operations from Tables 1 and
2 as adjusted by the discussion in the sections of this report on
revenues, expeases, and rate base, and represents the results of
operations we¢ will adopt undexr present Tates for total California
and California ingrastate through the procedures described for
the intrastate results in Tabdble 2.
1880 Intrastare Results

Table 26 shows 1980 iatrastate results of operations as
estimate¢ by the staff and Pacific and actual as reported by Pacific.
D.91495 in A.59269 graated Pacific an interim rate increase with
rates subject to refund pending a determination in this proceeding
of the xeasonableness of the rate increase. D.91495 estabdblished
10.25% as a reasonable rate of retura for Pacific. Table 26
{indicates Pacific atzained an 8.95% return belore the usual adjusc-
ments we make for ratemaking purposes such as affiliated interests.
1f we consider those adjustments and the $69.4 million discussed
earlier, Pacific would not attain the 10.25%. Therefore, the rate
increase granted in April 1980 was reasonable f£rom an overall

standpoint. The reasonableness of class-of-customer increases
will be discussed under rate design.
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TABLE 2%

Tage 1

mhe pacific Telephone and Telegrapn Company
(pollazs in Thousunds

Adopted Estimated Results of Operations -~ 198%

Total
company
Unadjusted

.
Iy

oy
fastate

-
-
Unagdjusted

. 3
Adwuztmont:—/

Adjusted

$ 6,326,900

Taxes

®

Net Revenies

Current Maintenance
Depreciation & Amortization
Traffic Expenses

Commexrcial Ixpenses

Gen. Office Salaries & Exg.
Operating Rents

Gen. Services & License:s
Balance Other Oper. Dxp.

1,611,700
853,300
406,500
708,900
363,400
51,900
57.500
638,400

4,691,600

223,200
33,900
133,000

130,500
59202,200

L,1L,700

Tozal Oper. IXpenscs

Operating Taxes ~ Fed. Incone
Cal. Corp. Franen.
Social Secusity
Other

Total Zxpenses & TuXeo

Avg. Net Plant § Working

Capital

",
Lecss:

Rate of Return

Telephone Plant-in=-Service 15,708,700
Telephone Plant Under Consir. -
Prop. Held for Fut. Tel. Use 2,900
Tel. Plant Acguisizion Adj. -

170,000
133,700

Working Cash

Material and Supplies
2,935,900
1,489,600

Taxes

$ 4,691,000

1,160,100
640,000
319,100
585,300
285,300

41,600
43,000
481,200

3,555,600
131,400

13,300
100,200

97,690
3,897,900
793,200

11,747,000

2,200
129,100
99,900
2,207,800

1,119,600

Les=z: Depreciation Reserve
Reserve for Deferred
11,589,800
9.62%

Total Rate Base

8,650,800
9.17%

{Red Pigure)

2/ See page 2.

§ 3,400

$ Ly694,y 500

1,160,100
640,000
319,100
585,300
2814-’300

42,600
43,000

481,200
3¢555,200
133,000

13,600
100,200

22280
3,899,500
795,000

11,747,000
2’2w\

128,300
99,900
2,207,800

1,119,600
8,650,000

9.29%
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TABLE 25
Page 2

Adopted Adjustments - Intrastate
(Dollars in Thousands)

Revenues $ 3,300=
100—=

3,400
Expenses (G.0.) < (500)2

3=4
Taxable Inc¢. Change 3,900

CCFT = 5 x 13.7% 500

FIT = (5-6) x 46% 1,600

Net Rev. = 5~6=7 1,800
te Base Change (800)2/

(Red Figure)

a/ D.97247, Ex. 292 - $3,294,000 decrease in uncollectibles
in G.0. = $(502); Rate Base (W.C.) = $(759)

3/ Advice Letters - Ex. 359
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TABLE 26

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
1980 California Intrastate Results of Operations

Operating Revenues
Uncollectibles

Total Oper. Revs.

Operating Expenses

Maintenance
Traffic
Commercisl

G &0 Sal. & Expo
Other Opr. Exp.

Subtotal

Depreciation Expense
Prope & Other Taxes
State Income Tax
Federsl Income Tax
Afziliated Int. Adjo
Tran. to Long Lines
Wage Contract Adj.

Net Oper. Expenses
Net Oper. Reverues
Rate Base

Plant-in-Service

Prop. Held for Fut. Use
Working Cash Allowance
Materials & Supplies
Depr. Resrv.

Def. Tax Resrv.
Affiliated Int. Adje
Tran. to Long Lines

Total Rate Base
Rate of Return

(Dollars in Thousands)

Estimated by

Staff
$ 4,285,568
— (43,315

Ly242,253

1,027,372
293,379
489,1L9
242,701
461,003
2,513,605

582,258
169,927

32,352
186,010

(11,872)
(2,066)
—{(2,729)

3,487,476
Ty T77

10,68%,763
667
154,031
83,512
(2,060,621%
(938,948
(87.@8&)

T+835,130
989%

(Red Pigure)

Pacific
$ 4,367,261
(53,082)

Loy 314y 179

1,035,334
294,140
0L,957
250,352

—i20, 733

2,580,516

603,0LL
17y 167

3,540,984
7734295

10,735,683
2,328
195,894
102,567
(2.053.7%;
(928,973
(79,608)

799644137
I 2%
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Rate of Return

In reviewing this record we find one fact is very clear,
Pacific's present financial ratings (Moody's A, Standard and
Poor's A-) must be protected and if possible strengthened. The
recent ratings history is shown on Table 27. The alternative
is that Pacific may suffer higher interest costs and ratepayers higher
rates in the future if the ratings are not protected. Many lenders
cannot invest in B-rated bonds as a matter ¢of law and, of course,
many others will not invest in them, even though the interest may be
much higher, when A and above are available. There appears to be
no dispute that if downrated, Pacific will not be able to obtain
all of the debt capital it needs to finance its operations.
Pacific's 1981 construction budget is projected at $2.9 billion
of which it must raise approximately $1.5 billion in the external
capital markets. Pacific's witness Joses testified that Pacific's
construction program will probably reach about $3.5 billion by
1985 putting ever-increasing pressures on capital requirements
to be obtained from external markets.

Five witnesses testified on rate of return. Table 28
is a summary of their recommendations. Four of the witnesses
made complete rate of return recommendations including capitalization
ratios, costs of long-term debt and preferred stock, and return on
common equity. Table 29, a summary of the rate of return recommenda-
tions, is reproduced from Exhibit 333.
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TABLE 27
RATINGS OF THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY BONDS

BOND ISSUES QOODY'S STANDARD & POOR'S
All Series Aaa (1)

L, L4

Aaa

”» "

Aaa
" " Aaa
" " Aa (3)
Aa
A (5)

A

Rating decreased £rom AAA t0 AA May 31, 1973.
October 17, 1977.

Decenmber 29, 1977.

June 27, 1978.

January 24, 1979.

September 19, 1979.

October 18, 1980.
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TABLE 28

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Rate ©f Return Recommendations

Ecuity

D

Joses - Pagific 19.00%
Litzenberger - Pacific 18.70
Mowrey =~ Staff _ 14.00
Kroman - City of LA 13.50 - 14.00
Langsam - GSA 12.50 ~ 13.5¢C

Quezall

13.47%

11.590
1l..1 - 11.32
10.20 - 10.60
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- TABLE 29

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Rate of Return Recommendations

_ _ . i Times
Capitalization Weighted Interest

Component Ratios Cost Cost Coverage
Joses = PTET

Long~Term Debt 53.9% 9.78% 5.27%
Preferred Stock 5.1 8.06 .4l
Common Eguity 41.0 19.00 7.79

Total 100.0% 13.47%
Mowrey - Staff

Long-Term Debt 53.29% 5.26%
Preferred Stock 5.17 .42
Common Egquity 41.54 5.82

Tozs 100.00% 11.50%%
Kroman - City of

Long-Tern Ded: 53.29% - 9.53% . . .5.08%
Preferred Stock 5.17 8.00 - .42

Commen Equity 41.54 13.5-14.0 _5.61-5.82

Total 100.00% 11.11%-11.32%
Lanesam - GSA

Long-Term Debt 50.0% 7.8% 3.9%
Common Eguity 50.0 12.5=13.5 6.3-6.7

Total 100.0% 10.28-10.6%27

1/ Reflects revised debt financing estimates.
2/ Basec on ATsT capital structure and capital costs.
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Joses for Pacific

Robert M. Joses, Pacific’'s treasurer, used three different
methods to cOmpute his recommendation of the cost of common equity.
His first method is based on the Commission's past acceptance in

D.90642 0f a minimum post-tax interest coverage of 2.55 as estimated
through the use of the rate of return formula. His second and

third methods are based on an equity risk premium concept. Joses
testified that he verified the reasonableness of his estimates by

comparing his conclusions to Litzenberger's which will be discussed
subsequently.

-»—

Por his £irst approach, Joses relied on rationale
used by the Commission and its staff in previous cases. He first
developed a recommended year-end 198l capital structure for Pacific;
he estimated the appropriate embedded costs of debt and‘preferred
stock at year-end 1981 and then determined that the ovexall rate
of Teturn would have to be about 13.44% if the 2.55 post-tax
interest coverage of D.90642 were maintained. With these facts
he calculated the retura on equity of 18.93%. Joses testified that
his approach is valid because it is based on past Commission findings
and staff recommendations. Also, the 2.55 post-tax interest coverage
would maintain Pacific's current credit ratings; they must be assured,
according to Joses, in order for Pacific to finance its rcquired

future comstruction budget. Table 30 sets forth Joses' calculations
for his f£irst method.
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TABLE 30
THEE PACIFIC TELEPEONE AND TELEGRAPH COMPANY

Computation of Reqguired Return on Equity
Based on Post-Tax Interest Coverage* Requirement
Joses for Pacific

Compute weighted cost of debt

Debt as a percent of total capital = 53.9%
Embedded Cost ¢f debt = 9.78%
wWtd. cost of debt = 53.9% + 9.78% = 5.27%

Compute overall rate of return reguired to derive the
pPost~tax interest coverage* of 2.55 per D.90642

Qverall return = Wtd. cost of debt = Post-~tax

interest coverage* or rearranging the above
eguation,

Overall return = POsSt~tax interest coverage* x wtd.
cost of debt:

2.55 x 5.27% = 13.44%
Compute weighted cost of common egquity

wtd. cost of common = Overall return - Wtd. cost of
debt ~ Wtd. cost ©f preferxred:

13.44% - 5.27% - 0.41% = 7.76%
Compute reguired return oOn common eguity

Required return on common = Wed. cost of common = Common
eguity as percent of total capital:

7.76% 4 41.0% = 18.93%

* PExcludes remand interest.
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Joses® second approach is an equity risk premium concept which
is based on the axiom that investors expect a higher return when
undertaking riskier investments. Joses believes 2 risk-£free
investment earning the maximum return over the time period for
which rates would be set in this proceeding is represented by 2
federally insured account with a savings and loan association.
During the month of March 1980 such associations offered investors
2k-year savings certificates with no minimum requirement that
guaranteedé an annual yield of about 12.94%. According to Joses
a potential investor in Pacific's common equity must therefore
expect to earn in excess of 12.94% before the investor is willing
to buy Pacific's equity. Table 31 shows Joses' method of calculating
the required return by his second method. As can be seen, Joses
sakes the return oOn common eguity granted in A.58223 by D.90642,
subtracts from it an investor's risk-£free return in July 1978 to
determine an egquity risk premium percent. He adds back the
investor's risk-free return in March 1980 of 12.94% to obtain the
required return on common equity for 1981l. Averaging the
Commission-adopted and Pacific-requested figures Joses produces
a required return on common egquity of 19.34%. Joses concludes
that in order for investors to be attracted to Pacific's common
equity the premium in excess of the present 12.94% risk-free
investment return is about €.40% based on the average of
Pacific's request ané the Commission’s dec¢cision in A.58223.
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TABLE 31
TEE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Reguired Return on Common Egquity
Based on Equity Risk Premium Approach
Joses for Pacific

Commission Pacific
Adopted Reguested  Average

Return on Common Equity per
A.58223 filed 7/14/78 12.25% 14.50% 13.38%

Less: Investors' risk-free
return in July 1978 6.98

Egquity Risk Premium 6.

Add: Investors' yisk-free
premium in March 1980 12.94

Reguired Return on Common
Equity
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Joses' third method estimates cost of common equity by sub-
tracting the cost of new debt from the return on equity the Commission
allowed Pacific in the past. A summary of that calculation is shown
on Table 32. By this method Joses subtracts f£rom the Commission~
adopted and Pacific-requested returns on common equity granted in
A.53587 and A.58223, the cost of new debt closest to the filing
dates of those two applications. This provides an equity risk
premium which when added back to 15.55%, the yield to maturity
of the February 1980 bond issue, gives a return on common equity
of 18.68% to 20.63%.

Based on a summary of his three methods and the ones
which follow by Litzenberger, discussion of which follows, Joses
determines that 19.0% is a conservative minimum estimate of return
on the common equity component of Pacific's capital structure.
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TABLE 32
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Reguired Return on Common Egquity
Based on Pacific's Cost of New Debt
Joses for Pacific

Cost Return on Common Equity Equity Risk Premium
0f New Commission Pacitic Commissaon racriic
Date Application Debt* hdopted  Regquested»w* Adopted Recuested

9/18/72 53587 7.42% 11.00% 12.64% 3.58% 5.22%

7/14/78 58223 9.57 12.25 14.50 _2.68 _4.93
Average Equity Risk Premium Since 1972 3.13 5.08
Add: Yield to Maturity of February 1980 Bond Issue 15.55 15.55
Required Return on Common Equity 18.68 20.63

Yield to maturity at filing date of most recent Pacific bond issue.
Where a range had been requested, the average of the range has been used.
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Litzenberger for Pacific

Robert H. Litzenberger, professor of finance, Graduate
School of Business, Stanford University, was called by Pacific to
testify on & reasonable rate of return for Pacific.

Litzenberger starts from the premise that the expected rxate
of return on a public utility's equity should equal the expected
return on the equity of other enterprises having similar risks. It
is also important that a public utility maintain its credit so it
continues to have access to capital markets to raise the funds
required for capital investment. Therefore, the firm's return on
equity should be sufficient to assure confidence in its f£inancial
conditon so it is able to maintain its credit and to attract capital
on reasonable te::tns.:l—“Cl

Litzenberger stated that in a regulatory jurisdiction such
as California, which uses a historical cost rate base, & just and
reasonable rate of return on equity is an accounting rate of return
which when applied to the historical cost rate base should result
in a just and reasonable market price for the utility's common stock.
A company's cost of equity capital is commonly defined as the
investor's expected rate of return on the market value of its equity
securities. A utility's cost of equity capital has to be translated
into an allowed rate of return on book value that is consistent with
a just and reasonable market price for its equity. From the
perspective of the utility shareholders, the only relevant result
is the impact the allowed return on book value has on the market
price of its equity. In Litzenberger's judgment the setting of an
allowed rate of return on book value should be viewed by the Commission
as the method employed to achieve a just and reasonable market price
for the public utility's equity.

10/ Some of these comments will be recognized as reflecting the Hope

and Bluefield decisions.
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Litzenberger further testified that publicly available
information about a utility's future profits is reflected in the
market price of its stock. Therefore, it would be circular to
establish rates that would maintain the current price of a company's
stock when that price reflects investors expectations concerning
the rates a regulatory commission will allow. Past rate decisions
which are either ovexrgemerous or confiscatory would be reflected
in a high or low current stock price. If the Commission views the
current stock price as the just and reasonable market value of the
utility's stock, the regulatory process would be relying on its own
boot straps for support without any economic underpinning. This
is why the Commission should not view the current market price of
a utility's equity as just and reasomable market value.

Litzenberger uses three basic approaches to estimate a
fair rate of return on equity for Pacific:

1. Discounted cash flow (DCF or cash flow),

2. Capital asset pricing model (CAPM or pricing
model), and

3. Comparable earnings, which takes into account
changed economic conditions.

Litzenberger first uses the two market-oriented approaches,
DCF and CAPM, to estimate the company's cost of equity capital.
The cash flow approach produces a 19.1%Z cost of equity and the
pricing model produces 19.2%. He then establishes a target market-
to-book-value ratio of 1.23 for the company's equity. Finally he
translates the cost of equity capital estimates into fair rates
of return on book equity using his recommended target market-to-
book-value rxratio. The fair rate of return on book equity is 20.5%
based on the cash flow approach and 20.67% based on the pricing model
approach.
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Litzenberger uses the comparable earnings approach, that
is, book value, to provide a direct estimate of Pacific's fair rate
of return on book equity. This approach produces a range of fair
rates of return between 18.8 and 19.7%.

Based on the three approaches Litzenberger recommends a
fair rate of return on equity of 19.77%, the mid-point of the range
of his fair rate of return estimates.

The DCF approach is similar to the method employed by a
security analyst using fundamental analysis to estimate the expected
return on & common stock. The cash flow analysis estimates Pacific's
cost of equity capital as being that rate which makes the present
discounted value of all future cash flows expected by investors equal
to the current price of Pacific's stock. Future cash flows expected
by investors can be specified as the expected dividends over a fixed
investment period and the expected stock price at the end of that
period. Under this approach a company's cost of equity capital,
the expected rate of return om its stock, may be separated into two
components, a dividend yield and expected price appreciation.

Litzenberger's cash flow analysis is keyed to three
assumptions:

Pacific's quarterly dividends per share will
grow at a constant rate from one quarter to
the corresponding quarter in the next year.

Annual earnings per share will grow at the same
rate as annual dividends per share.

Pacific's price/earnings multiple is constant.

An important component, of course, to the cash flow approach
is the future growth rate expected by investors. Litzenberger estimates
this to be 4.847% based on the retention of earnings by Pacific, a
ratio of .395, and the last rate of return granted by the Commission
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on equity capital which was 12.25%. His estimate of a growth factor
of 4.847% is the retention ratio, .395, times the return on equity,
12.25%.

Litzenberger's estimate of Pacific's cost of equity capital
using his quarterly discounted cash flow model (formula), the
1979 quarterly dividends of 35¢ per share, the March 21, 1980 closing
stock price of $11, and the 4.847% estimate of the comsensus growth
rate, is 19.1% per annum. He believes this to be a conservatively
low estdmate. Using Pacific's December 31, 1979 book value of
$21.68 per share and its March 21, 198C closing price of $11, the
current market-to-book-value ratio is .51.

Litzenberger converts the 19.1% estimate of Pacific's cost
of equity capital into a fair rate of return on book value that would
result in & just and reasonable market price for Pacific's stock.
This calculation is done as follows: Litzenberger recommends a target
market-to~-book~value ratio of 1.23. To translate his estimates into
fair rates of return on Pacific's book value requires an estimate
of the expected rate of growth in net income for Pacific. The higher
the rate of growth used, the lower the upward adjustment to the cost
of equity capital. Litzenberger assumed a 13% growth rate in net
income, an approximation of the expected inflation rate implied by
the current interest levels. The DCF estimate of the cost of equity
capital, 19.1%, translates into a fair rate of return on equity of
20.5% by the following equation: |

1.23 (19.1 - 13.0) + 13.0 = 20.5%

Litzenberger stated the CAPM, or pricing model, method
is a theory which relies on the relationship between expected rate
of return and risk on securities. Investors are assumed to like
expected return and be averse to risk. Because they do not like
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risk, they diversify their invegstment portfolios. The investor,
therefore,will be concerned about the risk on an individual security
which cannot be eliminated through such diversification. This non-
divergifiable or systematic component of the risk of an individual
security is measured by its "beta". A stock's beta indicates how
closely its return moves with the return of the market as a whole.
The rate of return on a stock with a beta of 1.0 is expected to move
in unison with the market. The rate of return on a stock with a beta
of 0 moves randomly with respect to the rate of return on the market.
The rate of return on a gstock with a beta of 1.5 is expected to move
up or down 1.5 times the movement in the rate of return on the market.
Investors who do not like risk may be enticed to invest in a

stock if its expected rate of return exceeds the interest rate. The
higher the beta of an individual stock, the higher the risk premium.
That is, the difference between its expected rate of return and the

current interest rate. That risk premium is what is required to
induce an investor to hold the stock. The CAPM in its most general

form predicts that risk premiums on stocks will increase linearly
with betas.

For application to the pricing model method, Pacific's beta
was calculated by Litzenberger over the 60-month period, January 1974
through January 1978. He used this to estimate the company's future
monthly risk premium. The CAPM approach also requires an estimate
of the interest rates that are expected to prevail over the initial

year the pending rate decision is in force. Litzenberger chose a forward
interest rate of 13.9% based on 90-day T-bill contracts that span
the first year the pending rate decision is expected to be in force.
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Litzenberger's pricing model calculations indicate that
Pacific's cost of equity capital is 19.27 per annum. This cost when
translated to a fair rate of return on equity in the same manner as
for the cash flow approach produces a return on equity of 20.6% by
the following calculation:

1.23 (19.2 - 13.0) + 13.0 = 20.6%

Litzenbergex's 1.23 factor is & simple calculation based
on factual information from Pacific's fimancial data with one exception,
it depends on what is known as the "q" ratio. q is a ratio of the
aggregate market value, equity plus debt, of nonfinancial corporations
to the aggregate replacement cost of their assets. In a perfect
economic situation the value of q would be 1.0. Litzenberger claims
there are short-zun deviations from the value 1.0 however. He notes
that for the first three quarters of 1979, for example, the estimate
was 0.654 in the Economic Report of the President (January 1980, p. 141).

Litzenberger sampled 29 nonregulated, nonfinancial firms having risks
comparable to Pacific, and calculated a comparable q ratio using the
replacement costs of their net plant and equipment and inventories
and the market value of their publicly traded debt and equity. This
comparable equity q ratio for 1978 was 0.715. Using 1979 Pacific
data, Litzenberger calculated the recommended target market-to-book
ratio for Pacific as follows:
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TABLE 33

Calculation of the Recommended
Target Market-to-Book Ratio for Pacific

Value of Equity at Adjusted

Replacement Cost (000's) $6,178,500
Times:

1978 Equity "q" Ratio for Comparable
Firms 0.715

Short-Run Just and Reasonable Market
Value of Equity (000's) 4,417,628
Divided by:
Value of Common Equity at Historical
Cost (000's) =+ 3,581,704

Gives: Recommended Target Market-to-Book
Ratio 1.23

Turning to Litzenberger's book value, or comparable earnings
approach, it measures the fair rate of return on equity for a utility
by averaging over time the aggregate rate of return on book value
for a sample of nonregulated enterprises having corresponding risks.
The rate of profitability of nonregulated firms is determined by
competitive forces. However, Litzenberger claims historical
accounting rates of profitability are not reliable indicators of the
future expected profitability. In recent months, long-term inflationary
expectations and interest rates have increased dramatically, and
undexr these conditions Litzenberger believes the comparable earnings
approach provides a measure of the future fair rate of return only
when it is implemented in risk premium form. This can be done by
subtracting the interest rate on long-term U.S. Government bonds
from the aggregate accounting rate of return for the comparable non-
regulated companies. The average of these differences over time is
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an appropriate measure of the fair difference between a public
utility's return on equity and the current interest rate on long-
term government debt, and is indicative of the risk premium that
nonregulated companies comparable to Pacific should earn.
Litzenberger selected 29 companies, the same 29 used
under the development of his target market-to-book-value ratio of
1.23, to implement his comparable earnings approach. In selecting
the 29 companies, he considered two measures of risk widely used
by investors. Ome of these is the stock's beta, which has been
discussed previously, and measures the extent to which the rate
of return on common stock moves with the market in general. The
second component is called nonsystematic risk and is the component
of the variability of an individual stock that is attributable to
movements that are unrelated to general movements in the market.
Both the firm's beta and its nonsystematic risk determine the
total variability of its rate of return and therefore influence
the firm's risk of insolvency and its ability to attract capital.
However, these two measures of risk are not the only ones to be
considered. Litzenberger stated that the comparable earnings approach
should also reflect measures that relate directly to the fimancial
integrity of the firm and its ability to attract capital. Bond
ratings and stock rankings are additional measures of this ability.
Litzenberger selected his 29 firms using the following
criteria:

1. The size of the firm in comparison to
Pacific,

2. Beta and nonsystematic risk factors, and

3. Standard and Poor's stock rankings.

ﬁitzenberger chose 29 firms which met two out of the three
criteria. Criteria used were as follows: Size was based on gross
revenues of $100 million or larger; beta and nonsystematic risk were
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based on the requirement that a firm have a beta and nonsystematic ris:k
within the 997 confidence interval for Pacific's comparable values;
and & Standard and Poor's stock ranking of A+, A, or A~. For the
years 1974 through 1978 the 29 firms earned a differential above the
long-term interest rate of 7.5%. In Litzenberger's judgment the
comparable earnings amalysis indicates a reasonable differential
between Pacific's fair rate of return on equity and the interest rate
on long-term U.S. Government bonds is between 6.6% and 7.5%.

The March 22, 1980 issue of the New York Times reported
the yleld to maturity of the 8-1/4% U.S. Treasury Bond Issue maturing
in May 2000 as 12.19%. The comparable earnings approach therefore
indicates the fair rate of return on Pacific's equity is between
18.87% and 19.7%, that is, 12.19 + 6.6 =~ 18.8, and 12.19 + 7.5 = 19.7%.

Summarizing Litzenberger's recommendations, his cost of
equity capital estimates using the DCF and CAPM approaches are 19.17%
and 19.27%, respectively. He recommends in the short temm a target

. market-to-book-value ratio of 1.23. Using this recommended value

his cost of equity capital estimate using the DCF and CAPM approaches
translates into fair rates of return on equity of 20.5% and 20.67%,
respectively. His comparable earnings analysis indicates Pacific’'s
fair rate of return on equity is between 18.87 and 19.7%. He
recommends that 19.7%, the mid-point of the range of his fair rate
of return estimates, be allowed in this case. His estimates of
Pacific's future fair rate of return are heavily influenced by
current long-term investor expectations concerning the inflation
rate which manifests itself in interest rates and stock prices.
Litzenbexger conceded that long-term expectations concerning the
inflation rate can change dramatically over short periods of time.

e
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Mowrey for the Commission Staff

Terry R. Mowrey, a financial examiner with "the Revenue
Reguirements Division of the Commission, testified on rate of
return £0x the staff. Mowrey based his return on egquity recommendations
on an analysis of many factors both tangible and intangible which
he claims affect the cost of equity capital to Pacific. Mowrey
testified that one cannot base estimates solely on definitive
formulas or precise mathematical calculations, that, of necessity,
determination of return on equity capital is 2 judgment determination.
In arriving at his recommendation he was guided by the standards
set forth by the U.S. Supreme Court decisions and prior decisions of this
Commission. They are as follows:

1. The return to the equity holder should be
commensurate with the returns on investments
in enterprises having similar risks.

2. The return should be sufficient to enable the
utility to attract capital at reasonable rates
and to assure c¢onfidence in the utility's
financial integrity.

3. The return should balance the interests of both the
investors and the customers of the utility.

Mowrey stated the common equity ratio is one measure of
the risk of investment in a particular company. In general, the
higher the equity ratio the lower the risk to the equity
investor because of the lower earnings reguired to pay interest
expense prior to paying dividends. Mowrey testified that Pacific's
debt ratio has continually increased over the last 10 yearxs and
was approximately 56% at December 31, 1979. The main reason for
the sharp increase in the debt ratio over that period is because Pacific
relied on long-term debt as the primary source of external financing.
AT&T refused-to make equity investments in Pacific until, in its
opinion, the regulatory climate improved in California to an
acceptable level. This forced Pacific to issue long-term debt




A.59849 et al. ALJ/ks/ec

® )

in lieuv of co;mon stock to meet its construction budgets. ATLT

revised its investment position in the spring of 1980 and

subsequently Pacific issued 10 million shares of common stock in July

1980. Mowrey expects an additional $600 million of common stock equity

will be issued in 1981l. This should gradually increase Pacific's

equity ratio. to a level comparadble to other telephone utilities.

The continually increasinc dedt ratio has been accompanied by a

deteriorating after-tax interest coverage because of the higher

earnings reguired to meet interest expense reguirements and maintain

a particular times-interest coverage.

In order to deteéermine a return for Pacific which he

felt would be comparable to that earned on similar risk investments,

Mowrey compared Pacific's earnings, performance, and financial data

with other regulated telephone utilities. He selected three groups

of telephone utilities for comparative purposes. The first grouvp
.was 22 Bell System companies, the second, 14 General "Telephone

companies, and the third, 10 independent telephone companies. Mowrey

chose telephone utilities because Pacific is a regulated telephone

company with business and financial risks similar to those ’

experienced by other telephone companies, especially Bell Systenm

and General Telephone companies.

Mowrey believes his recommendation of 147 on-equity and
11.50% overall strikes a balance between the interests of Pacific's
customers and its stockholders. Customers want good service at the
lowest possible rates, and the stockholders want a reasonable return
on thelr investment. Mowrey claims his recommended return fairly
compensates the investor, allows Pacific to meet its fixed charge
requirements, ensures the ability to attract future capital at
reasonable Tates, and at the same time does not overly compensate
the equity holders compared to similar investments, thus protecting
Pacific'’s customers.
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Mowrey testified that interest coverage provided by a partic&lar
level of eafhings is an important consideration in determining a .
fair and recasonable rate of return. Mowrey testified that a
minimum of 2.2 times would be adeguate to provide earnings sufficient
for Pacific to meet its fixed charges reguirements as well as allow
for sufficient flexibility to attract future capital.

Some ©f the additional factors which Mowrey considered
in arriving at his recommendation were:

1. Pacific is a regulated public utility engaged in
a business which affects the public interest and
as such must provide its services at reasonable
rates.

Pacific's inclusion in the Bell System family
makes it less risky than a business operating
without such affiliation.

Pacific's capital structure, capital costs, and
financial history.

Pacific's capital reguirenments.

Pacific nornmalizes federal income taxes for

ratemaking purposes providing greater internal
cash flow than companies which £f£low through

income tax benefits to ratepayers.

Bconomic conditions = the effects of continued

inflation and increases in embedded costs of
¢capital.

7. The essential nature of Pacifie's product to
the public.

In response to a reguest of the ALJ, Mowrey agreed to
furnish the Commission information on the changes in his
recommendation caused by any changes in the mix of long=-term
debt, that is, new long~term debt issued and ¢ld long-term
debt retired, prior to the date the Commission renders this
decision.

Langsam for General Services Administration

Mark Langsam testified on rate of return for the GSA
on behalf of the Executive Agencies of the U.S. Government.
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Langsam is dn economist for GSA. Langsam based bis
recomended return on his estimate of what would be an
appropriate return for the entire Bell System. He premised his
recommendation on a 50% debt structure, a 2.7'post—tax interect
coverage, and an Aaa/AAA long-term bond rating. He testified
that he makes these recommendations in rate proceedings fregquently
for 6SA and makes the same recommendation in all jurisdictions.
Langsam could not point to any specific use of Pacific data in
arriving at his recommended return On eguity.
Kroman for City of Los Angeles

Manuel Kroman, a c¢onsulting engineer in the field of
public utility regulation, testified on rate of return for the
City of Los Angeles. Most of his direct testimony consisted of
a critique of Joses' and Litzenberger's methods, particularly those
of Litzenberger's involving the present worth and pricing model
methods. Kroman believes the methods have little value £for use in a

rate case because they depend so heavily on the input selected by the
technician using then.

Kroman believes it is more reliable to look at
comparable risk enterprises such as other telephone utilities. He
broadens this field, although staying within the regulated sector,
by giving consideration %o the earnings of other utility
groups such as electric and gas. Kroman, like others, stated that
a primary consideration is to provide Pacific with the opportunity
to earn at a level which will permit it to maintain its A bond
ratings. He stated an additional guide to the general level of an
appropriate rate of return is provided by the returns most recently
authorized by other state regulatory commissions particularly for the
telephone operations of General Telephone and the Bell Systen.
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Kroman offered an exhibit showing returns authorized by state
regulatory commissions employing original cost rate base for
telephone subsidiaries of General. The median rate of return
on equity for this group was 12%. The latest date for any decision
in the group was for Florida, December 7, 1979, and ranged back to
as early as August 1975. Kroman also offered rates of return
authorized by state commissions employing original cost rate
base for subsidiaries of the Bell System. The median for that
group was 12.38% rate of return on equity, with many of the
decisions dated in 1980, and showing a range of return from 11.03
in Montana %o 14.50 in Utah. Kroman presented a table of return on
equity and percent of equity in the capitalization of Pacific and
22 Bell System subsidiaries. For 1979 the 22, excluding Pacific, had
3 return on equity of 12.46% and an equity ratio of 58%. For
Pacific the comparable figures were 8.60% and 40%. A similar
table for 14 CGeneral subsidiaries showed a return of 13.56% on
egquity and an eguity ratio of 42%.

Kroman accepts the staff's capitalization ratios and suggests
an after tax interest coverage of about 2.2 times which is
also the staff estimate. He believes if those ratios were adopted,
the rate of return would be 11.81l% with an allowance of 13.67% for
common equity. Xroman believes an allowance for common eguity in
the range of 13.5 to 14% would be f£fair and reasonable.
Discussion of Rate of Return

We note that the latest debt security issues are selling
for abou%t 16%. Michigan Bell issued 40-year debentures which were
sold April 28, 1981, priced to yield 15.93% at a cost to the
company of 16.07%. Michigan Bell is rated AAA. Pacific Gas and
Electric Company issued bonds in April at a cost of 16.35%.
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Interest rates on Pacific's debt securities show increasing rates,
the 40-year debentures sold June 28, 1979 at a cost to Pacific of
9.85%. A split issue of notes and debentures in February 1980
carried a cost to Pacific of 15.32% and 15.71%, respectively.
Pacific's March 25, 1981 split issues sold at effective rates of
15.26% for the l0-year notes, and 16.44% for the 40-year debentures.
ATST paid 15.34% on an issue of $150 million of 40-year debentures on
April 20, 1981. We note also that the FCC in its order May 11, 1981
granted AT&T an overall return of 12.75% with return on common

and preferred stock set at 17.4%.

We will not go into a long critique on the various methods
for determining rate of return on equity which have been presented to
us: it would serve no useful purpose. We recognize the two general
types of procedures used by the parties in this proceeding, firse,
the traditional judgment approach based on an extensive background
of information available to the analyst and, second, the formula-type
approach which reguires the same kinds of background material

and judgment for the appropriate inputs to the formulas
used. We find in this proceeding an extensive amount of

information has been put before us, all of it valuable.

However, we cannot adopt strict mathematical formulas or models which
usually depend on subjective inputs. On the other hand, we urge the
parties and our staff, in particular, to consider in the future the
possibilities of presenting for our information results from formula
or model-type determinations in addition to the judgment calls they
have given us in the past.

There are many charges and countercharges running through
this proceeding which aim to place the blame for Pacific's present
poor financial condition. Only one charge deserves comment. We
view the action of AT&T not to purchase common s tock shares of
Pacific from 1973 to 1980 as the major contributing factor to the
poor financial condition of Pacific today. The effect of that may
not be measurable but we believe it had to have a significant
detrimental effect as evidenced by Pacific's poor debt/equity ratio.

-140~-
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. The result of this conscious decision by ATET as far as

the Commission in concerned is to place us in the position of now
having to éecide what we can do to help remedy a situation waich,
if allowed to continue, will result in serious detriment to the
telephone consumers of California. Were we to close our eves
to the economic reality of Pacific's problems and apply normal
or ordinary ratemaking principles to Pacific at this time, several
things would undoubtedly occur in seguence. First, Pacific's creait
rating would be downgraded by the two major rating ageancies; seconc,
the resulting cost of debt, to the extent it was availaple, woula
increase, leading to higher overall costs to Pacific's ratepayers;
third, AT&T would have further reason to decline equity investment
in Pacific, resulting in a prospective deterioration of Pacific's
capital structure if we continued to authorize debt issues or, if
we declined to do so, resulting in Pacific's inability to finance
its necessary construction budget. Clearly tae foregoing
is not a bad dream; it has been amply supported in our evidentiary
record as likely to occur if some extraordinary action is not fortncoming.
As a regulatory body we are capable ¢f taking some steps
to help alleviate Pacific's economic problems. We cannot, nowever,
and will not attempt to solve that problem entirely on our own aad
at the ratepayers' expense. The regulatory process is one whigh
requires cooperation, trust and good faith on the part of tacse wao
participate therein. Without the active participation of Pacific
and its parent, the process fails and nothing the regulatory body
does will allow it to survive. We have goals in mind for Pacific

that we believe are achievable given a spirit of cooperation backed
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by concrete action. The chief goal is a massive infusion of equity
capital aimed at achieving a fifty percent debt-fifty percent equity

ratio in a time frame of 18 months with preferred stock included as equity. We think
action by AT&T to restore that capital structure will lead to

the realization of our second goal, which is an upgrading for
Pacific's debt offerings. We think both of these goals can be
promoted by action aimed at attaining our third goal, which is

an increase in Pacific's common stock dividend coupled witn ATET
reinvesting in Pacific the proceeds attriputable to the anigher
dividend.

The very high return on egquity recommendations made by
Pacific's witnesses in this proceeding have no relation to the
returns authorized for any regulated utility comparable to Pacific.
Granting such a return on equity, e.qg., l1l5.7 percent, would no
doubt promote the perception of the regulatory climate in California
but it also might be subject to reversal when tested against
traditional ratemaking standards of reasonableness. It would not
constitute a balance of the ratepayers' interests witn those of

the investor. (See City and County of San Franecisco v. Public Utilities

Commission (1971) 6 Cal. 3d 119,'129). AT&T, however, has recéntly been
granted a rate of return, and 2 return on equity by the Federal
Communications Commission which ,while uniguely high by traditional
standards ,does present something concrete for us to consider as a

measuring stick. The 17.4 percent equity return authorized AT&T's




A.59849 et al. /ALJ/ks *

Long Lines operations by theFCC constitutes what that body believes
is require§ to attract capital to AT&T, a triple A rated company
and one that has had no difficulty in issuing either debt or

equity even in these difficult money markets. The 17.4 percent
return constitutes a cap above which no investor in ATLT can
reasonably expect to earnm. Although Pacific is only a single A
rated company, it does not face the competition which AT&T's long
Lines does, nor is its business as subject to cyclical variations
due to expansion and contraction of the national economy. Pacific's
return on egquity therefore does not need to be set at a level
higher than AT&T's.

With all the foregoing discussion in mind we fiad thas
due to the unigue and difficult economic conditions which confront
Pacific at this time, a return on eguity of 17.4 perceat and
an overall rate of return of 12.9) percent is necessary to astract
capital and to provide a reasonable expectation of achieving the
goals for Pacific we have set forth above.

Were we dealing with Pacific in a less volatile and
difficult economic setting and with a balanced capital structure,
the return on eguity and overall rate of return we would £ind
appropriate would be considerably less than here authorized. We
stress that both the external economic situation which affects all
utilities as well as the internal problems that are unigue to Pacific
have conmbined in such a fashion as to regquire special action on our
part. Although we know AT&T profits considerably £rom its operating

companies in ways other than dividend payouts, we conclude this

. rate of return is nevertheless reguired in order to bring tae capital
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structure back into balance. Our decision on this issue, however,
should not ke misconstrued. We expect that our having graated
Pacific a 17.4 percent return on equity will remove any obstacle,
real or illusory, to the massive egquity investment we desire by
AT&T or private investors.

After all, this authorized return is not only tne highest
granted any of the Bell operating companies, it matches precisely
the return AT&T itself is authorized. ATsT therefore may maxinize
earnings for its shareholders by investment in Pacific the result
of which should he a substantial improvement in Pacific's capital
structure. We believe that within eighteen montns from the date
of this oxdex Pacific should be able to balance its capital
structure. Further, with the improved earnings prospect tnis
decision grants Pacific we expect an increase in Paclfic's aividend
and a reevaluation ©f its dividend policy s¢ <that the minority
shareholders and the market generally will be attracted to Pacifiic's
eguity. Increased ATSGT eguity infusion and an increased dividend
will insure that private investors will f£find Pacific’'s stock attractive.
In other words, there should be no reason why the capital strugture
cannot be balanced. AT&T's large equity investment in Pacific,
including reinvested dividends, coupled with a Pacific dividend incgrease,
should result in a much improved market price for Pacific's stock.
This will resolve any objections that increased eguity ¢fferings
4t a depressed market price will only dilute present owners' interests.

As indicated earlier we are not only incapable but unwilling
to solve Pacific's financial problems solely at the expense of

Pacific's ratepayers. EHence Pacific is hereby put on notice that our
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rate of return and return on equity decision made today, while compeliéd by the

evidence of record in this proceeding will be reexamined when we decide Pacific's mext
general rate case. We will look carefully to determine whether the goals and

expectations we have here set forth are in the process of being achieved. If they are

not, we will have to determine at that time, in light of the
circumstances then prevalent, what the appropriate returns should be.
In order to insure that our concerns are taken seriously and that we
can evaluate capital offerings which come before us for authorization,
we instruct Pacific to provide us within 60 days of this decision
a2 financing plan indicating proposed capital offerings specifying
approximate dates and amounts of such offerings for the two-year
period after the date of filing (October 1981 - October 1933).

wWe will adopt the capitalization ratics of the staff
together with the cost of long-term debt and preferred stock.

These are shown on Table 29. The details of rate ¢of return are

shown on Table 34.
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4

Increased Revenue Requirement

Subtracting the 9.19% return shown on Table 25 for the
adopted intrastate results from the rate of return adopted o0f 12.91%
produces 3.72%. 3.72% times the adopted rate base of $8,650,000,000
produces a net revenue regquirement of $321,800,000. $321,800,000 times
the staff net-to~gross multiplier of 1.896 produces an additional
gross revenue reguirement of $610,100,000. Egquated to the $4,694,500,000
revenue under present rates results in an overall increase of 13.0%.
It is noted that if we had not increased the rate ¢f return over the

10.25% granted in D.91495, the gross revenue requirement would be
$173,800,000.
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TABLE 34

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
Adopted Rate of Return
Test Year 1981

Times
Weighted Interest
Component tio Cost Cost Coverage

Long-Term Debt 53.297 9.87% 5.26%

Preferred Stock 5.17 8.08 A2

Common Equity 41.54 17.40 7.23
Total 100.00 12.91
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Sexvice Considerations

Hearings for statements and testimony from the gemeral public
were held chroughout California. These sessions were generally in the
afternoon and evening to give the public a good chance to participate.
The sessions were held in San Francisco, Los Angeles, San Diego,
Sacramento, Eureka, San Luls Obispo, and Fresno. Most were well-attended;
the one in Los Angeles was held on a Saturday. Of the complaints
received from the public, Pacific investigated each one and reported
back to the ALJ during the later hearings in this case. As of the
close of bearings in April, only a few were still outstanding; those
are being concluded as rapldly as possible.

Outside of the individual consumers noted above and some
of the telephone answering services, most notably one in Stockton,
the more serious service complaints came £rom WBFA and concerned the
repair and installation of private line services. WBFA contends Pacific
has failed te provide adequate service for the installation and repair
of private line services used by the alarm industry. WBFA witnesses
presented evidence of this failure and it appears it bas been a re-
curring and unsolved problem since 1975. Testimony shows the number
of new installation orders that are not installed on assigned due dates
have increased dramatically recently. Evidence reflects that less than
one-half of the installation due dates are met and long delays are not
uncommon. Axt Nettles, a staff engineer and witnmess for the staff on
quality of service, stated be did not prepare an independent study
of the quality of service for private line circuits. Be did, bowever,
make a limited telephone survey of the large metropolitan areas in
California on burglar and fire alarm companies and telephone answering
services. He contacted 30 burglar and fire alarm companies and his
findings reflect that about 507 of the companies polled said their
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Qervice was unsatisfactory. Nettles testified the main reason given
was installation commitments not met. WBFA claims Pacific's
performance in repairing alarm circuits has been steadily declining
since the early 1970s. Because alarm circuits must be operational
24 hours per day in order to do the job they are designed for,

Bell System practice requires that out-of-service conditions should be
cleared within two hours. As a result of these problems, and in an
attempt to i{improve the situation, WBFA recommends that a committee

be formed with representation from the alarm industry, Pacific, and
the staff. The committee would establish reasonable standards

for the installation and repair of private line services used by the
alarm industry and such standards could be incorporated into a
Commission General Order. We will adopt the recommendation.

For his report on telephone service, Nettles used various
telephone service quality indicators to evaluate the level of service
provided by Pacific. These indicators are detailed in Commission
ceneral Order (GO) 133. Pacific's internal measurements were reviewed by

‘ettles to rate the following categories of service:

Held orders.
Installation coamitments.
Customer trouble reports.

Answer consistency - toll and directory
assistance.

Business Service Centers.
Residence Service Centers.
g. PhoneCenter 'Stores
h. Network services.
In addition to GO 133 and Pacific's internal indicators, the
staff also reviewed customer opinions gathered by such systems as
Telephone Service Attitude Measurement Plan (TELSAM) and customer

complaints to evaluate customer perception of Pacific's service
quality.
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. In B.90642 the Commission oxrdered Pacific to furnish xeports
and/ox provide plans to improve its sexvice performances in several
areas. The staff took each of the ordering paragraphs and commented
on the company responses. It appears all of these matters are
being taken care of properly and will require no further action in
this decision.

The staff concluded that Pacific's overall service
performance level stabilized in 1979 and showed improvement in 1980.
A substantial improvement in service performance in 1981 is expected
because of increasing expenditures for growth and completion of
projects which will provide additional system capacity. Table 35
sunmarizes the status of indicators used by the staff to evaluate
the level of performance provided by Pacific. The staff concludes that
in general Pacific has provided adequate service during a period of
significant growth in telephones and telephone usage. The staff
further concludes that network services in southern California and

verall service in the Los Angeles Sector have deteriorated over the

years and currently are at less than desirable levels. The existing
problems are slowly being resolved by programs, increased work force,
and adherence to construction schedules. Other than the problems with
private line services discussed previously, second quarter trends

in 1980 indicate headway is being made in improving the service
performance.
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TABLE 35
THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
Service Measure Trends

Performance Trend
Relative to Preceding Year
Service Measure 1979 = 1980 : 1981 (expected)

Held Orders
Primary Adegquate
Regrade Adequate

Installation Commitments Adequate
(Performance adegquate, but
deteriorating in LA Sector.)

Customer Trouble Reports Performance improving in LA
Sector. Pacific to continue
complying with Ordering ‘
Para. 13.b, D.S0642.

Answer consistency - Toll
and Directory Asst. Adequate

Business Service Center Adeguate
Residence Service Center Adequate
PhoneCenter Store ‘ Adequate

Network Service Network performance is
improving but below
desirable level.

Plus - Improving performance trend.

Minus - Declining performance trend.

NC - No significant change in performance trend.
* - No service measurxes in 1978.
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Considerations Affccting
Rate Desian

A long time ago in 3 faraway place the £CC issued Lhe

one decl x01.ll/ Un=il that decision the Bell System and the

ndependent telephone companies operated as complete monopolina

pHo e incdustzy providing local service ané nationwide toll

- [}

cmrough networXks inteorconnecting the Bell Systenm 07CS and the

independents. Carterfone allowed telephone terminal equipment owned

by phone company customers to de Con nocted to the phone system signaling

che start of modera telecommunications competition. By 1978, companies
sueh as Microwave Communications, Inc. (MCI) were¢ able, because of
court decisions, to provide message toll service

in direct competition
wich the Bell and independents’ systems.

Then in 1980 came the FCC
Computer *1@ iry II ceocision ordering dereguliation of
eguipmen t-— ~4/ by Magch 1, 1982 and,

telephone terminal
zeher, ozderl ng ATST and GTE to

Tully separated inal cquip ©o handle the

criod rcqui:ing
she PCC and commissions sugh 3%

during and af=er the transition,
the assumption bei :11 take care of the unregulated
operations. Costs assoclated w ehe establishment of the fully
separated operations wmust be borne by those operations, and terminal
equipment investmeut and associaced tax and depreciation resexrves lefc
with che still-regulated poztions should reflect accurately the Te-
madiaing physical plant necessary Lo SeIve the regulated sector, on V4

which, 0f course, revenues to recover the investment with a Tetuzn
will be requized.

11/ Caxrterfone v AT&T (1968) L3 FCC 20420, Recon. Den. 14 FCC 20571.
12/ FCC Docket 20828 (1980), 80-628.
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We- have addressed the costs associated with the establish-

ment of the Qnregulated activities for purposes of this decision in

the section on expenses. We turn now to the problem of terminal equip-
ment which will remain with Pacific after March 1, 1982, the most bitterl
contested issue in this proceeding. Three sub-issues are involved:

1. The ATsT/Pacific "installed base migration
strategy,"” (migration strategy).

Developing equipment costs for ratemaking.

If large increases in terminal eguipment
rates are required, how they shoulé be
phased in,

Migration Strategy ~ Positions

Based on exhibits ©of record, the migration Strategy <an bde
described as a product-pricing strategy for the Bell Systenm whigh
has the following goals:

1. Improve product line contridution.

2. Price position the product line, that is, establish
flagship-hd product prices and reprice older
products.

Migrate (move) present customers to flagship
products.

Prepare customers for the next generation of
produces.

Position the Bell System as the market leader in
the emerging competitive telecommunications/
information systems market.

No other issue in the proceeding was contested as vigorously
as this one. The Users Group led the charge, closely followed by CEMA.,
Sonitrol, TASC, and W3BFA. Users Group reviewed thousands of Bell Systen
documents through the discovery process, called several adverse witnesses,
ané made their own affirmative presentation through three witnesses.

The Users Group believes the migration strategy is a firmly
entrenched AT&T/Pacific policy, that is inimical to the public interest,
encourages unnecessary customer movement, and is an inefficient and

,12/ Flagship products are the newest top-of-the-line offerings repre-
senting Bell Systenm's version of the most advanced state ¢f the art.
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| wasteful use of resources. To support its charges, the Users Group .
points to the following from Exhibit 272 spomsored by Jennifer Taylor,
& consultant for the Users Group:

1. In ATsT's own terms the migration strategy
i¢ planned to accelerate the movement of
terminal equipment customers from older
generation products to Bell System's newer
generation eguipment.

There is 2 concerted effort to upwardly
reprice older equipment in relation to newer
equipment sO existing customers will migrate
from old eguipment to newer eguipment under
contract theredby enabling the Bell System to
retain its dominant position in the market
and keep present customers "in the folg"
during this critical competitive period. This
would also position the Bell System to move
these same customers toO yet another series
of newer Bell eguipment by the mid-1980s.

An "incremental willingness to pay" analysis
was undertaken by ATST which had the intended
effect of increasing rates for older equip-
ment to a point where customers would find
newer equipment more attractive. The
analysis determined what price differential
would encourage 80% of existing customers to
migrate from older to newer eguipment.

In 1979 and 1980, ATS4T sent numerous documents
concerning the migration strategy to the 0OTCs
including Pacifi¢. For example:

a. Regulatory Support Binder.
b. Migration Strategy Master Plan.

c. Dimension PBX Vintage Pricing Strategy -
Regulatory Rationale.

d. Centrex Migration Strategy Recommendation
letter.

€. AT&T Target Pricing Support Package.

T f£. ATsT Migration Strategy Recommendation
Letter.
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Users Group claims ATsT directed the OTCs to engage in
aggressive marketing programs to secure the embedded market against
competition. These programs included substantial additions of personnel,
new training programs, anéd incentive compensation programs. The
substantial costs of such programs will be recovered as short-term
expenses from existing ratepayers of regulated services even though
the expected benefits will be realized mainly subseguent to deregu-~
lation of terminal egquipment in March 1982.

Because of the current competitive environment, Users Group
believes the majority of customers who are induced to migrate will
have little choice but to take service from Pacific. Even though
Pacific retains the customers, substantial amounts of useful and fune-

tional egquipment will be retired to the junkyard. Its undepre-
ciated investment will be stranded in the rate base t0 be paid off

by future ratepavers. Usexs Group sees the migration strategy,
.therefore, as promoting wasteful churn and abandonment of useful
assets which is contrary to0 the public interest because it reguires
additional investment in areas which do nothing to improve national
productivity. Users Group peoints out that the so-called stranded
investment occurs because of the accounting treatment used £or group
remaining life depreciation. When an item of plant is retired, any
undepreciated portion remains in rate base because the plant invest-
ment amount retired is also the amount removed from depreciation
reserve. Thus, if an item with a historical cost of $100 and $80
accrued depreciation is retired, the depreciation reserve account
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is reduced by $100, $20 too much. Eventually, the stranded $20
must be recovered:; the only way that can be done is through rates
paid for other eguipment or services.

Although many of the concerns of the Users Group are baseé
on Bell System documents and actions, Users Group believes Pacific
is firmly committed to the migration strategy. Again from Exhibit 272,
Pacific'sdocuments indicate Pacific's management recommended "a
concerted effort to churn the base of older electromechanical PBX
vehicles to zero by 1982," an even more ambitious plan than ATsT's
80%. In October 1979 Pacific submitted a detailed migration plan to
AT4T including data on inventories, customer movement, rate plans,
and financial impact analyses under a "business as usual®™ plan and
a more aggressive marketing plan.
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' One may ask,if the equipment is turned over prior te March 1,
1982 and Computer Inguiry II applies only to terminal equipment installed
after March 1, 1982, how the unregulated operations could take or leave
any investments or reserves that could adversely affect the remaining

regulated entity. The answer, claims Users Group, is twofold.

First, in the case of equipment replaced prior to March 1,
1982, all the stranded investment is left in the rate base of the
regulated entity even though the investment and revenue earning
capability of its replacement is also left. In the case of equipment
left with the regulated entity and replaced after Maxch 1, 1982, the
replacement will go to the unregulated operation and the investment and
reserve of the equipment replaced will be on the books of the regulated
company, together with any losses associated with stranded investment
or profits from overdepreciation. With the migration strategy,

Users Group claims losses will be the most likely occurrence.

Second, the investment and revenues for terminal equipmert
installed after March 1, 1982 will not be a part of the regulated
operation. However, present Pacific ratepayers are paying for research
and development, training, and sales efforts connected with that
equipment. Users Group claims that given the time required to change
over a large business system from old to new equipment, almost all
sales made in 1981 will be cut over to the new deregulated operations
in 1982.

Users Group's fundamental concern as put in its brief is
that "Pacific should not be permitted to adopt pricing or marketing
practices, the purpose of which is to accomplish post-deregulation
narket positioning, if such practices result in unwarranted rate
increases for customers of installed base equipment, or create a
residue of stranded investment to be recouped from regulated
ratepayers.f |
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Pacific denies it had any marketing objective to forxce )
customers aéainst their wishes out of its older equipment. It claims
its marketing objectives are very simple: (1) to assure that rates
for older terminal equipment cover costs, and (2) be in a position
to offer more technologically advanced and cost-effective terminal
equipment services to customers who have need for such services.

Pacific asserts that the idea that it manipulates its rate
proposals to foster the migration strategy is fallacious. It points
out that about 3 of every 4 Califormia customers who acquire new PBX
systems get them from competitors of Pacific, and therefore, if
Pacific aggressively went after its customers to replace equipment
and the customers did, it would lose 757 of those customers.

Pacific points to testimony of its witnesses that the proposed
rates for older terminal equipment are pegged as precisely as possible
on costs developed by Pacific's equipment costing procedures, and that
rates for flagship equipment are 17 to 44 percent above costs.

Pacific contends that its pricing objectives are not
designed to drive customexrs out of older equipment into flagship
equipment but are designed to improve the revenue/cost relationship
for the terminal equipment. Pacific points to Exhibit 118 as support
for this contention. Exhibit 118 shows that rates proposed by Pacific
in this case will produce revenue/cost ratios for older PBX and key
telephone services very close to 1.00. Thus, the general body of
ratepayers will be better off because they will not have to subsidize
terminal services as they do now.

Migration Strategy Discussion

Witness Brown for Pacific (Tr. 4214) stated Pacific
embraced the migration strategy but not its pricing concepts. Yet,
proposed rates based on Pacific's cost studies show some older
equipment would be priced substantially above fragship equipment!&ﬁ/

14/ The background and nature of these studies will be discussed

shortly.
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For example;, & sample of 4 system sizes shows older 701 PBX equipment -
was priced an average of $473 or 177 below the new Dimension equipment
on April 1, 1980, at rates prior to the April interim increase; under
rates proposed in A.59849, this proceeding, the same older equipnent
would be $459 or 157 above Dimension equipment. This information
is from Exhibit 270 of Users Group witness Free.

Pacific's own estimates of its market share and projected
systems in service, 1979-82, indicate Pacific's intemt under the
migration strategy. Table 36 was extracted from Taylor's Exhibit 272

by witness Selwyn of Users Group and summarized in Exhibit 273. The
basic data on Table 36are contained in a 1980 migration plan report by

Pacific to AT&T. The table shows that Pacific's objective over a
3-year period was to cut its old technology equipment almost in

half and more than double flagship equipment while still maintaining
a 69% share of the market against its competition. The portion of old
technology PBX would drop from 64% to 30%. Considering that terminal

equipment has a useful life of about 10 to 20 years the objectives
seex rather severe.
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TALLE 36
THE PACIFIC TELEPHONE AND TELECRAPH COMPANY

Projected Svstems in Service
1979 - 1982

Market Share

PT&T  Competition
PT&T Old PTeT PT&T arket Market

Technology €O Flagshkip Comnetition Share Share
11,172 753 6,267 4,824 79% 215
10,011 777 7.884 6,027 76% 24%

8,191 799 10,647 7,385 73% 27%
5,906 810 13,892 9,294 69% 31l%
Percent Old Technolegy

Total Svstems Percent
Qld PBX Kev Flagshin In Service Qld Technology

5,776 5,396 6,267 17,339 64%
4,611 5,400 7.884 17,895 56%

3,191 5,000 10,647 18,538 445
1,506 4,400 13,892 19,798 303
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There seems to be no doubt that Pacific did indeed embrace
and pursue the goals of the Bell System migration strategy. The
evidence is too pervasive to believe otherwise. A parade of documents
shows plans, objectives, gquotas, incentives, and so forth, all designed
to accomplish the installation ¢f flagship eguipment, whether or not
it replaced old equipment. Brown testified that the ATET migration
information proved valuable to Pacific because it focused Pacific's
attention on customers who had unmet needs for more sophisticated
terminal equipment although it was not Pacific's policy to force customers
out of older terminal eguipment. We fail to see how one can sell new
equipment to a present customer without causing that customer to give
up present eguipment unless it is merely an expansion which, as we
view this record and Pacific’'s objectives, is not the average situation.
The charge of whether Pacific took, or wishes to take in this case,
the final step of pricing old equipment out ¢f the market is not clearly
proved by this record. That question somewhat hinges on whether Pacific

found its up-to=~now=valid method of costing equipment fostered the
objective and therefore did not have to take overt action. Pacific's
witnesses deny that charge and we £find no evidence to the contrary-

We move now to a dicussion of those costing procedures.
Costs for Ratemaking

The main method used by Pacific and the staff for
developing eguipment ¢osts upon which rates can be based is the GE-100
procedure. The method has been used for over 20 years. The procedures
and assumptions employved are continually reviewed and have been revised
many times. The procedure develops costs for four major factors:

1. Depreciation of material and installation costs.

2. Maintenance and other direct suppoOrt costs.

3.. Overheads.

4. Return on investment and allowance for income taxes.
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Se;eral parties to the proceediﬁg attacked the GE-100
procedure as ‘well as other costing procedures for such offerings as
private line services. Again, the Users Group led the opposition,
calling as a witness Lee L. Selwyn, president of Economics andé
Technology, a consulting f£fixm specializing in telecommunications
economics, regulation, and policy. Selwyn took on the GE-100 process
with vigor. Also attacking the costing procedures were witnesses Krause
for CEMA, Edwards for Sonitrol, Weiss for TASC, Blakesley for Delphi,
and King for WBFA. Only the staff supported the GE-100 studies and even
that support became a little shakey as hearings progressed. We will
not detail the charges and countercharges about costing methods. The
record shows, despite Pacific's protestations, that serious shortcomings
in costing procedures are evident. We c¢an put the situation no better
than the staff, an early supporter, did in its brief which we paraphrase
and/or condense in the following three paragraphs.

. In this proceeding rates have been proposed by Pacific ané
the staff that are at or above the GE-100 level. These rates result
in substantial increases for some services such as eguipment used by
the telephone answering services. 0ld technology egquipment such as
PBXs and KTS would alse be increased substantially, which Pacific now
concedes agrees with AT&T competitive migration strategy pricing.
Accordingly, the GE-100 process was subjected to substantial scrutiny
in this proceeding. Users of private line services also were extrenmely
concerned because of substantial price increases as well as indications
that competitive services are soon to be offered by the Bell System.

The substantial price increases 2also affect equipment used by the
hotel/motel industry.

-

The record abundantly demonstrates that all of the foregoing
user interests proved substantial weaknesses in the cost factors used
by Pacific in its GE-100 methodology. The preponderance of evidence
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became so overwhelming on this point that the ALJ, late in theproceeding,
finally had to c¢all a special conference to discuss what could be done
at that late point to rerun the GE-100 cost sheets using more realistic
cost factors. '

On April 15, 1981 Pacific Counsel White submitted the results
of the reruns which were made with variations reguested by the ALJ
and the parties in connection with Exhibit 339. This letter was
superseded by a letter dated April 27, 1981 which transmitted
revisions and reruns of the April 15 transmittal. White indicated
that the reruns showed wide variations. He concluded by reguesting
that any refinements to be made in the GE-100 methodology should be
undertaken only after more analysis than what had been possible in the
limited reruns described above. He concluded by saying "at that time
further regulatory accounting changes can be considered for inclusion
in both the GE-100 and category studies.”™ It is clear that all parties,
even Pacific, concede further refinements ©f the GE-100 methodology are
necessary to reach reasonably acceptable costs by that process. The
staff suggests that should the Commission conclude present costing
techniques are inappropriate for setting rates in this proceeding, any
increase should be by 2 uniform percentage thus keeping all rates
relatively the same. There could be some exceptions to that such as
the 60¢ charge for station sets which indisputably does not cover costs.
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riod . )
In suwmnary, we see four intermediate actions which must be
taken during this transition period.

Review and determine cquitable costing pro-
cedures. '

'g.ntemedim:e Actions for the Transition
e

Determine and allocate to the proper user any net
stranded investment.

Determine the costs, both capital and expense,
of establishing the nonregulated operations.

Egtablish tariffs for the sale of terminal
equipment.

We will order further hearings to resolve the ¢osting
procedures to be adopted for making rates £or now and the near future.

To make sure that the responsibility for any stranded
investnent is properly borne by the class of user responsible for it,
or in the alternative the stockholders, we will order Pacific and
the staff to expeditiously determine the kinds, if any, of eguipment
that have been retired prior to being fully depreciated, the associated
amount of undepreciated, or stranded, investment, and a method for
fairly recovering any stranded investment. These studies can be
presented during the further hearings we will hold.

On the point that customers paying rates to the
regulated company now and after Mareh 1, 1982 should not bear any
expenses associated with the formation or operation of the unregulated
company, we have adopted some staff proposals in this proceeding. We
recognize these are estimates at this time. However, in its second
order and decision in Docket 20828, supra, released Decenmber 30, 1980
the FCC at paragraph 105 reguired AT&T to:

1. Account for all expenses incurred to date

relating to existing and future enhanced
service offerings.

2. Account for all expenses incurred to date
that directly relate to the future subsidiary.

Submit a plan for describing an accounting pro-
cedure for the interim expenses relating to the
provision of enhanced services.
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The purpose of the foregoing is to provide a mechanism to control
and to hold AT&T accountable for the expenses incurred in the
interim period before deregulation while it {s setting up the
subsidiary. It is reasonable for this Commission to order PT&T
to provide a similar accounting of the expenses incurred in
establishing unregulated operations in Califormia.

Pending conclusion of further hearings, we will hold
Pacific's management fully accountable for protecting the
interests of the ratepayers in the creation of the subsidiary.
We are inclined to treat all further expenses allocated to the
new entity as a loan from Pacific drawing interest at the prime
rate, but will be receptive to other proposals at the hearings.
The payment of such a loan could be treated as an offset against
rates in a future year, thereby producing & rate reduction upon
repayment. Pacific's management should take whatever steps
necessary during the creation of the new entity to assure the
timely repayment of start-up expenses.
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Sale of Equipment

The record convinces us there is a need to examine
terminal equipment pricing. As we discussed under Costs for
Ratemaking the traditional method for determining rental rates for
terminal equipment is flawed; but, more fundamentally, the
continued rental of telephone terminal equipment may not be the
best policy &s we approach deregulation of that equipment. It
appears that offering terminal equipment for sale at net bock value
is a more fair and reasonable arrangement for utility and user.

- e

Deregulation in the form of separate operations for
provision of terminal equipment aside, sale of terminal equipment
appears to be desirable. Terminal equipment is becoming
increasingly mobile because of modular jacks and compact
equipment, and it may be more desirable for customers to own the
equipment instead of the utility. Substantial billing and
tracking expenses are involved with utility ownership, and equipment

is easily stolen, both of which add to consumer costs. With

customer ownership,handling and billing costs will be reduced
substantially, and thefr is not & problem.

Sale of terminal equipment will also lead to greater
customer understanding and choice of products. For design line
phones, Pacific's current tariffs give the illusion that the product
is s0ld, when actually, the customer buys the shell and not the
functional part of the phone. By selling the phone and separating
maintenance, customers could even have & choice of who maintsins
the phone. Currently, maintenance I{s buried in the rental charge,
and customers are not aware of its cost or the cost of insurance
againgt theft.

Pacific itself could benefit from the sale of terminal
equipment. There would be a substantial cash infusion which would
greatly assist Pacific in meeting its capital program. |




A.59849 et al. ALJ/ks

"Our desire to implement sale of terminal equipment is
also substantially motivated by pending proposals to deregulate
the terminal equipment market.

Both the FCC Computer Inquiry II decision and proposed
Federal legislation (S.898) provide for the formation of a fully
separate deregulated AT&T subsidiary for terminal equipment.
Under the FCC order, the subsidiary will be formed next March.
The unresolved question is how existing rented, tariffed Bell
System terminal equipment should be handled once the subsidiary
is formed. The current FCC plan provides for embedded
equipment to be rented by the regulated operating companies.
Because of all of the problems with separating operations between new and
existing equipment, the Bell System has proposed to transfer all
existing equipment to its new subsidiary. While perbaps reducing
the waste, confusion, and inconvenience of the FCC's plan, AT&T's
approach creates a more critical problem. The dexegulated

subsidiary would have a dominant market position to charge

excessive prices because it would own the vast proportion of temrminal
equipment available. That result greatly concerns us. With the

sale of terminal equipment under tariff, customers would have the
opportunity to purchase that equipment at a reasonable price

before it is transferred to the unregulated Bell subsidiary.




A.59849 et al. ALJ/ks

The opparé&hity-to purchase terminal equipment is also the perfect
answer to the migration strategy, saving ratepayers from the twin
evils of higher rental rates and increased stranded investment.

While we are pursuaded conceptually that sale of
terminal equipment is desirable, there is not sufficient
evidence in this record to develop an appropriate order
establishing tariffs now. Also because of the issues we will
take over to further hearings such as equipment costing, stranded
investment, and depreciation rates, and because all interested
parties have not had a chance to fully respond to the
proposals in this proceeding for sale of equipment, we will take
this issue also to the further hearings.

We think it eritical that the public as well as the
parties to this proceeding understand that we view sale as a highly
desirable course for the future and one that, barring unforeseen
obstacles, we will move quickly to implement. We will expect

all telephone companies, the gstaff, and any interested parties
(respondents to OII 81) to file proposals by September 15, 1981
for sale of equipment for cash or on terms as well as its
continued maintenance. Such proposals should anticipate that book

value will be the appropriate starting point for determining a
fair price.
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Phasing In Rate Increases

As far back as 1913 the Commission had in mind that
each telephone service should cover the cost of that service.
D.1082 (1913) 3 CRC 903 the Commission said:

»_..we know of no reason why the toll ang

exchange business should not be kept separately
and each class of service bear its just proportion
of supporting the institution.”

We have not changed that philosophy and find it even mMoOre ApPropos
today with emerging competitive conditions. In this proceeding both
pacific and the staff testified that that is their ultimate aim, to
have 3ll services and equipment bear rates reflecting their fair share
of costs. Even though there are and have been exceptions to
the principle, we have repeatedly warned that we intend to set rates
commensurate with costs. This proceeding is no exception but we are

.not satisfied with the costing procedures. Until this can be taken
care of to our satisfaction by further hearings we will hold
increases in terminal equipment to a ninimum.

We serve notice, however, on all classes of service and
users of equipment that we intend to continue to move to cost-based
rates. We will do this in a phased manner by reverting to our previous
policy of no increases greater than about S0%L per year for any class
of service or equipment.

Also, the increase we will grant on an interim basis
pending final allocation to customer classes will not be subject
to refund. We will do this so pacific and the financial community
will be sure of the revenue flow for 1981-82.
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Rate Design - Introduction

The principal rate design concerns of most of the parties
were the private line and terminal equipment rates which relate ©o
the cost studies we are referring to further hearings. The non-Bell
independents were concerned mostly with toll rates. Most of the
testimony on specific rate design was presented by Pacific and the
staff. They did not disagree on the broad principles of rate design,
but had some differences on minor issues related tO emphasis in one
area or another. The main difference between Pacific and the staff
on specific rates recommended was due to the wide difference in total
revenue reguirement resulting from their estimated results of operations.
In some instances weé have adopted Pacific's proposal, in some the
staff proposal, and in others a compromise. We have attempted to
adopt what we consider the best features of all proposals for those
rate increases we will authorize. As previously discussed we will
not increase private line and terminal equipment rates (except for station
sets) beyond a small amount to balance the recuired revenue increase. The specific
rates we are authorizing by this decision are c¢ontained in Appendix F.
Qur first objective in rate design is to develop a spread of
rates which will meet the revenue reguirement found appropriate in
this proceeding-' Our second objective is to provide a fair distribution
of any rate increases among customers and classes of service consistent
with any necessary restraints such as holding to a minimum increases
for those services which will be subject to additional consideration
in further hearings.

For operations as complex as Pacific's a simple percentage
increase in rates applied to all customers is not adequate. In
determining particular rates we must consider factors such as cost
of service, rate history, rate relationships, proposals of the parties,
elasticity of demand and related revenue repression, settlements with

-
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connecting companies, and general effects on customers. For instance,
in assessing the effects of 2 rate structure oOn customers we must
consider total customer b»illing by class, the portion of a customer's
bill affected by a particular rate change, whether the service is
essential or discretionary, what options to the service are available,
and the benefits of the service.

To meet the revenue requirements which we find to be
appropriate, total revenue must be increased by $610.1 million. Based
on the record and the above factors we will adopt rate changes which

result in the distribution of the $610.1 million as set forth on
Table 37. ‘

It will be noted on Table 37 that the sum of the items for
which we have provided specific rates totals $550.7 million. The
difference of $59.4 million to make up the total revenue reguirement

.represents a residual amount t0 be recovered by a uniform surcharge

on the services and eguipment not otherwise increased by this decision.
We believe it is fair that all customers and services somehow share
in a rate increase of this magnitude even though we have yet to resolve

some of the costing and rate problems associated with private line and
terminal equipment.
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TABLE 37

PACIFIC TELE?BQﬂE AND TELEGRAPH COMPANY
. Rovenue Distribution of Authorized Rate Revizions

(Dollars in Millions)
Annual
Revenue Parcent

o Jnczease Insxease
Basic Exchange Access Bates;

Residence Service S 66.8 16.3 %
Business Service 67.1 37.5
Senipublic Coin Service 5.1 6.2

Zone Usage Measurement Service 19.2 8.2
Yoreign Exchange Service 7,3 9.2
Multi~Element Service Charges 31.5 36.0
Statfion Sets 37.6 16.0
Mezsage Ioll Telephone Service 228.8 12.7
Wide Ares Telephone Service 21.1 14.1
Optional Residence Telephone Service 8.2 17.9
Optional Calling Measured Service - 22.2
Elimination of Proposition 13 Discount 76.7 -

Rate Adjustaoents:
Res{idence Modular Conversion Program (9.6)
Business Interior Wiring {8.8)
Expansion of SMRT 0.7

Subtotal $550.7
Surcharge on Unrevised Services 59.4
Total 610.1

{Red FPigure)
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Basi¢ Exchange Access Rates

Residence exchange agcess rates will be increased by
$66.8 million. The detail of the rates is shown on Table 38. This
is more than the amount recommended by the staff, and less than half
that recommended by Pacific. Increases to residence service have
been placed entirely on the individual line £lat rate residence service.
We make no changes to either the measured rate services available
in the metropolitan areas or to the party-line services available
in areas where measured rate service is not available. The authorized
rate for residence indivicdual line service of $6.70,0r $7.00 in ZUM
areas, cannot be considered excessive at today's price levels:
however, there may be some customers priced out of the markect.
Because some customers may want to adjust thelr telephone service
to meet budget restrictions we will provide for an exemption from
Pacific's usual change-of~service charges for individual line
flat-rate service customers who wish to change to measured rate
or party-line service. We note that in previous proceedings we
found that many £flat-rate service customers benefit by changing
to measured rate service. In accordance with findings in earlier
decisions we consider measured rate service to represent the fairest
distribution of cost among customers and to be the ultimate principal
service for residence customers.
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TABLE 38
PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Present,.Proposed, anéd Authorized

' Basic Exchange Ratest
Proposed

Sexvice Pacific Staff Authorized
Business Sexvice
1=Party Messured (SF-EB & LA) $7.00(4.00)* $9.00(2.00)* $5.00(0) $7.00(0)
1-Party Measured (Other) 7.00(80) 9,00(40) 5.0000)  7.00(0)
PBX Trunk Measured 3.50(0) 7.00¢0) 5.0000) 7.00(0)
Semipudblic Coin 6.80 13,00 13.00

Regidence Service
1=Party Flat (SF-XB & LA) 6.50 7.00
1=-Party Tlat (Other) 6.20 6.70

* Megsage allovance stated i{n dollars.
# Plus EAS increments, vhere applicadle,
SF &« San Francisco Metropolitan Area

EB = East Bay . ”

LA = Los Angeles o *
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While the business service increases are above the increase
recommended by the staff, we adopt the staff recommendations as to
structure. We are making no increases in the business flat-rate
services which are available outside of the metropolitan areas.

Within the metropolitan areas only nonoptional measured rate business
service is available. Our final rate for these services is $7.00, with no message
allowance. TFor the PBX trunk rate, we adopt the staff's rate structure principle

of having the same rate applicable to business measured rate individual
lines and PBX trunks. As pointed out by the staff, for some of the new
types of equipment it is difficult to determine if it is a PBX or a

key telephone system. Accordingly, a much simpler administration will
result from application of a uniform access line charge. This is
particularly true where customer-owned equipment is involved and Pacific
does not have to distinguish between the two classes of access line.
Also, the staff's recommendation for a zero message allowance will
allow for charges to be made in accordance with originating usage.

This will benefit many business customers who rely on the telephone
principally for incoming service, e.g., order taking. On the other
hand, customers with mainly outgoing service will pay an appropriate
amount for the service they actually use.

On Table 37 it can be noted that -business customers have been
assigned a much larger percentage increase for basic service than
residence customers. However, many of the terminal equipment and key
system increases proposed for business customers are being postponed
pending the further hearings on cost of service, and many business
customers will experience lesser increases than they would have under
Pacific's proposals. TFurther, we do not consider it appropriate to
increase residence rates to make up for possible deferred increases on
business terminal eguipment. The ultimate disposition of these
questions must await final determination of the cost-of-service matters.
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The last area of basic exchange rates we discuss is semipublic
service. As compared to public telephones, which are entirely the
responsibility of Pacific, semipublic service is furnished to subscribers
such as business establishments where there is a combination of sub-
scriber and general public use of the service. Many small businesses
rely entirely upon semipublic service as their principal service.

We will adopt Pacific's proposed rate for this service. While there
are no ¢ost studies on this record regarding pay telephones, we are
generally aware that a ¢oin telephone is an expensive device compared
with the ordinary telepheone. In addition there are numerous costs
associated with coin telephones, including extraordinary maintenance
and ¢oin collection, that are not applicable to ordinary instruments.
Also there is no separate charge for the coin telephone instrument
whereas with a business telephone the instrument charge is separate.
Based on all of these factors we believe the rate proposed by Pacific

.of $13 per month is reasonable.

No changes were proposed by Pacific or the staff in
party=-line business or residence service or in measured residence
(including lifeline) rates. Accordingly, we are authorizing no increases
in such rates.

Zone Usage Measurement Rates

Neither Pacific nor the staff proposed any basic change in
Zone Usage Measurement (ZUM) service except for the level of evening
discount. The main difference between Pacific and the staff is the
amount ©f revenue required. Pacific proposes to change the evening
discount £rom 35% to 25% and the staff from 35% to 30%. Under the
staff's proposal the discount schedule would be identical with that
appliéd to intrastate message toll service. We believe that uniform
discounts for toll and ZUM will be more understandable. We believe ZUX
rates should be increased and will adopt the staff's proposal which
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provides for no increase in the Zone 1 (local rate). The initial minute
rate £or Zone 2 (9-12 miles) is increased from 6 ¢ 7 units with no
increase in the 3-unit rate for each overtime minute. The iniwizl
minute rate for Zone 3 (13~16 miles) is increased from 7 units to

8 units, and overtime minutes are increased f£rom 4 units to 5 units.

The price per unit is unchanged at 1 cent for basic service and 1.2

cents for foreign exchange service. No change is made in the night
and weekend discount of 60%.

Foreign Exchange Service

Foreign exchange service (FEX) allows a customer in one
exchange to be connected with a central office in another (foreign)
exchange ©r district area. Under this plan the customer is
considered to be in the local calling area of the foreign exchange
for both incoming and outgoing calls. This service has been offered
in Califernia for many years and has helped to resolve many boundary
problems where customers in one exchange may have 2 greater interesst
in 2 nearby exchange than they do in the principal communities of
their own exchange. Because foreign exchange service is often used
as 2 substitute for toll it has been suggested that it be offered
on a measured basis only.

Ordering Paragraph lla of D.90642 recquired Pacific
to provide, as a part ¢f its next major rate case, a proposal for
offering all foreign exchange service on a fully measured basis. In
compliance Pacific proposes, in this proceeding, to freeze the present
offering qf £lat rate residence FEX service in exchanges where measured
service Is presently offered and to also freeze f£lat rate residence
FEX service coincident with the introduction of measured residence
services in areas where such services are not offered.

°
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addition to such a freeze Pacific also proposes to:

Increase the monthly recurring rates for one-
party flat rate residence FEX Service in both
ZUM and non-ZUM exchanges by $2.50 per month.

Increase the monthly rate per guarter nmile for
mileage associated with one~party measured rate
residence FEX service from $1.25 to $1.60.

Offer one~party business FEX lines and FEX PBX
trunks at a common rate oL §$17.00 per month in
all exchanges where such services are offered.

Ruemove the usage allowances on business FEX
lines and trunks .

Freeze the present method of measurement and
application of mileage rates associated with
contiguous FEX services to existing services
and provide that mileage rates for future

contiguous FEX services will be measured and

applied in the same manner as presently applied
£o noncontiguous FEX sexvices.

6. Increase service connection charges applicable
to the provision of FEX services.

The total revenue effect of Pacific's proposal is an increase of
$10.5 million during the test vear.

Ordering Paragraph lla ¢f D.90642 resulted from the Commission’'s
adoption of the staff's recommendation to convert all flat rate FEX
services to measured services. The staff therefore concurs in Pacific’'s
recommendations. Since all business FEX service is either provided
on a message or measured basis, Pacific's proposal to freeze flat
rate residence FEX service will achieve the full intent of Ordering
Paragraph.lla in a reasonable manner over a period of time without
withdrawing any existing FEX service.

In addition to ¢oncurring in Pacific's recommendation to
freeze the offering of one-party £lat rate residence FEX service in
exchanges where measured residence services are offered, the staff's

proposed revisions for rates and charges applicable to FEX services
include the following:
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Increase the monthly recurring rates for
one-party £lat rate residence FEX service

in both ZUM and non-ZUM exchanges by $1.10 per
month.

Offer one-party business FEX lines and FEX PBX
trunks at a comnmon rate of $15.50 per month in all
exchanges where such services are offered.

Remove the usage allowances on business FEX
lines and trunks.

4. Increase service connection charges applicable
to the provision of FEX services.

It is estimated that adoption of the staff's proposal will result
in an annual revenue increase of $7.3 million for the test vear.
The effect of a 50¢ differential in f£lat rate residence FEX service
from 2UM exchanges is included in the revenue effects associated
with basic rates.

Both Pacific and the staff recommend a ¢ommon rate with no
allowance for business FEX lines and trunks. The proposed elimination
of the allowance for business FEX lines and trunks is consistent with
the staff's recommendation for a common measured business access line
and measured business PBX trunk rate with no allowance which we will
adopt.

The staff does not concur in Pacific's proposal to change the
method ©of mileage measurement. Pacific¢'s proposal would create a rate
structure under which there would be large differences in rates for
identical services. For example, under Pacific's proposal the mileage
charge for an existing cne=-party residence FEX service involving three-
fourths of a mile would remain unchanged at $4.80 per month per line:
but a new customer requesting an identical FEX service would be
charged $12.80 per month per line for mileage. Pacific's proposed
changes in the application of mileage charges would result in a
discriminatory rate structure and will not be adopted.




Both Pacific and the staff propose an increase in the service
connection charges for FEX services, which, if adopted, would still
recover only approximately one-third of the costs ©f providing
FEX services. We will adopt the staff's proposed rates.

Foreign exchange services are optional services commonly
selected by customers as an alternative £o message toll serxvice or
ZUM service. As optional services, FEX services should not be
provided at rates and charges substantially below cost. Present and
proposed rates and charges for FEX services are residually priced.
Pacific has not provided sufficient data to support ¢ost based rates
and charges f£for FEX services. The staff recommends Pacific be
ordered to provide a study ©of all FEX services as a part of its next major
rate application. In major rate proceedings Pacific should provide
adeguate rate studies. We will adopt the staff recommendation.
Multi-Element Service Charges

. Service charges are made for various service functions
performed such as installing a telephone, connecting the telephoéne
at the central office, and taking the customer's order. Both
Pacific and the staff proposed increases in these charges. At one time
the service charges were based on a flat charge without regard to the
actual work performed or service provided. More reg¢ently we have
authorized service charges on a multi-element basis meaning each

function is paid for by the customer. The rates proposed by Pacific
and the staff are shown on Table 39.
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TABLE 39
Multi-Element Service Charges

Staff Proposed
Present Pacific Proposed And Adopted

Service Order $ 7.00 $10.00 $10.00
Central Office 9.00 15.00 13.00
Premises Visit 8.00 8.00 6.25
Interior Wiring* 8.00 12.00 16.75
Station Eandling 8.00 8.00 4.00
Jack 3.00 3.00 3.00

Total $43.00 $56.00 $53.00

* Charge per outlet installed.

The total charges listed on Table 39 would apply to 2 new
customer for service if there were no wiring or jacks installed on the
'premises. However, some 70% of the residences in Pacifice's exchanges
are equipped with modular jacks. Also, customers can obtain a jack
adaptor for terminal block application requiring no work by Pacific.
When customers can take advantage of existing wiring, no premises
visit is required, and customers can pick up telephones at a PhoneCenter,
in such cases paving only the service order ané central office charges
when obtaining a new telephone service. These charges adé to $l6 at
present rates, $25 at Pacific's proposed rates, and $23 at ouxr adopted
rates. In order to provide for full effectiveness of the PhoneCenter
program, we are providing in this order that Pacific undertake a mandatory
conversion of remaining residences to modular jack installations without
charge to the customer.

A cimilar schedule of multi~element charges, at a slightly
higher level applies to simple wusiness service. Again, we adopt the
staff-proposed charges. However, we will not at this time make any final
adjustment in service charges for complex business services. Installation
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of services such as key telephone systems comes under the category of
complex services. Since we are deferring final rate changes for key
telephone systems until we consider further the costing procedures,
it is reasonable to defer final adjustment of complex service charges.
Parties are placed on notice that such charges may be subject to
adjustment in our final determinations in this proceeding.

The objectives to be met in establishing appropriate levels
of multi-element charges are fourfold:

1. They should be cost-related.

2. They should reflect the cost incurred by the
utility for that customer.

3. They should be designed to encourage customer
usage of PhoneCenter facilities.

4. They should relate directly to the work activities
and be understancable to the customer.

We believe the primary emphasis should be placed on cost. Both Pacific

and the staff used a cost study prepared by Pacific in response to
.)rdering Paragraph 114 of D.5%0642. The costs involved are

directly assigned costs and do not involve the problems associated with

the GE-100 costing method.

Pacific has proposed charges in excess of cost to encourage
use of PhoneCenters. The staff based its charges primarily on costs.

We adopt the staff proposal.
Station Sets ‘

The present rates for station sets differ depending on whether
the set is a main telephone or an extension. Since the instrument is the
same in either case we believe there is no justification for a difference.
Both Pacific and the staff proposed a uniform rate. Pacific proposed
a rate of $1.00 per month for a rotary set and $1.55 for a touchtone;
the staff proposed $1.20 and $1.80, respectively. Also, Pacific
proposed increases for the deluxe Princess and Trimline sets. The

®
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staff concurred in the Princess proposal but recommended no increase in
the Trimline set. Pending review of terminal equipment costing methods
we will adopt Pacific's proposal. In adopting these rates we take
notice of the wide availability of FCC-registered telephone sets in

the retall market. Many ©f these instruments sell for $25 or less, and
may be attractive to customers who feel $1.00 per month is excessive.

We note in this decision we are ordering a program to ¢onvert all
residencge premises to modular Jjacks at no charge to the cucstomer.
This will aid in allowing customers %o purchase and use their
own telephones.
Message Toll, WATS, ORTS, and OCMS

Pacific aske for a $91 million increase in message toll
telephone service. ne stalfif proposed 2 $42 million increase.
Representatives of the non-Bell independents urged that & higher
increase in toll rates be adopted. They noted the current low
earnings on the toll service and the effect those earnings have on the
independent companies. Pacific was concerned that an excessive
increase in toll rates would not be desirable because of the competition
that has developed in this area. Pacific also noted that intrastate
toll rates are somewhat below interstate rates and that some
in¢rease wac therefore warranted. We take notice of the action ¢0f the
FCC which permitted ATST to £ile 2 16% increase in interstate rates
effective July 9, 1981. Such an increase obvicusly aggravates the disparity
between interstate and Intrasta%te rates. Accordingly, we believe there
is adeguate justification to increase toll rates above the level

proposed by either Pacific or the staff. Such an increase would
correspond to the independents' position.

WATS, Optional Residence Telephone Service (ORIS),
and (Uptional Calling Measured Service (OCMS) are all closely
related to the message toll schedule. ORTS and OCMS are
Telated to toll rates by a formula whick has been used in the past.
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We will allow these services to take their appropriate level according
to the formula. As set forth in the following section on rate
adjustments we are requiring Pacific to make studies looking toward
expansion of ORTS.

WATS is a form of discounted toll service for relatively
large users. While it is not tied to the toll schedule by a formula,
it is cross-elastic with the toll schedule. Accordingly, we are
providing for a WATS increase comparable to the message toll increase.
We note the interstate WATS schedule structure has recently been revised
to provide rates which vary with usage in a manner more closely related
to ¢coOsts than the previous schedule. We believe Pacific should study
its intrastate WATS with a view toward developing a rate structure similar
to interstate service. We will direct Pacific to make such a study
and to submit a propeosal within six months which will restructure the
intrastate WATS along the lines of interstate WATS with rates that
vield the same revenue 2as rates then in effect.

Proposition 13 Dis¢ount

The present tariffc of Pacific provide £or a negative billing
surcharge, or discount. This surcharge was instituted by
Commission direction tO provide a pass-~through of property tax savings
resulting £rom the passage ©f Proposition 13, the Jarvis-Gann tax
initiative, in June 1978. A discount for tax savings is no longer
appropriate since the results of operation we have adopted fully
reflects actual property taxes paid including any savings. No
useful purpose would be served tO increase rates in other areas
and still. maintain a $77 million annual discount on rates. We are,

therefore eliminating the surcharge to avoid having to increase other
rates.
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Modular Conversion Program
For Residence Services

Under the present residence modular conversionm program,
Pacific converts jacks and telephome sets to modular when service
is terminated or a maintenance visit is made. All new service
connections use modular jacks and telephone sets. This progran
basically involves modular coaversion on customer-initiated
activities. The present modular conversion program has no benefit
for those customers who do not change their service or who never
initiate a repair call. 1In addition, those customers are fore-
closed from using customer-provided terminal equipment
without incurring additional multielement charges from Pacific to
convert the premises to modular jacks. As the rates and charges
for utility-provided telephone sets continue to rise, the inequities
compound for those customers who cause the utility no additional
costs due to service order activity or repair calls. To correct
this problem, the staff recommends Pacific be ordered to implement
a2 modular conversion program for existing residence customers Who have
hardwired utility-provided telephone sets. Such a residence modular
conversion program wotuld have the goal of attaining the modular
conversion of all simple residence services over a period of 24 months.
The cost of this program is estimated to be approximately $13.5
million per year over a two-year period. This increase in expenses
equates to an estimated increase in 1981 test year revenue require-
ment of §9.6 million. We will adopt the staff's recommendation and
include 2 $9.6 million negative revenue requirement in the final
rate spread. Details of the plan are set forth on pages 9 and 10
of Appendix F.
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Interior Wiring (IW)
For Business Services

In A.58223 ¢of Pacific, the staff recommended Pacific be
ordered to provide cost studies on extensions and inside wiring as

part of its next major rate application. 1In D.90642, the Commission
adopted the staff's recommendation and orderxed Pacific to provide a
cost study for business inside wiring for extensions. In compliance,
Pacifi¢ has provided cost information from which the staff has
developed its proposed rates for business Iw and extension services.
In our adopted service connection c¢harges as proposed by
the staff, the service connection charges associated with the provision
of IW by Pacific are based on recovery of full cost. Therefore, it
would be ineguitable to continue monthly rates for Pacific-provided
business IW. The staff proposes that the present monthly rates for
Pacific-provided business IW be established at 30¢ per month, an amount
which represents the costs associated with maintenance of business IW.
Coincident with the establishment ©of the 30¢ monthly rate,
the staff recommends unbundling and restructuring all business extension
services SO that all telephone sets of similar type are provided at
the same rate. For example, the present rate for a standard rotary
PBX extension line with station is $2.00 in exchanges in which flat
rate exchange access is provided and $1.65 in exchanges in which
measured rate exchange access is provided. Each of these rates
includes the telephone set and IwW. PRacific indicates that the costs of
providing a PBX station are the same as the costs of providing a
standard dusiness extension station, and that the costs of providing
the IW for a PBX station and a standard business extension station
are the same. Under the staff's proposed restructuring, a monthly
rate of $1.00 would be applicable to all standard rotary stations
used as PBX stations and business stations. Also, under the staff's
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proposal, & common monthly rate of 30f would be applicable to the
utility-provided IW associated with PBX stations and business
stations. The staff's proposal will simplify the present rate
structure; therefore, we will adopt it and include the revenue
requirement of $8.8 million in the rate spread.

Expansion of SMRT

In D.90642 as modified by D.90919 we authorized Pacific
to implement SMRT in additional exchanges throughout the State. 1In
lieu of the SMRT implementation schedule order in D.90642 anrd
D.90919, Pacific proposes & revised schedule of SMRT implementation
for residence services. Pacific indicates that the revised schedule
more closely follows Pacific's programs of replacement of electro-
mechanical central offices. It is Pacific's intent to rearrange
the proposed schedule of SMRT implementation as necessary to
achieve the most orderly and economical conversion of central offices.
Under Pacific's propesal, the Commission would be notified at six-
month intervals of the areas in which Pacific plans to implement SMRT
looking twe years into the future.

The staff supports Pacific’'s recommended revisioms. As
indicated by the staff the expansion of SMRT will provide the
residence customer with 2 choice of one-party f£lat rate (1FR)
service, one-party measured rate (IMR) service and one-party
message rate (IMQ) service (lifeline service) and is, therefore,

a step toward usage-sensitive pricing in exchanges where it Is

not presently available. We believe the proposed revisions are
reasonable and will provide for the orderly expansion of SMRT.

Also, Pacific's recommendation to update the SMRT implementation
schedule is appropriate. Pacific's recommendations will be adopted.
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Because IMR and IMQ services are priced at less than flat rate
residence services, Pacific will experience a revenue loss when
customers convert from flat rate service. To cover this loss
we are including $0.6 million of revenue requirement in our rate
spread for the test year.

The staff indicates that the SMRT expansion program
proposed by Pacific does not include the elimination of flat rate
business services nor the offering of measured rate business
services. In order to further growth of services which incorporate
usage-sensitive pricing, the staff recommends that the Commission
ordexr Pacific to include as a part of its next major rate appli-
cation a study on implementing measured services for businesses
in all exchanges where residence 1IMR and 1IMQ services are offered.
The staff recommends that such a study contain an implementation
schedule, the revenue requirement, and a proposed tariff schedule.
The staff further recommends that Pacific be ordered to provide the
proposal as an alternative rate design in its next major rate appli-
cation and that all customers who could be affected be notified
that such a tariff is being considered by the Commission. The
staff's recommendation is a reasonable step toward achieving state-
wide usage-sensitive pricing for telephone services and should be
adopted.

Expansion of ORTS

ORTS as presently offered in the San Francisco Bay Area
and the Los Angeles~Orange County area provides for optionmal calling
for residence customers over routes up to and including 40 airline
miles in length. ORTS provides residence customers with a discount
over message toll and/or ZUM rates. On or before March 31, 1981,

a fully measured ORIS rate structure was implemented by Pacific on
all present ORTIS routes for ORTIS calls originating in Pacific's
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exchanges. This fully measured ORTS structure comnsists of two
basic plans. The Community Calling Plan allows the customer to
purchase discounted rates for calling over routes from ome point
to ancther. The Circle Calling Plan allows customers to purchase
discounted calling to all points within a 40-route mile circle
of the customer's local exchange or distrxict area.

As discussed by the staff the present areas in which ORTS
is offered have not been revised since ORTS was first established
about 10 years ago. The staff further indicates that customers
perceive the present ORTS service areas and structure to be unfair
in that those customers located in exchanges within 40 xroute miles
beyond the areas where QRIS is offered on an "out" basis can be
called by a customer using '""out" ORTS but must return a call to
the same custowmer under message toll rates. For these reasons,
the staff suggests that consideration be given to revising the areas
in which ORTS is presently offered. However, any future revisions
to the areas in which ORTS is offered will require cooperation and
coordination among the utilities involved. The staff indicates that
the facilities and customers of Continental, Citizens Utilities
Company of California (Citizens), General, and Pacific weuld de
involved in the possible expansion of the offering of "out" ORIS
from the exchanges which presently receive "in" ORTS calls.

In oxder to analyze the possibility of expanding ORIS, the
staff recommends the Commission order Continental, Citizens, General,
and Pacific to present exhibits and testimony in Pacific's next
major rate case covering the expansion of ORIS into exchanges which
presently receive "in" ORTS only. The staff suggests the exhibits
and testimony address the feasibility of implementing ORIS over
the additional routes, the revenue requirement in terms of added
plant, and additional expenses associated with the expansion of
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ORTS over the additional routes. The staff further recommends that
each utility provide proper written notice to customers who would
be affected by the plan prior to submission of the testimony and
exhibits.

We believe the staff's recommendations have merit and will
provide the necessary information for us to give further comsideration
to the possible expansion of ORTS, including input from customers
who could be affected. We will adopt the staff's recommendations.

Expansion of ZUM

ZUM was first established in compliance with D.90642 and
90919 in A.58223 of Pacific. ZUM as a rate structure incorporates
the call measurement elements of frequency, time-of-day, duratien,
and distance. The structure of message toll service also incor-
porates these same four measurement elements, and therefore, as
with message toll sexrvice, ZUM also represents total usage sensitivity.
The usage-sensitive pricing nature of the ZUM rate structure provides
the most equitable form of pricing to the user. ZUM is presently
offered in the San Francisco-East Bay Extended Area (SF-EBEA) and
the Los Angeles Extended Area (LAEA).

In order to achieve further development of usage-sensitive
local serxrvice, the staff recommends that the implementation of ZUM
be considered for four additional areas, (1) Orange County Extended
Area (OCEA), (2) San Diego Extended Area (SDEA), (3) Sacramento
Extended Area (Sacto EA), and (4) the exchanges of Pomona, Ontario,
and Etiwanda (L.A. Metro Exchanges). In Exhibit 242 the staff
presented proposed routes for these four areas based on the same
criteria on which present ZUM routes in the SF-EBEA and LAEA were
established. The staff, however, is not recommending the expansion
of ZUM in this proceeding because data are not available to enable
the staff to recommend such expansion.
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As indicated by the staff, expansion of ZUM in the areas
noted will require the cooperation and coordination of Pacific and
General as well as Roseville Telephone Company (Foseville) and Citizens. Also,
the staff suggests that comments from customers affected should be
considered before such an expansion. Therefore, staff recommends
the Commission order Pacific, Gemeral, Roseville, and Citizens to
present exhibits and testimony in Pacific's next major rate case
covering implementation of ZUM in the four additional areas noted.
The staff suggests that such exhibits and testimony address the
feasibility of ZUM implementation for each additional area, the
revenue requirement in terms of added plant, and additional expenses
associated with the implementation, and written notice to affected
customers at the time the testimony and exhibits are submitted.

We believe the staff recommendations for studying the
expansion of ZUM have merit and should be adopted.

Settlement Effects on
Other Utilities

Since all telephone utilities in Califormia operate under
the uniform statewide schedule of toll rates filed by Pacific, the
increase we are authorizing for toll services will affect the
independents. All utilities will bill their customers at the
uniform rates and moneys collected are credited to the statewide
pool of funds. As discussed earlier in this decision, each
utility receives its costs of providing toll service plus a return
on its plant allocated to toll through the settlements process.

- Similar settlements are applicable to extended area
service offered by two companies. Where the settlements are with
Pacific, an increase in Pacific's exchange rate of return will
result in an increase in settlement revenues to the independent.
There is also a settlement between Pacific and General for ZUM
service. Other settlements exist for other services such as mobile
telephone service and private line service. Table 40 sumarizes the

. settlement effects resulting from this decision.

-191-
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The rates we are authorizing for Pacific will result in
increased settlement revenues for all the independents in California.
In some instances such increased revenues could result in excessive
earnings for an independent. In other instances it may help to
forestall the requirement for rate increases. For the bulk of
the independents, we will direct our staff to monitor the earnings
of such companies, most of which have not had rate imcrease appli-
cations before the Commission for many years.

General and Continental represent special cases. General
is now before us with A.60340. In that proceeding we will determine
the effects of increased settlements on General's operations, and
we will make appropriate adjustments to General's revenue require-
ments to reflect such settlements.

Continental was most recently before us with A.59936 which
resulted in D.92804 dated March 17, 1981, wherein we authorized
an annual revenue increase of $9,232,000 based on a 198l test year.
In that decision we noted, "The staff alse proposed instituting a
billing surcharge with which to reflect any increase (or decrease)
in intrastate toll or EAS settlement revenues which might result
from a decision in Pacific's Application No. 59849 proceeding. We
will adopt the recommendation for the billing surcharge so that the
matter may be settled in this proceeding without deferring it to
OII 81." This finding was reflected in Oxdering Paragraph 7 of
D.92804. - Accordingly, we are providing in this decision for an
adjustment of Continental's surcharge to reflect increased settle-
ment revenues of $9 million.

(ne additional area of intercompany operations
is the provision of FEX service. Where an independent
furnishes FEX from a Pacific exchange it pays Pacific the rate
applicable in Pacific's exchange. As Pacific’'s rates are increased
the charges to independent companies will be increased. Accordingly,
we will provide that independent companies may file revised FEX

tariffs to reflect the pass~-through of Pacific's increased rates.
~193-
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Mobile Telephone Rates

Allied Telephone Companies Association (Allied), representing
the majority of California's radiotelephone utilities, appeared in
these proceedings to focus atrtention on whether or not the mobile
telephone service equipment and installation rates charged by Pacifie
are fully compensatory. Allied contends that Pacific's mobile
telephone rates are noncompensatory and that Allied's membexs, as
competitors of Pacific, suffer as a result. In D.88232 dated
December 13, 1977 in A.55492, the Commission found that Pacific's
manual mobile telephone offerings were noncompensatory and ordered
Pacific to convert to a system that would bill customers for actual
air time used rather than for only conversation time. Also, Pacific
was ordered to convert its manual offering to improved mobile
telephone services (IMIS) nc later than December 13, 1979. At
Pacific's request the December 13, 1979 date was extended to June 13,
1980 by D.90658, to June 13, 1981 by D.91858, and to June 13, 1982
by D.93135 dated June 2, 1981. D.91858 was issued in connection
with OIT 20 which dealt generally with Pacific’s mobile telephone
offering. In the OII 20 proceeding Allied sought additional cost
information designed to support its contention that Pacific's mobile
telephone rates were noncompensatory. In response to Allied's
request, Pacific filed Exhibit 13 relating to the physical
configuration of Pacific's proposed IMIS offering and
certain costs of service. D.91858 reiterated the Commission's
earliexr order that Pacific change over to an air time billing
system and that Pacific on or before August 1, 1980 prepare
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and file with the Commission a fully allocated earnings study of its
mobile telephone service operations. The air time portion of that
order was later deleted by D.92053 but the reguirement that an earnings
study be f£filed was not. Pacific's response to the earnings study
reguirement was a "manual mobile telephone study" which indicated that
in 1977 and 1978 Pacific¢c's manual mobile offering was noncompensatory.
In view of the anticipated conversion to IMTS no similar study was

done for 1979.

Pacific filed Advice Letter 13779 on December 30, 1980
increasing equipment and installation rates for its mobile telephone
service and announcing its intention t¢ introduce a "radio link
charge” at the time of conversion to IMTS. Pacific believed the total
conversion to IMTS would be accompliscshed by June 13, 198l. However,
because a revenue reguirement study has not yet been done, Pacific is

.not in a position to apply for increased rates for its IMTS service,

and believes it would be premature for the Commission in this general
rate proceeding to ingquire into its IMTS service rates. Allied
believes it would be best to examine Pacific's mobile rates for

service, egquipment, and installation in a proceeding designed specifically
for that purpose.
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Accordingly, during this proceeding by letter to the ALJ,
Pacific and Allied have agreed that!?

1. Pacific will respond to some data regquests
by Allied with the exception of certain
documents alleged by Pacific to be proprietary
in nature with Allied reserving its right to
seek disclosure.

Allied will withdraw from the current rate
proceeding insofar as it relates to mobile
telephone rate guestions.

Pacific will accelerate its efforts to produce
a revenue requirement study relating to its
IMTS offerings and will furnish a copy to
counsel for Allied when it has been completed.

Within seven weeks of its conversion to IMTS
Pacific will file a rate increase application
for its IMTS service.

. In the event Allied appears in that proceeding,
Pacific will not oppose Allied's regquest that
the Commission address Pacific's ecuipment
and installation rates as well as the service
rates relating to IMTS.

Other minor matters were stipulated to by Pacific ané
Allied concerning the mobile telephone service. For purposes of
this proceeding, we adopt the stipulation.
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Other Issues

Several other i{ssues require discussion. These are:
1. Staff's audit report accounting recommendations.
Accelerated depreciation.
3. Equipment depreciation rates.
IA County - entrance channels.
Amendment of GO 96-A.
Allowance for attrition.
Staff's Audit Report
The staff's audit report proposes that Pacific maintain
separate records of legal and other departmental expenses related to
equal employment opportunity (EEQ) litigation so that such costs
can be identified. The staff also proposes that these costs be
disallowed for ratemaking purposes. D.88232 (1977) 83 CPUC 149,
. 213, from which the staff derives this proposal, (Exh. 250,

" pp. 2-10, T 111) states that an earlier disallowance was limited
to certain penalty payments and does not include amounts connected
with litigation of Equal Ewmployment Opportunity Counsel (EEQC)
problems. 1In D.88232 (1977) 83 CPUC 149, 213, the Commission said:

"We are simply not convinced that the payments to
employees pursuant to the consent decree to
compensate for alleged discriminatory practices
are reasonable ones to pass on to ratepayers.

The U.S. Supreme Court has reached the same
conclusion in NAACP v FPC, 48 L.Ed 24 248, p.292
(1976) . We emphasize that our disallowance is

- limited to the penalty payments to employees, and
does not include amounts connected with litigation
of EEOC problems, administration of EEOC programs,
or compliance with the consent decree'.

Pacific claims that like Pacific's argument on the antitrust
expenses the Commission should allow legitimate operating expenses

|
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reasonably incurred for legal and litigation matters. To otherwise
disallow such expenses relating to suits brought against Pacific
inhibits Pacific's constitutional rights. Pacific further argues
that the impropriety of such a disallowance is supported by the
very nature of the Civil Rights Act undexr which such litigation

is initiated. A plaintiff in EEQ litigation has a right to bring
such an action even i1f the EEOC has determined that there is no
reasonable cause to believe that the charge wade by the plaintiff
is true (42 USC Section 2,000-e-5).

Witness Louie, on cross-examination, cited the recent

D.92549 in Southern Califormia Edison's rate case. There the
Commission disallowed certain EEO costs of Edison on the basis that
they resulted from a past discriminatory practice. This was
established by the Commission on the assumption that a settlement
offer by Edison in the EEO suit in question would be accepted by
the plaintiffs (Southern California Edison Company, D.92549 1980
‘mimeo. p. 40). Pacific believes no such assumption is applicable
in this proceeding. Louie conceded he would allow EEQ administrative
costs; Pacific points out that since it has over 110,000 employees,
EEO administration is certain to entall some controversy which is

a normal part of doing business. Also, Pacific says that the

staff failed to address in any way the extra cost of carrying out
{ts proposal for special accounting and record-keeping and that
such costs would be burdensome and should not be required. We
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note that the Commission in C.10308 is presently investigating
equal employment and contracting practices and their relationship
to rates; Pacific is a respondent in that case. A decision in
this proceeding on the issues of separate EEQ accounting
and disallowance of all EEQ operating expenses may be premature
given our pending investigation. Therefore, we reserve a ruling
on these issues, until the matters we are continuing for further
bearing are concluded.

The staff proposed that Pacific make changes on its
books of account in two instances where there is no dispute
over the ratemaking treatment for the items involved. The two
items are Chamber of Commerce dues and other donations, and
interest during construction and property taxes on land.
(Exh. 250 pp. 2-3 to 2-~7, ¥ 113). Witness Loule agreed that
Pacific must follow the PCC prescribed Uniform System of Accounts
in its books of accounts.
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On the first of these items, accounting for Chamber
of Commerce dues and taxpayer association dues, Pacific claims
these costs belong in Account 675 not Account 323 as proposed by
Louie. Louie claims that the charges belong in Account 323
because they are not operating expenses in the first place.
(Tr. 6929, ¢ 115.) Pacific points out that Operating expenses as
such are not defined by the Uniform System of Accounts but all
expenses are classified in individual accounts, i.e., Account 675
{includes expenses for association dues. Loule cited D.84902 of
PGSE, to bolster his recommendation on the dues and membership
costs. Pacific points out that gas and electric utilities are
subject to a different uniform system of accounts than
telephone companies and that decision should not be a precedent
for what Pacific can do on its books.

' Louie made a similar recommendation for the accounting
treatment for interest during comstruction and property taxes on
land. In D.88232 the Commission prescribed a particular treatment
for interest during construction and property taxes for land on
which construction is taking place. Louie agrees that Pacific
has followed that treatment for ratemaking purposes in this
proceeding and that the FCC has not authorized the changes prescribed
by D.88232. Pacific claims that since this is the case no change in
the method of treating these charges related to land is appropriate
for accounting purposes. Again we agree with Pacific.
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Accelerated Tax Depreciation

In 1954, Section 167 of the Internmal Revenue Code gave
corporations the option of using straight-line depreciation or
accelerated depreciation for income tax purposes. Pacifie
postponed until 1970 use of accelerated depreciation for tax
purposes, one of the few major public utilities in California
to do so. An indication of the effect of accelerated depreciation
on Pacific's taxes was noted im D.74917 issued November 6, 1968 in
A.49149, a general rate application of Pacific:

"The record show[s] that for the period 1954-67
Pacific's taxes would have been 225,000,000
less if it had used accelerated depreciation for
the entire peried." (69 CPUC 61.)

The results of operations adopted for ratemaking in D.74917 imputed
the use of accelerated depreciation for income tax purposes for

the test year with a "flcw-through"éé/ of the potential but
unrealized tax savings to ratepayers.

15/ Twe important terms used in any discussion of this issue are
"flow-through' and "normalization'. Normalization means
imputing income taxes for ratemaking purposes as though
no tax credit were taken for (&) the additional depreciation
a8llowed through accelerated depreciation and () the direct
decrease in taxes resulting from investment tax credits.
Flow-through means using actual taxes paid for ratemaking
purposes thereby flowing benefits through to the ratepayers.

Appropriate adjustments to rate base are made under both
concepts.
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In 1969 an important change in tax law was emacted.
Section 441 of the Tax Reform Act of 1969 provided that utilities
which had not used accelerated depreciation prior te August 30,
1969 would not be allowed to take accelerated depreciation unless
normalization was used in fixing the utilities' costs for
ratemaking purposes. After August 30, 1969 Pacific elected to
take accelerated depreciation.

A subsequent decision of the Commission empioyed
pormalization but the State Supreme Court in City and County of
San Francisco v PUC (1971) 6 € 3& 119 annulled the Commission's
order and instructed the Commission to seek a solution between
the extremes of flow-through and wormalization.

As a result, the Commission in D.87838 (1977) 82 CPUC
549, the so-called "tax remand order™, adopted the "average
annual adjustment” (aAA) method for treatment of accelerated
depreciation. AAA makes an adjustment equal to a four-year
average of the rate case test year adjustment and the estimated
adjustments for the subsequent three years. A similar
adjustment called "AA" is made for investment tax credit.

After considerable litigation involving the California Supreme Court,
federal appellate courts, and the U.S. Supreme Court, D.87838 was

upheld. (See Appendix G for a history of the accelerated depreciation
issue.)

However, the IRS has ruled that Pacific is ineligible to
use accelerated depreciation if the Commission uses AAA/AA for
ratemaking.

 D.91337 issued February 13, 1980 employing the methods
adopted in D.87838, ordered refunds to Pacific's customers for the

period August 1974 through February 1980 amounting to some S$381 million.
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D.91237 authorized prospective rates on the basis of full normalization

subject to refundié/ pending the outcome of litigation with the IRS

on the question of Pacific's continued eligibility for accelerated
depreciation if the Commission uses the AAA/AA method for ratefixing.
The purposc of permitting full normalization was to preserve Pacifie's
eligibility while Pacific pursued that eligibility with the IRS.

The Commission did this, of course, under the assumption that

Pacific would use good faith efforts
the AAA/AA method. At the s2me time
that failure to use good faith would

to retain eligibility to use
the Commission warned Pacific

Tesult Iin & xTeversion to the
AAA/AA method. With regard to litization we stated: \//

"In judging whecther the good £Laith effox: is
undertaken, the Commissioca will look so the
following: The willingness of the companies

and special counsel to report to the Commission

on the progress of litigation; the willinguness
of the companies to support the Commission as

. full parcner and intervenor im the licigacion:

and the degree to which actions of special
counsel and oversight of special counsel

are undertaken independent of those elements
0L Pacific which continuve to clain that
eligibilicy is lost under Decision No. 87838."

16/ Under normalization the potential reduction in taxes by using
accclerated depreciation is calculated, noted in a resexve
account, and deducted from rate base for ratemaking purposes.
A portion of the tax savings Ix subject to refund based on
the AAA/AA method adopted in D.87838. £ the AAA/AA method

were used in this proceeding, the gross rTevenue requircment
for 1981 would be reduced by about $80 million.
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After several motions by the parties and Pacifie, all
properly ruled on by the ALJ,lzj with some, at the request of
Pacific, reVviewed by the assigned Commissioner, the ALJ ordered
Pacific to produce a witness to testify how Pacific has,
in good faith, pursued retention of its eligibility. In response,
Pacific called Robert DiGiorgio, a director of Pacific and member
of Pacific's special tax litigation committee which was formed in
August 1969. DiGiorgio testified that he believes the IRS ruling
is final and Pacific has no choice but to accept it. Concerning
litigation, Pacific hired a special counsel to seek resolution of
the conflict with IRS through legal action. The counsel advised
the tax committee that in his opinion there was less than a 50/50
chance of winning. DiGiorgio stated that the officers and directors
of Pacific felt the same way. Therefore, the committee directed
the special counsel, after some initial legal work on the matter,
to suspend his efforts pending outcome of proposed legislation.

Legislation supported by AT&T had been introduced
by Califarnia delegates in last year's Congress to remove any
back-tax liabiliiy which,as of September 30, 1980, amounted to
$1.362 billion, and prevent this Commission from using the AAA/AA metied
for ratemaking in the future. That legislation passed the House of B
Representatives but not the Senate. Although the Commission favored the
forgiveness of past tax liability, it opposed the bill because it did not provide a
prospective solution. The Cities of San Francisco, 1os Angeles, and San Diego also
opposed thg legislation.  The bill has been reintroduced in the current Congress and

its cutcome is pending. (H.R. 1524, S.232.) The Commission did not take a
position on the current bill; nor did the cities.

17/ At the outset, San Francisco moved to have the entire issue of
accelerated depreciation included in these proceedings. This
was denied by the ALJ and we concur. The ALJ did, however,
allow in the issue of whether Pacific has acted in "good faith"™ -
to preserve its eligibility. We concur in that ruling also.

°
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It appears Pacific had two basic options available to
it - litigation or legislation. The record indicates Pacific
weighed these options and ‘deterxined to support congressional
legislatioa which would forgive the back tax liability. Such’ 7 )
forgiveness is definitely in the interests of Pacific's ratepayers.\
Obviously, as noted above, this Commission would have
preferred legislation which also affirmatively declared AAAJAA
to be legitimate normalization methods. To this end the Comxission
urged that the 1980-81 "£forgiveness' bill be axzended to include
such a declaration. It is fair to say there was little
enthusiasm for our proposal in Congress.

The 1981-82 Congressional session adds & new dimension

o the problem of ratemaking treatment of tax savings or deferrals.
Both the Senmate and House versions of the President’s tax proposals

contain language which would attempt to restrict the ratemaking
creatment which can be applied to tax savings generated by the Act.

These rostrictions would apply to all utilities, not just the
zelephore companies. '

While we are certainly not totally satisfied with
Pacific's action, or lack therecf, we cannot conclude, given the
alternatives available, that Pacific has thus far acted in bad
faith. Because of the enormity of the possible fimancial
consequences to Pacific and the eventual cffect on its ratepayers
as well, we are most reluctant to impute the AAA/AA method
unilaterally.

In order to pursue litigation Pacific must file a claim
for refund with the IRS by February &4, 1982 (Exh. 59, Internal
Revenue Code Section 6511(a)). Pacific £{s placed on notice that
if H.R. 1524/5.232 wexe not to pass, and Pacific £ailed to preserve

its rights to litigate the issue, we would have to conclude that
Pacific had not acted in good faith.
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Equipment Depreciation Rates

As- discussed under the subsection on depreciation in the
section on expenses, we have reservations concerning the depreciation
rates (remaining life) we have authorized for Pacific's plant. The
overall undepreciated investment is above 80% of the original plans
¢ost which seems unusually high. New eguipment such as electronic
switching systems are being assigned total lives of 36 years which
seems unusually high. In view of the further hearings we will have
on costing procedures, it would f£it in to have also a review and comments
on plant depreciation practices. Accordingly, that will be a subject
of the further hearings.

LA County - Entrance Channels

LA County claims there is a failure in the revenue estimates
offered to account £0r the effect of proposed private lines and channel
.charges on Centrex off-premises mileage, an understatement of $16.3

million. Because of the way we will apply the increase in this pro-
ceeding, we £find that not to be a factor.

LA County requests that entrance channels should be made
available in the same manner as any other equivalent private-line
facility. It claims entrance channels are presently priced in an
arbitrary and capricious manner and the existing procedure for
establishing entrance channels is excessively lengthy and time-
consuming. LA County asks that entrance channels be made available
at the same price and on the same basis as any other private-line
service of the same grade and class.

We will expect Pacific and LA County to work out the problems
discussed above and if the solution is not satisfactory to LA County

it can bring the matter to our attention in the further hearings to be
held.

°
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Amendment of GO 96=-A

william R. Haerle, attorney for the independent telephone
companies, requests a revision to GO 96-A so that all the smaller
independents can increase nontoll rates without £iling formal appli-
cations. The revision would include an increase from $750,000 to
$1,000,000 in the present GO 96-A limitation as well as an annual
review of the limit to reflect inflation.

We are sympathetic with the reguest but believe it should be
made formally on this record in connection with OII 81 so all parties
may have a chance to respond. We will provide appropriate time during
the further hearings.

Allowance for Attrition

Pacific believes the Commission should deal with Pacific's

problem of attritionlﬁ/ as it has done for other utilities in the past.

The major causes of attrition are higher investment requirements, wage

increases, and general inflation in 1982, the year subsegquent to the
adopted rate vear. Pacific suggests there are several ways the
Commission could grant attrition allowances.

An adjustment in the rate of return is the simplest and most
effective and has been done by the Commission in the past. (Southern.
California Water Companv, D.91024, mimeo. p. 11, November 20, 1979:
PGSE Company, D.91107, mimeo. pp. 68~69a: San Gabriel Water Company,
D.8827), mimeo. p. 15, December 20, 1977: Cal Water Service Companv,
0.89108, mimeo. pp. 12-13, July 25, 1978.) Pacific suggests the
erosion in earnings could be accounted for by providing a step-up in
rates baséé on a rate of return adjustment (see City of Los Angeles v

Public Utilities Commission (1975) 15 Cal 34 680, to be effective on
January 1, 1982).

18/ Attrition is the diminution in earnings due to changes in estimated

expenses during years subsequent to the rate vear upon which results '
of operations are based.
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Another method would be for the Commission to permit automatic
rate adjustments in 1982 for the following items: (a) increased cost
of energy supplies, (b) nonmanagement wage increases and correspending
increases and benefit expenses related to the cost-of-living index,
and (¢) unusual events having substantial impact on operating expenses.
While the second alternative would require the presentation of some
showing before the Commission a simple adjustment mechanism based on
actual data could provide 2 basis for the rate relief.

We are not sympathetic with Pacific's proposal and will not
adopt it. First, we are basing our adopted rate of return on December 31,
1981 estimated capitalization ratios and finance costs. This is a
partial recognition of attrition. Second, Pacific did not analyze
how productivity improvements might offset the attritiom in the
expense categories it has identified. We would consider more fully
developed proposals for financial and operational attrition in

Pacific's next general rate proceeding.
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Pindings-oanaét

l. Pagcific filed this application in compliance with the
requirements of Resolution M~4706 and the Commission's Regqulatory
Lag Plan.

2. Pacific requests an annual increase in revenues of
$789,800,000. ‘

3. On August 19, 1980 the Commission on its own motion
instituted OII 8l which is an investigation into Pacific's operations
and those of all other telephone companies in California £or the
purpose of reviewing the rates, tolls, rules, charges, operations,
costs, separations, intercompany settlements, practices, contracts,
service, and facilities of Pacific and the independents.

4. Properly noticed public hearings were held in this matter
between August 8, 1980 and April 9, 1981 and all parties including
the public were given an opporitunity to participate.

5. In general, the estimated results of operations by the
staff for the test year 1981 should be adopted because they are based
on later data than those used by Pacific for its estimate and, for the
most part, are concurred in by Pacific.

6. The results of operations estimated by Pacific for the test
year, coupled with Pacific's reguested overall rate of return of
13.47%, would recuire a gross revenue increase of $825,400,000.

7. The staff's results of operations for the test year,
coupled with the staff's rate of return recommendation of 11.50%
would require a net taxable revenue increase ©f $261,600,000.

8. Except for a downward adjustment of $54 million, the
staff's estimate of operating revenues for the test year is
reasonable and should be adopted because it is based on later and
more up-to-date information than that used by Pacifie.

9. The staff's revenue reduction estimate of $63,725,000 for

the effect of PhoneCenters on service connection charges is
reasonable.
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10. Wigh the exceptions noted in the findings which £ollow, the
staff expense estimates should be adopted because they correspond
to the staff revenue estimates, reflect the staff's overall
view of 1981 operating levels, and are based on later and more up~
to~date information than that used by Pacific.
11. An estimate for test year maintenance expenses of
$1,611,700,000 is reasonable and, as explained in this decision,
is derived as follows:
Staff Estimate $1,569,500,000
Adjust for:

a. COE Changes, A/C 604
b. Repairs of Station Equip.
¢. Maintaining Transmission

. Power, A/C 610

d. Affiliated Interests
e. Rounding

Total Adopted Maintenance Exp.

+2,700,0090
+29,900,000

+2,200,000
+7,200,000
+200,000

12. The estimate for test year depreciation expense of
$853,300,000 is reasonable and, as explained in this decision, is
derived as follows:

Staff Estimate $852,600,000
Adjust for:

a. Affiliated Interests +300,000
- b. Modernization +400,000

Total Adopted Depreciation
Expense $853,300,000
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13. An estimate for test year traffic expenses of $406,500,000
is reasonable and, as explained in this decision, is derived as
follows:

Staff Estimate $406,300,000

Adjust for:
a. Stockton Office +300,000
b. Rounding -100,000
Total Adopted Traffic Expenses $406,500,000

14. An estimate for test year commercial expenses of
$708,900,000 is reasonable and, as explained in this decision, is
dexrived as follows:

Staff Estimate $706,100,000
Adjust for:
a. Three Manager Positions +200,000
b. Business Service Center Improvenents +3,100,000
. c. Adversising (Qpenline) ~500,000
Total Adopted Commercial Expenses 708,900,000

15. An estimate for test year general office salaries and
expenses of $363,400,000 is reasonable and, as explained in this
decision, is derived as follows:

Staff Estimate $355,600,000
Adjust for:
a. Accounting Dept. +%, 500,000

b. Postage +3, 300,000

Total Adopted General Cffice
Salaries and Expenses $363,400,000

16. An estimate for test year other operating expenses of
$747,800,000 is reasonable and, as explained in this decision, is
derived as follows:

®
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Steff Estimate $675,000,000
Aéﬁust for:
a. Relief and Pensions +70,500,000
. License Contract +2,000,000
c. Pioneer Activities . +200,000
d. Rounding

Total Adopted Other
-Operating Expenses $747,800,000

+100,000

17. An estimate for test year taxes other than income taxes of
$263,500,000 is reasonable and, as explained in this decision, is
dexrived as follows:

Staff Estimate
Adjust for Adopted
Expenses +700,000

$262,800,000

Total Ad0pted*Tﬁiea Other
Tonan Income $263,500,000

18. The relationship of the latest five years actual tax to
Y

statutory tax times the statutory rate is a reasonable method for
calculating California corporation franchise taxes.

19. The staff’'s method for calculating additional California
corporation franchise tax liability resulting from increased
revenues from adopted rates is reasonable.

20. The staff's net~-to-gross multiplier of 1.896 is reasonable.

21. "Calculating Federal Income Tax based on a full normalization
basis subject to refund upon completion of the litigation with IRS
concerning the use of the AAA/AA depreciation methods for ratemaking
purposes is reasonable and is consistent with D.91337 dated February 13,
1980. _

22. Billings to Pacific for work done by Bell Labs through the )

License Contract Expense Agreement of $22,700,000 for the test year
‘are reasonable.
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23. A billing to Pacific for return on investment of the
195 Broadway-Corporation of $3,500,000 for the test year is
reasonable. =

24. The staff's recommendation for an adjustment to license
contract expense billings of $19,107,000 because of AT&T and Pacific
organizational realignments related to the FCC Computer 1I decision
is reasonable for this decision.

25. A license contract expense billing by the AT&T General
Department to Pacific of $31,300,000 for the test year is reasomable.

26. Disallowed license contract product-related costs should be
reflected in Western's pricing practices.

27. Pacific's request tc reduce Westera's mnet income by the
disallowed license contract product-related costs without reflecting
such costs in the pricing of products should be denied.

28. A billing by Bell Labs of $18,441,000 to Pacific for

evelopment of business information systems for the test year is
reasonable.

29. A net reduction of $134,900,000 to Pacific's rate base for
Western Electric adjustments is reasonable.

30. A reduction of Pacific's expenses by $12,800,000 for Western
Electric adjustments is reasonable.




A.59849 et al. ALJ/ks/ow ~

. 3l. An estimate for test year rate base of $11,589,800,000 is
reasonable and, as explained in this decision, is derived as follows:
Staff Estimate $11,625,300,000
Adjust for:
a. Plant - Affiliated Interests +4,900,000
b. Plant - Modernization +15,800,000
¢. Plant - IDC Interest +4,100,000
Working Cash Allowance -58,200,000
Materials and Supplies +3,000,000
Depreciation Reserve +1,300,000
Reserve for Deferred Taxes +3,900,000
Rounding +100,000
Total Adopted Rate Base $11,589,800,000
32. Monthly compounding of IDC is reasonable and should be
adopted effective January 1, 1981.

33. D.91495 fn A.59269 granted Pacific an interim rate increase
. of $227.2 million with rates subject to refund pending a determination
in this proceeding of the reasonableness of the increase.

34. TIncluded in the $227.2 million increase granted by D.91495
was $69.4 million for the purpose of offsetting additional marketing
expenses for competitive terminal equipment.

35. Pacific did not use the $69.4 million specifically for the
purpose the Commission intended.

36. D.91495 established 10.257% as a reasonable rate of return
for Pacific for the test year 1980.

37. Table 26 indicates Pacific attained am 8.95% return in 1980
before the usual adjustments for ratemaking purposes.

38. Based on the results of operations shown on Table 26 and
considering the possible adjustments to those results for ratemaking
purposes including the $69.4 million noted in previous findings, Pacific
would not have attained a rate of return in 1980 of 10.25%.

39. The revenue increase and rates authorized by D.91495 in
April 1980 are justified and are just and reasonable.
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40. It is reasonable to allow Pacific to retain the $69.4 million
granted in $-.91495 because ©f the earnings level shown for 1980 on
Table 26. -

41. In making its estimates for the 1981 test year, the staff
found no unproductive marketing effort which would reguire a special
treatment of Pacific’s marketing expenses similar to that recommended
by the staff in its estimates for the 1980 test year in A.59269.

42. Reflecting previous findings, the estimated reculss of
operations under present rates for test year 1981 total operations and
California intrastate operations shown on Table 25 are reasonable.

43. Pacific has an A bond rating by Moody's and an A- by
Standard and Poox's with a possibility of downgrading unless earnings
and coverages improve.

44. A downgrading of Pacific's bond ratings will make it very
difficult for Pacific to raise sufficient capital to meet its 1981-82
construction budgets.

45. Some recent debt security issues of Pacific and other
utilities have cost about 167 or more.

46. The Commission should adopt a rate of return for Pacific
based on all the evidence before it in this rate case and should not
rely on a single formula or method. .

47. The action of AT&T not to purchase common stock shares of
Pacific from 1973 to 1980 contributed to a comsiderable degree to the
present unsatisfactory financial condition of Pacific.

48. AT&T and Pacific should jeoin with the Commission in a new
spirit of ‘cooperation to improve Pacific's debt/equity ratio and
general financial condition.

49. The capitalization ratios for the test year recommended by
the staff and concurred in by Pacific and shown on Table 29 are
reasonable.

50. A rate of return for the test year of 12.91% overall which
incorporates a return on common equity of 17.4% is reasonable.
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51. The adopted rate of return of 12.91%, coupled with the
adopted rate_base for intrastate operations of $8,650,000,000, produces
a net increased revenue requirement for the test year of $321,800,000
which, when multiplied by the staff net-to-gross multiplier of 1.896,
results irn an additional gross revenue requirement of $610,100,000.

52. Pacific's overall service performance level stabilized iIn
1979 and showed improvement in 1980, and, in general, Pacific is
providing adequate service.

53. Network services in southern California and overall service
in the Los Angeles sector have deteriorated over the years and
currently are at less than desirable levels.

54. There are serious problems with the service of Pacific in
repairing and imstalling private line services.

55. A committee should be established with representation from
the alarm industry, Pacific, and the staff to determine and recommend
easonable standards for the installation and repair of private line

‘ervices used by the alarm industry.

56. The committee referred to in the previous finding should
incorporate its recommendations into a proposed general order and
present it to the Commission.

57. The reports and plans for improving service performances
required of Pacific by D.90642 have been provided by Pacific and no
further action by the Commission is required in this proceeding.

58. The FCC by its decision in the Computer Inquiry II has
ordered deregulation of telephone terminal equipment by March 1, 1982
and this will require AT&T and the 0ICs to form fully separated
terminal equipment operations to bandle the deregulated activities.

59. Costs associated with the unregulated operations ordered by
the FCC must be borne by those operations, and terminal equipment
investment and reserves left with the regulated operations should

reflect accurdtely the remaining physical plant necessary to serve
the regulated operations. '
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60. The Bell System has engaged in a so-called migration
strategy whieh is a product-pricing strategy designed to:
a.- Improve product lime comtribution to revenue.

Establish prices for new products and reprice
older products.

Migrate (move) present customers to new products.

Prepare customers for the next generation of
products.

Position the Bell System as the market leader
in the competitive telecommunications/information
systems market.

6l. AT&T directed the 0ICs, including Pacific, to engage in an
aggressive marketing program designed to secure embedded equipment
market customers against competition; Pacific carried out the
program through the addition of substantial numbers of personnel, new
training programs, and incentive compensation programs.

. 62. Some of the costs of the migration strategy programs could
be recovered as short-term expenses from existing ratepayers of regu-
lated sexrvices even though the benefits will be realized mainly
subsequent to deregulation of terminal equipment in March 1982
by the unregulated operations.

63. The migration strategy may result in stranding investment
of retired plant thereby requiring that stranded investment to be
paid off by future ratepayers of regulated operationms.

64. Present Pacific ratepayers are paying for research and
development, training, and sales efforts comnected with equipment
which may be installed after March 1, 1982 and, thereby, become a
part of the investment in the deregulated operations.

65. Pacific should not be allowed to adopt marketing or pricing
practices, the purpose of which is to accomplish post-deregulation
market positioning, if such practices result in unwarranted rates for
customers of Installed base equipment or create a residue of stranded
investment to be recouped from the regulated operation's ratepayers.




A.59849 et al. ALJ/ks/bw/ks *

66. Although we find Pacific embraced the migration strategy,

the record is not clear whether Pacific used the pricing concepts
.suggested by AT&T.

67. Further hearings should be held to determine an appropriate
method of allocating to the proper user any net stranded investment
as a result of Pacific's migration strategy and the establishment of
nonregulated operations on Maxrch 1, 1982, as required by the FCC
Computexr Inquiry II decision.

68. TFurther hearings should be held to determine the costs,
both capital and expense, of establishing the nonregulated operations
referred to in the previous finding.

69. Pacific and the staff should expeditiously determine the

kinds, if any, of equipment that have been retired prior to being
fully depreciated, the associated amount of undepreciated or stranded
{investment, and a method for recovering fairly any stranded investment,
and present their findings at further hearings.

70. Pacific should be ordexed to:

a. Account for all expenses incurred to date
relating to existing and future enhanced
service offerings.

b. Account for all expenses incurred to date
that directly relate to the future
nonregulated subsidiary.

Submit a plan for an accounting procedure
for the interim expenses relat;wg L=}
the provision of enhanced services.

71. The record abundantly demonstrates there arxe
substantial weaknesses in the costing methods used by Pacific
to support its rate design proposals.

72. All parties concede that further refinements of the GE-100
costing method are necessary to develop reasonably acceptable costs
for ratemaking purposes.

73. Further hearings should be held to review and determine
equitable costing procedures.

74. Terminal equipment pricing policy should be reviewed by the
Coomission.

75. Sale of telephone terminal equipment to customers of
.Paciﬁc is a desirable concept.

-218-
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76. Parties to the proceeding should be ordered to file proposals by
September 15,-1981 for the sale of terminal equipment to consumers.

77. Ratés for each type of telephone service should cover the
cost of that service.

78. Although the aim of the Commission is to establish rates
based on costs so that all services and equipment bear rates
reflecting their fair share of costs, it should be the Commission's
policy that increases no greater than about 507 per year for any
class of service is reasonable.

79. The increases in business and residence service basic
exchange rates shown on Table 38 are reasomnable.

80. Pending determination of any rate changes for private line
and terminal equipment, it is reasonabie to put a higher increase on
business service exchange rates than for residence service.

81. Because of the rate increases we will authorize, it is fair

‘nd reasonable to waive the usual change of service charges so that
customers will not be penalized when changing to the service that is
the most economical for them.

82. Measured rate service represents the fairest distribution of
costs among customers and should be the principal service for residence
customers.

83. Eliminmation of the message allowance for one-party measured
business service will result in more equitable charges for service
actually used.

84. It is more costly to maintain and service semipublic coin
telephones than regular telephones and there is no charge for the
semipublic coin telephone instrument as there is for a regular instrumentz,
therefore, it is fair to price semipublic coin telephone basic exchange
rates considerably higher than other business services.

85. A reduction in the evening discount for ZUM service from
35% to 307 is reasonable because it will then match the discount for
toll service.
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86. Increases in units per minute for ZUM Zones 2 and 3 are
reasonable. -

87. All:flat rate FEX services should eventually be converted
to measured services.

88. Present resident FEX services should be frozen in
exchanges vhere measured services are offered and no new FEX services are
installed.

89. TFlat rate residence FEX service should be frozen coincident
with the introduction of measured residence services in areas where
such services are not offered.

90. ©Pacific has not provided sufficient data to support
cost-based rates and charges for FEX services.

91. Pacific should be ordered to provide a study of all FEX
services as part of its next major rate case.

92. The staff's recommended rates for FEX service and sexrvice

.connections are reasonable and should be adopted.

93. Service functions related to the installation of a telephone
should be charged to customers on the basis of each functional
element performed.

94. Multi-element charges for telephone installations should:

Be cost-related.

Reflect the cost incurred by Pacific for
that customer.

Encourage customer use of PhoneCenters.

Relate to the activities performed so they
are understandable to the customer.

95. The staff's proposed charges for telephone installations are
reasonable and will be adopted.

96. No finmal adjustment to complex business service installations
should be made pending outcome of the further hearings on costing
procedures. .
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97. Thére is a wide availability of FCC-approved telephone
sets on the market, many selling for less than $25.

98. Pending the outcome of the further hearings om costing
procedures, it is reasonable to adopt station set rates proposed
by Pacific.

99. There is adequate justification to increase toll rates
above the level proposed by Pacific or the staff.

100. It is fair to surcharge all rates not otherwise increased
by this decision to make up the needed revenue requirement.

10l. WATS should be increased proportionally to the toll rate
increase and ORTS and OCMS by formulas used in previous proceedings.

102. Pacific should be directed to make & study and submit a
proposal in six months for restructuring intrastate WATS similar to

.interszate WATS with rates that yield the same revenue then in effect.

103. The present discount xesulting from Proposition 13 property
tax reductions should be discontinued because the results of operations
adopted reflect property taxes paid in the test yeaxr including
Proposition 13 savings.

104. The staff's recommended residence modular conversion
program Iis reasonable and should be adopted.

105. The staff's proposal for a 30¢ per month rate for maintenance
of business inside wiring furnished by Pacific is reasomable and
other recurring charges for business inside wiring should be
discontinued because of the service connmection charges authorized
by this decision.

106. The staff's proposal for unbundling and restructuring
business extension services so that all telephone sets of similar type
are provided at the same rate is reasonable and should be adopted.




A.59849 et al. ALJ/ks/owks *

107. Pacific's proposed revised schedule for expanding residence
sexrvice SMRT dn lieu of that ordered in D.90642 and D.90919 is
reasonable and will provide for the oxderly expansion of SMRT.

108. Pacific should be ordered to make a study of implementing
measured sexvices for businesses in exchanges where 1MR and 1MQ
sexrvices are offered, including an implementation schedule, the
revenue requirement, and a proposed tariff, and present the study in its
next major rate case and notify potentially affected customers
of the proposed tariff.

109. Pracific, Continental, Citizens, and Gemeral should present
exhibits and testimony in Pacific's next major rate case on the
possibility of expanding ORIS service as recommended by the staff.
Customers who might be affected should be notified prior to submission
of the testimony and exhibits.

110. 2ZwmM, which is now used in the San Francisco, East Bay, and

.Los Angeles extended areas, is a usage-sensitive pricing structure
which provides the most equitable form of pricing to the user by
incorporating the call measurement functions of frequency, time-of-day,
duration, and distance.

111. The implementation of ZUM should be considered for the four
additional areas of Orange County, San Diego, and Sacramento extended
areas, and the Los Angeles Metropolitan exchanges of Pomona, Ontario,
and Etiwanda.

112. Pacific, General, Roseville, and Citizens should present
exhibits and testimony in Pacific's next rate case on the feasibility
of expanding ZUM as noted in the previous finding. Customers who
night be affected should be notified prior to submission of the
testimony and exhibits.

113. The rates authorized Pacific in this proceeding will

increase the revenues for all other telephone companies operating
in Califormia.
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114. Except for General and Continental, the staff should be
directed to monitor the earnings of the independents so that revenue
increases resulting from this decision do not produce excessive
earnings for the independents.

115. Because General is now before us with A.60340 for rate
increases, we can determine the effects of increased settlements
resulting from this decision and make appropriate adjustments to
General's estimated results of operations in A.60340.

116. Because Continental was authorized an annual revenue increase
based on a 1981 test year by D.92804 dated March 17, 1981, we will
order Continental to establish a negative annual surcharge of
$9,000,000 to reflect the increase in annual settlement revenues
resulting from this decision.

117. The independents should be authorized to file revised FEX

.rates to reflect the pass-through of Pacific's increases authorized
by this decision. '

118. To the extent not covered by previous findings and pending
further hearings and a decision on revisions to the costing procedures
used for ratemaking purposes, the rate design discussed in this
decision and the specific rates shown in Appendix F are reasonable and
should be authorized.

119. The stipulation by Pacific and Allied described in this
decision concerning mobile telephone service should be adopted.

120. Consideration of the staff's proposal concerning the main-
tenance by-Pacific of separate records of legal and other deparmmental
expenses relating to equal employment opportunity litigation should
be deferred pending completion of C.10308.

121. <The staff recommendations that Pacific make changes in its
books of account for Chamber of Commerce dues and other donations and
interest during construction and property taxes on land are not
reasonable and should not be adopted.
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122. Pacific has not shown bad faith in its efforts to retein
eligibility for income tax benefits under the AAA/AA depreciation
methods for ratemaking purposes.

123. The appropriateness of depreciation rates used by
Pacific and approved by this Commission should be reviewed in
further hearings.

124. Pacific's proposal for an allowance for attrition in
the calendar year subsequent to the adopted test year is not
reasonable and should not be adopted.

125. Because there ig a need to put Pacific in a morxe
secure financial position, the revenue increase granted by this
decision will not be subject to refund even though there may be
a realignment of rates as a result of further hearings. This
should not apply to any reserve accumulated in comnection with the
AAA/AA treatment of accelerated depreciation.

126. Pacific should be ordered to provide the Commission
within 60 days from the effective date of this decision a
financing plan indicating proposed capital offerings for the
two-year pexriod October 198l to October 1983.
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127. The:increases in rates and charges authorized by this decision
are justified, and are just and reasonable.

128. Because there is an immediate need for the rate relief
authorized, this decision should be made effective five days from
today.
Conclusion of Law

Based on the foregoing findings of fact and under PU Code § 454

this Commission may grant Pacific authority te increase rates as
provided in the following order to enable Pacific to earn additional
annual revenues amounting to $610.1 million.

INTERIM ORDER

IT IS ORDERED that:
1. Pacific's request to reduce Western's net income for
.ratemaking purposes by the disallowed license contract product-related

costs without reflecting such costs in the pricing of products is denied.

2. The revenue increase resulting from D.91495 as modified by
D.92542 is no longer subject to refund except for any reserve accumulated
in commection with the AAMA/AA treatment of accelerated depreciation.

3. Pacific and the staff together with anv representatives of
the burglar and fire alarm industry and any other parties who may
wish to participate shall form a committee to:

a. Meet and confer to determine reasonable standards
for the installation and repair of private line
sexrvices used by the alarm industry.

b. Incorporate the determinations of Paragraph 3.a. into
a proposed general order.

Present the proposed general order to the Commission
within 120 days from the effective date of this
decision.
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4. Related to the FCC Computer Inquiry II decision Pacific shall
file a report with this Commission by November 1, 1981 which: ‘

a.- Accounts for all expenses incurred to October 1,
1981 relating to existing and future enhanced
service offerings.

b. Accounts for all expenses incurred to October 1,
1981 that relate directly to the future unregulated
operations.

Includes a plan for accounting for the interim

expenses relating to the provision of enhanced
services.

5. Pacific is authorized to file with this Commission, 15
days after the effective date of this order, in conformity with the
provision of General Order 96-A, revised tariff schedules with rates,
charges, and conditions modified as set forth in Appendix F. The
effective date of the revised tariff sheets shall be 5 days after the
date of filing. The revised tariff schedules shall apply to service

. rendered on and after the effective date of the revised schedules.

6. Pacific shall waive its change of service charges for a
period of 90 days after the effective date of tariffs filed under
this order for customers of individual line £lat-rate residence
service who convert to measured rate service or party line service.
Within 45 days after the effective date of this order Pacific shall
notify individual line flat-rate residemce service customers of the
applicable rates for their service and alternative services and of the
provision to waive the change of service charges for 90 days.

7. Pacific shall include as a part of its next major rate
application cost studies which develop the costs associated with
FEX access lines including central office costs, the line haul portion
of FEX services and the costs associated with establishment of FEX
services. These cost studies should be the basis for a proposed tariff

to be included in Pacific's next major rate application along with the
revenue effect of the proposed tariff. -
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8. Pacific is directed tomake a study and file a proposed tariff,
within 6 months after the effective date of this order, which changes the
rate structure-of its intrastate WATS to & structure parallel to that in
effect for interstate WATS with no increase in net revenue.

9. Pacific shall include as a part of its next major rate
application an alternative rate design including a proposed tariff
revision covering the expansion of measured business services in
exchanges where single message rate timing for residence services
is oxr will be offered. 1In addition to a proposed tariff revision
Pacific shall provide a study containing an implementation schedule
and the revenue requirement associated with the expansion of measured
business service. All customers who might be affected by the
proposed tariff revisions shall be provided written notice that such
a proposed tariff is being considered by the Commission.

10. Pacific, Genmeral, Continental, and Citizens shall submit,

‘s a part of Pacific's next major rate application, testimony and

exhibits which address the feasibility of implementing ORTS in all
exchanges which presently receive "in'" ORIS calls, the revenue
requirement in terms of added plant and additional expenses associated
with the expansion ¢of ORTS over these additional routes, and the
customer billing effects associated with implementing ORTIS over the
additional routes. Pacific, General, Continental, and Citizeams shall
also provide written notice to each of its customers who would be
affected by the implementation of ORTS over the additional routes
prior to submission of the testimony and exhibits.

11. Pacific, Roseville, General, and Citizens shall submit,
as a part of Pacific's next major rate application, testimony and
exhibits which address the feasibility of implementing ZUM service
over the additional routes as set forth in Appendix O of Exhibit 242,
the revenue reguirement in terms of added plant and additional expenses
associated with the expansion of ZUM over these additional routes, and
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the customer~billing effects associated with implementing ZUM over
the additiondl routes. Pacific, General, Roseville, and Citizens
shall also provide written notice to each of its customers who would
be affected by the implementation of ZUM over the additiomal routes
prior to submission of the testimony and exhibits.

12. Continental shall reduce its billing surcharge in the amount
of $9,000,000 per year to reflect increased settlement revenues it
will receive from Intrastate toll service and extended area service
by the rate increases granted.

13. On or after the effective date of this order, each
respondent in OIL 81 is authorized to file foreign exchange service
tariffs consistent with the revised basic exchange rates of Pacific,
as set forth in Appendix B of this order,and,concurrently, to
cancel or modify its present tariffs to make them consistent.

.Such £iling shall comply with General Order 96-A. The effective
date of the revised schedules shall be 5 days after the date of
filing.

14. The stipulation by Pacific and Allied concerning mobile
telephone service is adopted.

15. Within 60 days from the effective date of this order,
Pacific shall file with the Commission a financing plan indicating
proposed capital offerings for the two-year period October 1981-
October 1983.




5.5984% et al. ALJ/ks/w */ks *

Y

16. A prehearing conference is scheduled for August 25,
1981 2t 10:00 a.m. in San Francisco for the purpose of detexmining
the nature of and times and places for furcher hearings in this
proceeding on these subjects: .

)

o. An appropricte method for allocating to the
proper user any net stranded investment as a
result of Pacific's migration strategy and
the cstablishment of nonregulated opexations
on Marech 1L, 1982, as recuired by the FCC
Computer Inguiry 1L decision.
Capital costs ¢nd expenses of establishing che
nonregulated operatioas by Pacific .refexred
to In Owdewinag Paragraph 16.2.
se=udies by Pacific and the staif zo detexmine
the kinds of cquipment which may have been
retired prior to being fully depreciated, the
associated amount of undepreciated or stxended
investment, and 2 method for recovering fairly
any stranded invesiment.
A determinaczion of equitable methods for
developing cost of service studies for ratemdkiag
such as zhe GE-100 method.

e. Sale of Pacific cquipment o users.

£. Depreciation zates used for ratemaking.
17. Pacific shall nlace advertzisements in newspapexs of
general cizeulation that detail the rate increases authorized by this

decision at least 10 days prior 26 the cffective date of the rates.
18. The rates

authorized in this decision shall be subject o
refund upon further

order of the Commission only on any accunmulated

weserve in comnection with che AAA/AA treatment of agccelerated
depreciation.

19. pacific shall and the staff and any other parties to this

proceeding who wish to do so may, by September 15, 1981, file proposals
for the sale of egquipment to consumers.

20. The staff shall monitor the earnings ©f the
tolephone companies to ensure that reveaud increasecs resulting from

.this decision do not produce excessive carnings for tne indenendents.

-229-
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2.. Interest on amounts subject to refund shall be computed l/
by applying the Federal Reserve Board Commercial Paper Rate, 3-month
Prime, published monthly in Federal Reserve Boaxd Statistical
Release G-13 with monthly compounding.

The effcctive date of this order is 5 days from today.
Dated AG 4 1981 , 2t San Francisco, California.

L
7
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LIST OF APPZARANCES

Applicant: Walter J. Sleeth, Diane 3. Prescott, Randall Z. Cape, and
Paul H. Lte, Attorneys at Law, for The Pacific Telephone and
Telegraph Company.

Protestant: Richard S. XKoof and Jose E. Guzman, Jr., Attorneys at Law,
for Southern Paciiic (Communications Company.

Interested Parties: Orrick, Herrington, Rowley & Sutcliffe, by
James F. Crafts, Jr., and Robert J. Gloistein, Attorneys at law,
and rdchard Pieifer, for Continental Telephone Company of
California; A. M. Hare, R. E. Snyder, Jr. and Kenneth X. OCkel,

ttorneys at Law, by Kenneth XK. Okel, and Xichard L. Ohlsen,

for General Telephone Company oi California; Warren A. Palmer
ané Michael F. Willoughdby, by Michael F. Willoughdy, Attorney at lLaw,
for Cal-Autofone, Radio Zlectronics Procucis Corp., Chalfont
Communications, Incdustrial Communications, and Peninsula Radie
Secrezarial Service; Antone S. 3Sulich, Jr., and Allen Crowa,
Attorneys at Law, for California Farm Zureau Federation;
william L. Knecht, Attorney at Law, for Telephone Users'
League; Stanley Sackin and Morrison & reoerster, by James P.
Bennet:t, Attorney at Law, for Telephone Answering Services of
California, Inc.; Ann Murphy, Attorney at Law, for Toward Utility
Rate Normalization (TOUXNJ; Eraham and James, by 3oris H. Lakusta,
David J. Marchant, ané Thomas J. Mac3ride, Attorneys at Law, ior
California Hotel and Motel Association; Virginia Bane, for
Tel Rad, Inc.; 3robeck, Phleger & Harrison, by Gorcon Davis,
William H. Booth, and James M. Addams, Attorneys at Law, for
Califiornia retailers Association and Tele~Communications Association;
McKenna, Wilkinson & Xittner, by Joseph M. Kittner and Norman P.
Leventhal, for American 3roadcasting Companies, Inc. and G55, 1nC.;
Carl fAilliard, Attorney at Law, for Delphi; Virginia Lvons, for
Lyons Answering Service; Robert W. Whitehead, for lhe Yroze Zxchange
Answering Service; Joel A. niiron anc kathrvm 3eck, for Californi
Interconnect Association; David A. Artson, for Artson Answering
Service; John L. Mathews, Attorney at Law, for Executive Agencies
of the United States; Allen B. Wagner, Attorney at law, for
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The Regents of the University of California; Gold, Herscher,
Marks & Pepper, by Lessing E. Gold, Attormey at Law, for western
Burglar & Fire Alarm Associatlon; Dinkelspiel, Pelavin, Steefel &
Levitt, -Dy David M. Wilson, Attorney at law, for Allied Telephone
Companies Assoclation; xnoss J. Cadenasso, for California
Association of Utility Snareholders; surt Pines, City Attorney,
by Zd Perez, Attorney at Law, for the City of Los Angeles; George
Agnost, City Attorney, by Leonard L. Snaider, Attorney at Law,
and Rovert R. Laughead, P.z., for the City and County of

San Francisco; John Witt, City Attorney, by William S. Shaffran,
Deputy City Attorney, and Ronald L. Johnson, Attorney at Law, for
the City of San Diego; Alverto Saldamando, Carmen zZstrada, and
rRobert Gnaizda, Attorreys at Law, and Jose Guerrero, for
Mexican-American Political Association, League of United Latin
American Citizens, American G.I. Forum, IMAGE, and Los Padrinos;
James Nelson, for County of Los Angeles, Department of
Communications; Linda Hendrix McPharlin, Attorney at Law, and

W. K. Edwards, for Sonitrol Telephone Assistance; William B.
Hancock, for Cut Utility Rates Today (CURT); and Manuel Kroman,
Sidney J. Webb, and Mel Hanberg, for themselves.

Commission Staff: Rufus G. Thayer, Jr., Attorney at Law, and
. R. M. Moeck, T. Lew, and J. Pretti.

(END OF APPENDIX A)
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Appl. or
Case No.

A-3920¢

A=28643

A~49142

APPENDIX B
Page 1
The Pacivfic Telephone and Telegraph Company
MAJOR FORMAL RATE PROCEEDINGS
Yeaxrs 1957-1980

Decision Date

Deseripsion Number  Decided Re‘erence

The Company was granted an interim

rate increase of $12,066,000 annually

by Decision No. 55836. By final ¢rcer,

Decision No. 56652, an additional

increase of $15,456,000 annually in 55836  12-10-57

56 CPUC 80

rates was authorized. 56652 5~ 6~58 56 CPUC 277

Commission investigation on its own
motion into the rates, tolls, etc. of
the Company, Interim Decision No.
67369 called for $40,722.000 annual
reduction in revenues and retroactive
refunds to customers of amounts cole
lected from beginning of investiga-
tion, July 25, 1952, Decision No.
67498 cenied rehearing. Decision No.
67495 staved the order to recuce
rates anc Lo make refunds pencing
review by California Supreme Cours,
10 which the Compeny has amnealed.

On April 28, 1985 the Supreme Court
upheld the rate reduction but annulled
the retroactive refunds prior %o

July 20, 1964, Decision No. 6506
1ifted stay on interim order ang¢ made
reduced rates effective as of July
20, 1964 and ordered the Company to
file 2 plan for refunding amounts
collected from customers on and afzer
July 20, 1964, Fimal Decision No. 6736¢

. 71575 maintained the ne: overall re- 67488

venue reduction ordered in interim 67489
decision but rearranged the rate 69069
structure. 71575

The Company was grantec a rate in-
crease of $6,100,000 annually. 71350

The Company was granted a rate in-
crease of $50,200,000 ennually. 74917

62 CPUC 775
62 CPUC 105
€3 CPLC 117
64 CPUC 318
66 CPUC 415

66 CPUC 248

69 CPUC 53
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€-8858

A-52794

A-53587

A-55214"

A-55492
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The Pacific Telephone and Telegraph Company

MAJOR FORMAL RATE PROCEEDINGS

- Years 1957-1980

LI

Description

The Commission initiated an investi-
gation into the treatment for rate
making purposes of the Western glectrig
Co. prices and the California
Corporation Franchise tax.

Decision No. 78851 granted the Company
a rate increase of §143,000,000.

Several parties appealed this decision.
Upon reviewing the matter, the Califor-

Decision
Number

76726

nia Supreme Court annulled the Commission's

decision and directed that all monies

collected under that decision be refunded.
Decision No. 80346 ordered the Company %0

make refunds. Decision No. 80347
reconsidered the Company's application

in light of the Supreme Court's decision 78831

and granted the Company & rate ingrease
of §55,400,000.

Decision No. 79873 granted the Company
a $70,000,000 rate increase. The
ingcrease was reduced to 568,900,000

by Decision No. 79941. Decision Ne.
80348 reaffirmed the rate increase
granted by Decision No. 79941.

Decision No. 83162 granted the Company
a $183,300,000 rate increase.

Decision No. 85287 aranted the Company
a $65,200,000 rate increase. Dec¢ision
No. 87827 reduced the rate increase by
§7,500,000.

Decision No. 88232 granted the Company
2_$12,800,000 rate increase. Decision
No. 90362 reduced the rate ingrease by
$5,817,000.

80346
80347

79873
79941
80348

85287

87827

g8232
90362

Date
Deciced

1-27-70

§-22-71
8- 5-72
8- 5-72

4- 4-72
4-11-72
8- 5-72

7-23-74

12-30-75
9- 7-77

12-13-77
6- 5-79

Reference

70 CPUC 642

72 CPUC 327

73 CPUC 222
73 CPUC 3
73 CPUC 769

77 CPUC 117

79 CPUC 240
82 CPuC 57
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Appl. or
Case Ne.

A~57465

A-58223

A-53587
Remand

APPENDIX B
Page 3

The Pacific Telephone and Telegraph (Company
MAJOR FORMAL RATE PROCEEZDINGS
Years 1957-1980

Decision Pate
Descrintion Number Decided

Decision No. 90842 granted the Company
a $22,300,000 increase in directory
advertising rases. 90842 9-25-79

Decision No. 90642 reduced rates by
$62,200,000. Following pexitions

for rehearing, Decision No. 90916

changecd the emount from & rate

reduction €0 2 rate ingrease of

$1,300,000 and granted rehearing

10 consicder the effect on rate of

return 0f higher dedt and preferrec

stock ¢costs. Decision No. 91121

granted $36,600,000 to offset these

costs. Decision No. 91062 made the

rates in Decision No. 90919 subject

to refund pending consideration of

a petision for rehearing by the

cities of Los Angeles, San Diego,

ané San Francisco. Decision No.

51355 grante¢ limited rehearing to 90642
determine whether the deley in 90919
implementation of the IUM plan 91062
resulted in unsupported revenues 91121
flowing to Pacific. 91355

Decision No. 83152 was remanded %0
the Cormission for consideration

of alternative treatments of accelerated
tax depreciation and investment tax
credits. Decision No. 87838 ordered
refunds of $205,585,000 through
December 31, 1977 and rate reductions
for 1978 of $60,494,000. The orcer
was stayed pending appeal in state
and federal courts. After the
appeals were denied, the commission
held hearings in 1979 on refund

plans and motions t0 set future

rates on normalization subject to
refund pending determination of tax
1iability by federal courts.

Reference
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The Pacific Telephone and Telegraph Company
MAJOR FORMAL RATE PROCEEDINGS
Yeaxrs 1957-1980

Appl. or Decision Date
Case No. Description Number Decided Reference

A-53587 Decision No. 91337 ordered refunds

Remand for the perio¢ from August 17,

(continue¢) 1974 to February 13, 1980 and
authorized rates after February 13,
1980 on a full normalization basis 82 CPUC 545
subject to refund.

A-59269 Decision No. 91495 granted
OII 63 $227.2 willion increase based
on test year 1980 on interim
basis. $30.1 of the $227.2
was rescinded by Decision
No. 92542 on the bases of no
. showing and improper notice.

(END OF APPENDIX B)
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THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Petimated Results of Total California Operations

Test Year 1981 ~ Present Rates

(Dellars in Thousands)

Operating Revenues
Operating Expenses & Taxes

Curzrent Maintenance

Depreciation & Amortizatien

Traffic Expenses

Commercial Expenses

Gen. Office Salaries &
Expenses

Operating Rents

Gen. Services & Licenses

Balance Qther Oper. Expenses

Total Oper. Expenses

Operating Taxes-Federal Income
Cal. Corp. Franch.
Social Security
Other
Total Expenses & Taxes

Net Revenues

Avg. Net Plant & Working Capital

Telephone Plant-in=-Service

Telephone .Plant Under Const:r.

Property Held for Fut. Tel. Use

Telephone Plant Acquisition Adj.

Working Cash Allowance

Material and Supplies

Less: Depreciation Reserve °

Less: Reserve for Deferred Taxes
Total Rate Base

Rate of Return

Seafs

$ 6,380,016

1,565,530
£52,566
406,256
706,121

355,621
51,889
55,515

567,628
4,565,126

300,436

52,198
132,305
130,488

Pacific

$ 6,544,368

1,705,134
896,221
417.822
730,766

371,513
54,422
88,355

669,116

4,933,339

186,124

65,635
138,882
136,897

Pacific
Exceeds
Stafs

$ 164,352

135,604
43,655
11,566
24,645

15,892
2,523
32,840
—101.488
368,213

(114,312)
13,437
6,577
6,409

5,180,553
1,199,463

15,683,907
2,920

228,165
130,678
2,934,645
1,485,707

5,460,877
1,083,491

16,008,289
2,910

303,17¢
149,946
2,924,240
1,485,377

280,324
(115,572)

324,382
0

75,013

19,268
(10,503)

9,670

11,625,308

10.32%

{Red Figure)

12,044,806
9.00%

419,498
{(L.32)%
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THE PACITIC TELEPHONT AND TELUCRADL COMPANY

“Estimated Results of California Introstate Qperations
- Test Year 1981 - Present Rates
(Dellaszs in Thousandsn,

Qperazing Revenuves

Local Service Revenues

70ll Service Revenues

Miscellanecus Revenues

Uncollectibles
Total

Operating EXpenses § Taxes

Current Maintenance

Depreciation & Amorsization

Traffic Expenses

Commezclial Zxpenses

Gen. Office Solaries &
Expenzos

Operdting Rents

Cen. Services & Licenses

DBalance Quher Oper. Expenscs

Total Opez. ExXpenses

Operating Tuxes=Federsl Income
Cal. Cozp. Franch.
Social Security
Other
Total Expenses & Taxes

Net Revenues

Ava. Net Plant § wWorkima Capital

Telephone Plant=-in=Service

Telephone: Plant Uader Const:.

Property Held for fut. Tel. Use

Telephone Plant Acquisition Adj.

Working Cash Allowance

Material and Supplies

Lecs: Depreciation Reserve

less: Reserve for Deferrzed Taxes
Total Rate Base

Scaff

$2,375,863
2,079,818
339,800
(51.177)

4,744,304

1,135,282
639,510
318,625
282,375

278,569
41,552
41,514

428,826

3,460,254

192,087
28,460
100,065
57,57%

3,884,445

859,859

11,728,-26

2,180

Pacific

$2,452,050
2,130,704
323,646

(62,042

Pacifie
Excecds
Staff

$ 76,187
50,886
(16,154)
(10,865)

§,844,358

1,227,507
672,897
328,963
607,042

287,844
42,205
66,072

498,674

100,054

92,125
33,387
10,238
24,687

9,275

552

2,558
69,848 .

3,731,008

1.1,850

9,363
103,507
102,362

264,750

(80,237)

(19,097)
3,442
4,783

4,058,085
786,27

1,987,450
2,227

229,621
113,021
2,164,230

1,107,460

173,642
(72,587)

259,032
§7

56,381
15,378
(42,623)

{9,187

9,060,647

382,658

Rate 0f Return : 8.68% (1.23)%

{Red Tiguze)
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THE PACIFIC TELEPHONE AND TELLGRAPH COMPANY
Zatinated Total Operating Revenues = Test Year 198l ~ Present Rates

-

-
- -

Local Service Revenues

Subscriber Station Rev.

Public Telephone Rev.

Service Stations

Intra. Local PL & Qther

Inter. Local PL & Other
Subtotal

Toll Service Revenues

Intrastate Toll

Interstate Toll
Subtotal

Mizcellaneous Revenues

Dizectory Adv. & Sales

Other Miscellaneous Revs.
Sudbtotal

Total Before Uncollectibles
Uncollectible Revenues
Total Before Adjustments

Marketing & Competition
. 91495 (Incl. Adv. Ltr.
13641)
FCC Decision ID No. 80-297
Traffic Expense Adj.
Ajusted Oper. Revs.

Tran. to Long Line Adj.
Rescinded Advice Ltr. 13641
Recast Operating Revs.

-
. *

$2,123,199
56,000

250

38,580
2,280

{(Dollars in Thouzands)

racific

Pacific
Exceeds
Staff

£2,191,950
63,517

276

38,500
2,280

$ 68,752

7,517

26
80}

0

Adogted

$2,123,200
56,000

300

38,600
2,300

2,220,309

2,038,028
1,643,806

2,296,523

2,086,155
1,722,078

76,214

48,127
78,273

2,220 r‘OO

1,984,000
1,643,800

3,681,834

289,200

50,600

339,800
6,241,943

(75:304)

6,166,639

(5,300)

243,065
28,375

80

6,428,859

(16,191
{32,652)

3,808,234

280,480
43,166

126,400

(8,720)
(7.434)

3,627,800

289,200
50,600

323,646
6,428,403

_(85,168)

6,343,255

{9,300

283,065
0
0

{(16,154)

186,460
(9,844)
176,616

0
0

(28,375)
(80)

339,800
6,188,000

(74 ,500)

6,113,500
(9.300)
243,100

26,400
100

6,577,020
Y

(32,652)

148,161

16,192
0

6,375,800

(16,200)
(32,700)

6,380,016

¢,%34,368

{Red Figure)

163,352

6,326,900
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~HE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Ectimated and Adopted Maintenance Expenses

Total QOperations -
(oollocs

Repairs ¢f Qutaide Plant
Test Degsk WOk
Regairs of Centzal Qfc.
EGuipe. ‘
Repairs &f Station EQuip.
Repaizs ©f Zldgs. & Grouncs
Maintaining Transmiction
POwes
er,. Miimzcensnce Zxpence

Subtonal
Slegericol
Reduction of

Lxp.
Allogcasion of ?

Sun=otal Adlesuments
~otal Maimtenance IXFense
Deprec. SL=RL Agjucoren
Adjusted Maintenance INDS.

Affiliated Inm. ALY,
“ran. te Long Line
wage Conaract Adj.

Regact Mainterance IXIC.

in Thousands)

Paciiic

Test Year 1981 -~ Present Rates

Facific
Exceeds
Sealf

ropted

262,300
250,853

262,300
250.833

513,657
458,599
55,088

567,195
13,949
56,499

13,806)
146) 136)

0
[*

53,538
55,350

1,410

(5,668)
!

$ 262,300
250,900

516,300

488,500
55,100

33,900
29,700

108,635
1,400

3,806
0

1,635,700
(4,400)

(3,8C0)

52293 (36)

8.206

(8,200}

L,593,604 1,706,851

11,317

112,837
(472)

1,628,500
{800)

1,705,134

(Re¢ Figure)

112,365

14,837
17,748
19,3463

13%,604

1,627,700

{7,600
(17,700)
9,300

1,611,700
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THE PACIFIC TELEPNONE AND TELEGRAPH COMPANY

Estimated and Adopted Depreciation Expense
Total Operations -Teat Year 1981 - Present Rates

Depreciation Expensc

Allocation to Revada
IDC Rate Adjustment
IDC Short=Term CWIP Adj.

Total Deprec. Exp.

Remaining Life Adj. to Other
Operating Expenses

a.
b.
<.
d.
e.

Maintenance EXp.
Traffic Expense
Commercial Exp-
Bal. Oth. Exp.
Total (a. to d.)

Total Adj. Depreciation Exp.

Reversal of Cl. Acc. Amts.
{Reassign to proper accts.)

Affiliated Int. AQdJ.
Recast Depreciation Exp.

Adjustments:

Modernization

Staff

$859,923

(2)
{307)
—2.459

862,054

(845)
(16)
(78
(62)

(1,00))

861,053

1,001

{9,488)
852,566

(bollarzs in Thousands)

Pacifie
LA AS

$897,927

(21)
(307)
—2.533

900,058

(1.317)
(24)
(122)
(97)
{1.560)

898,498

1,560
(3.837)
896,221

(Red Figure)

Pacific
Exceeds

Staff

$38.004

e}
0

4
38,004

{472}
(8)
(44)
(3%

Adoated
$855,900

{300)

2.500

862,100

(559)
37,445

559
5,651

1,000

861,100

1,000
(9,200)

43,655

852,900
400
853,300
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e THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Traffic Expenses
Total Operations - Test Year 1981 ~ Present Rates
(Dellars in Thousands)

Pacific
Exceeds
Staff Pacifie Seaff

Cenl. Traffic Supervision $ 47,179 $ 48,342 $ 1,163 $ 47,200
Serv. Inspec. & Cust. Instr. 9,219 9,219 0 9,200
Operators wWages 283,007 296,848 13,842 283,300
Rest and Lunchrooms 926 980 54 900
Operatorg Employment & Train. 13,974 14,536 562 14,000
C.0. Stationery and Printing 9,593 9,753 160 9,600
C.0. House Serviges 3,245 3,380 135 3,200
Misc. Traffic Ofc. Exps. 34,831 35,563 732 34,800
Public Telephone Exps. 200 413 213 200
Joint Traffic Expenses—CR. (453) {453) 0 {500)

Subtotal Before Adjis. 401,721 418,581 16,860 401,900
Decision 91495 Adj. {735) (735) Q {700)
Total Traffic Exps. 400,986 417,846 16,860 401,200
Deprec. S.L.~ R.L. Adj. (16) (24) (8) -
Adjusted Traffic Expenses 400,970 417,822 16,852 . 401,200

Tran. to Long Line (2,406) ] 2,406 {2,400)
Wage Contract Adj. ) 7,692 0 {7,692) 7.700

Recast Traffic Exps. 406,256 417,822 11,566 406,500

(Red Figure)
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APPENDIX D
. THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Commercial Expenses
Total Operations - Test Year 1981 - Present Rates
(Dollars in Thousdnds)

. Pacific
Exceeds
Pacific Seaff Adopted
——-——-——-—————-—h—-——

Genl. Commercial Admin. $107,519 $116,106 $ 8,537 $107,700
Advertising 24,000 27,873 3,873 24,000
Sales Expense 82,524 86,641 4,117 82,500
Connecting Co. Relations 1,059 1,L36 77 1,100
Lo¢. Coomercial Opers. 332,367 342,939 10,572 335,400
Public Telephone Corms. 22,055 22,751 696 22,100
Directory Expenses 136,328 136,345 17 136,300

Other Commercial Exps. —_— _——t0 —_— 100
Subtotal Before Adjs. 705,902 733,841 27,935 709,200

Prior Advertising
Disallowances (2,876 (2,846) 30 (2,900)
Open Line Advertising Adj. (500) ) S00 (1,000)

Multistate Marketing Adj. {5,7138) ] 5,718 {5,700)
Subtotal Adjustments (9.094) {2,846) 6,248 (9,600)

Total Commezcial Expenses 696,808 ) 730,995 34,187 699,600

Dues and Donations Ad3. {107 (o7 ¢ (X100
Deprec. S.L.=-R.L. Adj. (78) {122} (44) {100)

Adjusted Commercial EXpS. 696,623 730,766 34,143 699,400
wage Contract Adj. 9,498 0 (9,498) 9,500
Recast Commercial Exps. 706,121 730,766 ‘24,645 708,900

(Red Figure)
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THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted General Office Salaries and Expenses
-~ Total Operations ~ Test Year 1981 = Present Rates
- (bellars in Thousands)

Pacific
Exceeds
Pacific Staff

Executive Department $ 1,872 $ 1,902 30
Accounting Department 173,215 187,004

Treasury Department 9,226 9,226 0
Law Department 8,447 8,447 0
Other Genl. Ofc. . 165,857 165,857 0

$ 1,900
181,000
9,200
8,400
165,900

Subtotal Before Adjs. 358,617 372,436 13,819

Citizenship Activities (124) (124) ]
Legislative Advocacy (521) (521) 0
Shareholder Visits (382) (382) 0
Antitrust Activities (378) 0 378

366,400

Subtotal Adjs. (1,405) _(1,027) 378

Reassign Adjs. %o Proper Accts.

a. Dues & Donations (L17) (117) 0
Reverse Overhead lLoading for:

b. Citizenship Activities ) 27 .0
¢. Legislative Advocacy ) 22) 107 0
d. Shareholder Visits . bl ek
e. Subtotal Adiys. 104 104 v

Adjusted Genl. Ofc. Exps. 357,316 371,523 14,197
Wage Contract Adj. (1,695) 0 1,695

100
365,100
(1,700}

Recast Genl. Ofc. Exps. 355,62) 371,513 15,892

.

(Red Figure)

363,400
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THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Other Operating Expenses
Tetal Operations - Test Year 1981 - Present Rates

{(Dollars in Thousands)

Pacific
Exceeds
staff Pacific Seaff

Adopred

insurance . 960 960 0
Accident & Damage 2,405 2,405 0
Operating Rents 51,889 54,412 2,523
Relief & Pensions 559,669 630,202 70,533

" Genl. Service & Licenses 55,515 - B8,35% 12,840

QOther Ixpenses 62,435 64,093 1,658
Expense Charged to Const. (32,629) {34,.433) {1,804)

$ 1,000
2,400
51,900
630,200
57,500
62,400
(32,600)

Subtotal Before Adjs. 700,244 805,994 105,750

Exclusion of Dues & Donations (738) (647) 91
Relief and Pensions 419 419 0
Decision 91495 (Incl. Advige

Lte. 1364)1) 7,463 7,463 0
Pioneer Activities (195 0 19%

Subtotal Adjustments 6,549 7,235 286

772,800

{(700)
400

7,500

7.200

Total Other Oper. ExXpenses 7C7.,193 813,229 106,036

Reformat - Reassign adjs. to
proper accts.
a. Dues & Donations
(Coamercial Bxp.) 107
Dues & Donations
(G.0O. Sal. Exp.) 117
Depr. S.L.=R.L. (Bal. Oth.) (62)
Pen. & Payroll (Bal. Oth.
Overhead Loading) (221)
Dues & Donations (Gen. Ofc. 3 ») 0
* Overhead Loading) 38 38

780,000

Subtotal (15) (35)

Traffic Bxp. Adj. 44 o} 44
Tran. to Long Line (3.,781) 0 3,781
wWage Contract Adj. {27.,123) ) 27,113
Rescinded-Advice Ltr. 13641 —i1.296) (1.296) 0

(3,800)
(27,100)
(1.300)

Recast Other Oper. EXDS. 675,032 811,882 136,851

{Red Figure)

47,800 .




A.59849 et al. ALY/ ks/bw/ks

APFENDIX D
Page 10

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
Estimated and Adopted Taxes Other Than Income

Total Operations ~ Test Year 1981 - Present Rates
(Dollars in Thousands)

racitic
Exceeds
Seatf rFacific Staff Adoptec

Operating Taxes

Ad Valorem Taxes ' $124,486 $130,895 S 6,409
State Gross Receipts 892 892 0
Other State L lLocal Taxes 5,105 5.105 0

Subtotal 130,482 136,892 6,409
Payroll Taxes

Calif. Unemployment Insur. 11.300 11,858 558
Fed. Unemployment Insur. 3,955 4,151 196
Fed. Insur. Contribution

Act 116,522 122,916 5,994
Subtotal 132,177 138,925 6,748

Subtotal Before Adis. 262,660 275,817 13,157
IDC and Taxes on Land 6 6 o]

Total Taxes Oth. than .
Income 262,666 275,823 13,1%7

Pension & Payroll Taxes Alj.

Payroll (43) (43)
Other (1) (1)

Adjusted Total Taxes Other
Than Incone 262,622 275,779 13,157

Tran. to leong Line {1,057) 0 1,057
Wage Contract Adj. 1,216 0 (1,216)
Traffic Bxp. Ad]. 12 4] (12)

Recast Total Taxes Other ,
Than Income 262,793 275,779 12,986 $262,800

) Adjust for Adopted Expenses 70
Total Adopted Expenses 263,500

(Red Figure)
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APPENDIX D
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THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated Rate Base -~ Present Rates - 1981
(Dollars in Thousands)

Toral Operations

Telephone Plant-~in~Service
Telephone Plant Under Constr.
Property Held for Put. Tel. Use
Telephone Flant Acquisition Adj.
Woricing Cash Allowance

Materials and Supplies

Less: Depreciation Beserve
Less: Reserve for Deferred Taxes

Total. Rate Base

Staffl

315,683,907

2,910

228,165
130,678
2,934,645
1,485,707

Pacifice
$16,008,289

2,910

3,178
LT,9L6
2,92L,1L0
1,495,377

Pacific
Bxceeds
Starf’

$324,382
0

75,013
19,268
(10,505)

9,670

Adopted
$15,708,700

2,900

170,000
133,700
2,935,900
1,489,600

11,625,308

12,044,806

California Inirastate

Telephone Plant-in-Service
Telephone Plant Under Consir.
Property Held for Fut. Tel. Use
Telephone Plant Acquisition Adj.
Woriing Cash Allowance

Materials and Supplies

Less: Depreciation Reserve
Less: Reserve for Deferred Taxes

Total Rate Base .

$11,728,L26

2,180

173,250
97,643
2,206,853
1,116,657

$11,987,458
2,227

229,631
113,020
2,164,230
1,107,460

49,498

$259,032
L7

56,381

15,378
(62,623

(9.1

11,589,800

11,747,000
2,200

129,100
99,900
2,207,800
1,119,600

8,677,989

(Red Figure)

9,060,6L7

382,658

8,650,800
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THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

Estimated and Adopted Telephone Plant~In-Service
Total Operations - Test Yesr 198L - Present Rates
(Dollars in Thousands)

Beginning~of~-Year Balances
WCighted AVgt ‘Net Adds.

Total Weighted Avg. Tel.
Plant-in-Service

Alocation to Nevada
Plant Verification
JDC Rate Adj.

IDC on Short~Term Jobs
IDC on Taxes on Land

Subtotal Adjis.

Total Tel. Plant-in-Service
. Affiliated Int. Adje.

Recast Tel. Plant-in-Service

Adjustaent ~ Modernization

Adjustment ~ IDC Interest Rate

Adopted Plant

Staf’

$14,920,300
897,100

Pacific

$15,0L4,626
1,019,762

Pacific
Exceeds
Staf?

$104,326
122,662

15,807,400

(1,092)

52,016)
8,395)

67,164

(3;1L7)
5L,51L
15,86%,914
(178,007)

15,683,907

16,034,388

(1,092)
(2,016)
(8,395)
57,L6L

{117

226,988

5iySLL

16,088,902
(80,613)

16,008,289

(Red Figure)

25,988
97,394
324,382

THE PACITIC TELEPHONE AND TELEGRAPH COMPANY

Bstimated and Adopted Property Held for Puture Use
Total Operations - Test Yesr 198L - Present Rates
{Dollars in Thousands)

Prop. Held for Puture Use
IDC and Taxes on Land Adj.
. Recast Prop. Held for Put. Use

Stafe
$ 358
2,552
2,910

Pacific

$ 338
2,552
2,910

Pacilic
Exceecs
Stalff

$ 0
0
o)

$15.861,900
{173,100)

15,688,800

15,800

4,100
15,798,700
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THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY

rimated and Adopted Materials and Supplies
Total Qperzations « Test Year 1981 - Present Rates
(Dollars in Thousands)

Pacitic
Excecds
Staff Pacifie Staff

Materials and Supplies $134,052 $150,614 $16,562
Circuit~Paks Adj. (2,652) (668) 1,984 -
Adjusted Materials and Supp. 131,400 149,946 18,546

Affiliated Int. Adj. (722) 0 722
Recost Materials and Supp. 130,678 149,946 19,268

(Red Figuze)

Adonted
i —

$134,100

(400)
133,700
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o THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY
Pstimdted and Adopted Depreciation Reserve and Deferred Tax Reserve

-= {Dollars in Thousands)

Begin. of Yr. Deprec. Reserve
Deprec. Expense

Deprec. Clearing Accounts
Retirexents

Gross Salvage

Cost of Removal

Other

Staff

$2,855,895

859,923

16,832
(616,900)

55,521
(86,366)
€00

pacific

- Total Operations - Test Year 1981 - Present Rates

Pacific
Exceeds
seaff

Adopted

$2,836,560

897,927

15,811
(666,000)

59,940
(93.,240)
_£00

$(19.335)

38,004
(1,021)
(49,100)
4,419
(6,874)
o]

End-of=Yr. Deprec. Reserve
Net Additions to Reserve
Weighted Adds. to Reserve

3,085,505

229,610)
117,338

3,051,598
(215,038}
185,494

Weighted Avg. Deprec. Reserve

Allocation to Nevada
IDC Rate Adjustment
.IDC Short=Term CWIP Adj).

2,973,230

{133)
(876)
2,084

2,941,65¢

(133)
- (876)
2,084

(33,907
14,572

(31,576)

e
0
0

Total Avg. Deprec. Reserve
Affiliated Int. AdJ.
Recast Deprec. Reserve

Adjustment for: Modernization

AMopted Deprec. Reserve

Normalized Tax Reserve
Adjust forModernization

Adopted Norm. Tax Reserve

2,974,305

(39,660)

2,942,729
(18 ,58%)

(31,576)
21,071

$2,974,300
(38,600)

2,934,645

1,485,707

2,924,140

1,495,377

(Red Figure)

(10,505}

2,935,700
200

2r9}5-90(‘-’
1,485,700
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Adopted Eatimated Resulis of Operations - 198

At - «-c_———-——-—- - —————
e
U-t -

¢ wEany e __InTzdcuite
Tt iunted Unadiussoe Acaustnes Acjusted V4
Opezating hevenues ' S 6,326,900 S 4,691,000 % 3.4 $ 4,694,500

Qzezating Exgpenses b TIACT

Cuzreat Main :rﬂancc 1,68, TN 1,280,100 1,160,100
Doprociation & ATOrSizativon 853,303 6L3,90 640,000
mralfie ”h? sO5CS 295,500 319,100 319,
Comtezrcial INDenses ~8,900 585,300 585,300
Con. Dffice Soluries "N 2563 ,.L00 285,300 } 28L.,200
Opezusing Rents 5L, 700 LY, 60 Ll.600
Gen. Services Lcenne 57,90 L3.000

Calarce Other Op« NI, 32, L00 L81,200

——————t ————

Total Oper. Dxpentes L5991, 500 3,555,500 3,555,100

Qpezasing T ; reoome | 223,200 132,400 133,000

Cal. <oy, ¢ 33,900 13,100 13,600

Sociva s ' :.33'303 "'00'200 100,200

Other 10,5 37,60 ' 97,600
ToTul Sxpensn: TaXe 5,252,200

-
net Revenues 1,005,700 i 200 795,000

Avg. Nen lant
Capital

AL g b :-5v7-)80?
cons
Y o

Telephone Plant=in-bel
Telephone Plant Undes
Prop. Held Loz Tut, Teo.
al. Plant Acquizmizion A -
Working Cash 170,000
Maszerial and Supplaes »33,700
Less:  Deprediation Res 2,735,990 2,207,800
LSS Kesvrve 10T W0 }

v L .
Taxey L, L2, 500 1L 115,500
Tota s Rase Bace 11,58 B0 3v6507800

. . e
Rate oL WeLusd -

-’

< 2,500

(END CF APFENDIX D)
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APPENDIX E

Definitions of Main Telepbones and
Equivalent Main Telephones

Main Televhones

L

These are telephones that are connected by individual, auxiliary, or
party-line circuits directly to a central office switchboard or toll
board. Connection may be by wire, radio channels, or power line
carrier channels. Only one main telephone is reported for each
individual line or subscriber on a party line. Main telephones are -
furnished dial tone by a ¢entral office and have seven- or ten-digit
numbers assigned. Additional telephones connected to the same line
are classified as "extensions” and are not counted.

Equivalent Main Telephones

These are central office lines that terminate in other than a main
telephone. They are services regquiring a seven- ¢or ten=-digit number

or an eguivalent that hac not been reported as a main telephone.

These include the following: access lines o teletypewriters; business
answering lines:; lines and trunks that connect primary centrex telephones,
centrex consoles, or centrex switching egquipment; Wide Area Telephone
Service (WATS) access lines that connect directly to the direct distance
dialing network; lines or trunks to PBX svstem; foreign exchange lines:
auxiliary lines to the same telephone; marine jacks that may be connected
to public and semipublic coin telephones etc.; or any other service
reguiring central office line switching eguipment, not reported else-
where as main telephone or egquivalent main telephone. The eguipnment

can be telephone company=owned Or Customer-oOwned but it must be able

o use the reqular exchange facilities and direct distance dial network.

Main plus Eguivalent Main Telephones

These are main telephones plus equivalent main telephones as broadly
defined above. They are essentially circuits that terminate in a central
office and would reguire or generate maintenance work for central office
plant personnel. Main plus equivalent main telephones have a high
correlation with time required for maintenance of central offices and

are therefore used as a load indicator by ATsT. Main plus equivalent
main telephones are roughly egual to total telephones less extensions.

(END OF APPENDIX E)
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' RATES AKD CBARGES

The rates, charges, rules and conditions of The Pacific Telephone and Telegraph
Company are changed as set forth in this appendix.

Basic Exchung':-Acceu Rates

Sehedules Cal. P.U.C. Noa, 4-T and 13-T, Individual Line and
Private Branch Exchange Trusk Lines Services

The following revisions are authorized:

Monthly Rate
Residence Flat Rate ludividual Lipe Service .
Exchanges Outside Metropolitan Areas $ 6.70%
Metropolitan Extended Areas
Los Angeles and San Francisco-East Bay 7.00
Orange County, Sacramento and San Diego . 6.70
Regidence Flat Rate PBX Trunk Service 1% times Residence Flat
Individual Line Rate

Buainess Measured Rate Individual Line Service
and Measured PEX Trunk Line Service
Exchanges Qutszide Metropolitan Areas 7.00%~0

Metropolitan Extended Areas
los Angeles, Orange County, Sacramento
San Diego and San Francisco - East Bay 7.00*-0

Semipublic Coin
All Exchanges 13.00*

*Plus present EAS or other rate increments where applicable,
Schedule Cal. P.U.C. No. 117=-T, Airport Intercommunicating Service
The following revisions are authorized:

Airport Intercommunicating Service
Busipess Individual Line Service:
Primary Station Lipe -
On Airport Property
0ff Airport Property
Commercial Manual PBX Service:
Trunk Lipe
Mechanized Station Service:
Trunking:
First 25 Mechapized Primary Station Lipes
Each Additional Mechanized Primary Station Lipe

Schedule Cal, P.U.C. No. 121-7T, Centrex Service
The following revisions are authorized:

Centrex Service
Exchange Access Trunking Charge
Measured Rate Service
= ESS, #5XB-First 100 Primary Lines or less
Each Additional Primary Lioe
#LO01ESS, 701 - Pirst 100 Primary Lioes or Less
Each Additional Primary Line
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' RATES AND CHARSES
%

ne Usage Measuremeni Service

Sehedule Cale— P.U.C. No. 6=T, Zone Usace Measurement Sermvice

The following revisions are authorizad:

Inisdal. Pericd Each Additional
1-Mirizte or Mimute or Portien
Zone Por+ion Thereof Thereo?l

1 (Local) 3 units 1 units
2 (9~12 Miles) 6 " 3
3 (L3=-16 Miles) g " 5

Zone Calling Unit Rate Discounts apply as follaws:

Monday Tuesday | Wednesday [Thursday | Friday

8:00 AM DAY [PATE FERIQ

To 5:00 P™ FULI RATE
g v AT AT,
5:00 PM -@J//// ING [RATE PERICD ///‘

To 11:00 PM1 v~ 3% [DISCOUNT
CELE
. 11:00 PM RATE szjpn

To 8:00 AM- _ADISCOUNT {+

Foreign Exchange Service

Scheadule Cal. P.U.C. No. 3L=T, Poreisn Exchange Service
The following revisions are authorized:
Business
Indivicdual Line Message Rate

P3X Trunk, First, Message Rate
P2X Trunk, Bach Additional, Message Rate

Residence
Residence Flat Rate Individual Line Service
‘Exchanges Quiside Metropolitan Areas
Metropolitan Extenced Areas
Los Angeles anZ San Francisce-East Say
Orange Couaty, Sacramento and Saa Diego

*No message or aonthly allowance.
#Plus EAS increments were appiicabdle.

The offering of residence individual line flat rate foreign exchange service -Zrom
those foreign exchanges which offer residence individual line measured rate ser-
vice is limited t0 existing customers. Customers with residence Individual line
flat rate foreign exchange service may continue with the flat rate service uniil
disconnection. All applicants for new service from foreign exchanges with
residence measured rate exchange service will bde fumished residence measured
rate foreign exchange service.
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RATES AND CHARGES

Service Gon@ion Charges

Schedule Cal. P.U.C. Noo 28T, Multi-Element Service Charges
‘The following revisions are authorized:

APPLICABILITY

Multi-element service charges apply to siaple individual and party~line

residence and business exchange service and facilities, except where
otherwise indicated.

CHARGES

UsoC

(1) Xiements for new and additionsal service, move
and changes and in place conmections

(8) Service Establishment, Additions, Moves, Changes
and Record Work

1+ Service Establishment
For establishing new, in place or additional
service (i.e. central office lines) -
2. Additions, Moves and Changes
For moving or changing existing service and
equipment or adding new or additionsl service
and equipment other than central office
lines :
Record Work
For record work and billing additions
and changes only -3
Central 0f{ice Comnection Work, each line
L+ Primary Service
8. Local and Extended Area Service
(Local Charge) M,
b. Forelgn Prefix Service in same
exchange or district area (FXS Charge)
¢e Foreign Exchmnge or Foreign District
Area Service with or without Foreign
Prefix Service
Contiguous (FXS Charge) 52.00¢ 52.004
Noncontiguous (FXS Charge) 99.00#  99.00#

#For individual access line, trunk line, TAS trunk line and answering line services
furnished as complex foreign exchange, foreign district area or foreign prefix services
charges of $38.25 and $85.25 in addition to the applicable charges shown in Section I

of Schedule Cal. P.U.C. No. 28-T will apply for such services furnished on a contigrous
and noncontiguous basis respectively.

-2
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RATES AND CHARGES

-
‘e,

mlti-m.e-en: Service Charges - Contimmed

(1) Elements for new and additional service, move and
changes and in place connections — Contimued

(¢) Premises Visit Charge -9 $6.25 $7.75
(d) Premises Interior Wiring Work
Per connecting point *M5 16.75 22.50
¢¢ (e) Station Handling Work
Per telephone or other terminal equipment M6 4.00 10.00
(£) Jack Charge g .

A Ttildity-provided jack is required for use with each Utility or
authorized customer—provided telephone or equipment and a Utility

or an suthorised customer—-provided station is required with each
central office line.

For exchange services other than simple individual and party line residence and

business services, see Sections I., II. and IIT. of this schedule, except where
otherwise indicated.

¢ Refer to Schedule Cal. P.U.C. No. 135-T for modular jacks and interface

arrangements.
géNot applicable to authorized customer-provided telephone.
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RATES AXD CBARCES
Multi-xlen;qt Service Charges - Continuved

Application pf Multi-Element Service Charges

-
-
-=

Charge Elements
New and Additional Per: Order Line Visit IW Sta

Service TSOC: »M1 wM2 {3 wML M9 wMs ™E
Res: $10. 9. 6. 12. 6.25 16.75 &,
Bus:z $21. 12,50 12.50 13.75 7.75 21.50 10.

Simple Service

New or additional individual
access line
With Prenises Visit:
with Ucility telephone
with authorized C-P
telephone
Without Premises Visit
with Utility or authorized
C-? telephone
New or additiocal party lize
sexvice (Utility telephone only)
With Premises Visic
Withou: Premises visit

In place comnection of individual
or party line sexrvice including
all in place statioms and supple~
mental equipment, no changes gx

: Local
New or additional Farmer Line per line
Sexrvice x - - x - - -
A Uzility-provided jack is recuired for use with each Ttility or authorized
customer-provided telephone or equipment and a Utility or an authorized
customer—provided station is required with each central office line.

¢ For Foreign Exchange, Foreign Prefix or Foreign District Area Services,
use FXS charge instead of Local ¢harge for each linme.
% Applicable”only when a premises visit is necessary
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- ' RATES ARD CHARGES

Multi-Llement Sexrvice Charges-Continued

Applicatior of Nulti-Element Service Charges

Charge Elemencs
New and Additional Pers Order Line Visit

Service - Continued TSQOC: *M1  wM2  »M3 WL *M9

e tend

Res: $10. 6. 6. 13. &35
Bus: $21. 12,50 12.5¢ 13.75 7.75

Simple Service
~ Continced

¢Extersion Service
Same exchange or district area
Continuous property )
~With Utility telephome
=With authorized C-P
telephone
Noncontinuous property
=With Ttility telephone
~With authorized C-~P
telephone

Foreiga exchange or
Foreign District area
=With Utilicy telephone
~With acthorized C-P
telephone

Additional station, same
extension line, same prexises,
sane order

Additiomal station, same
extension line, same premises
sudbsequent order

Complex Service Lecal
- New or additinmal

per lize
Farmer Line Secvice x

x -

¢ No Multi-Element charges are applicable o only add an authorized -7 .
set to the records.
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RATES AND CHARGES

-y
Sommy,

Multi-Eleie?t Service Charges-Continued

Application of Multi-Elewent Service Charges

Charge Elements
Subsequent Moves and Order Line Vigit Iw Sta
Changes ™ML a2 e ML MO #M5  eME
$10. 9. - 13, .25 16.75 k.
$21. 12.50 12.50 113.75 7.75 21.50 0.

Simple Service
Change between FXS and local
primary service (includes Per
change of telephone number) #Lline

Change of set to Design Line,
each Residence $32.00, Businvess $41.75

Consolidate or deconsolidate
»illing, each IN order

Complax Service .

Consolidate or deconsolilate
billing, each IN oxrder

¢ Each "IK" lioe for FXS or local service
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Malti-Element Service Charges-Continoed

Special Conditions

Multi-element service charges include f£ive basic elements:
Service Establishment, Additions, Moves, Changes and Record Work.

These charges apply £or customer requested work which is performed by the
Uzility. It includes the receiving, recording and processing of the
Customer requests for service to be completed on the saze date in connec—
tion with each primary service.

Service Establishument Charge

Service Estadlishment Charge applies to ome or more new, in place and addi~
tional service (line) on the same service ozder, supersedure of residence

and business service, and reconnection of business service as set forth in
this schedule. ‘

Acditions, Moves and Changes Charge .

Except as otherwise showa, the Additions, Moves and Changes charge applies
to each service order issued for customer requested additions, moves or
changes of service and equipmeat on an existing customer account.

Record Work Charge

The Record Work Charge applies when a customer requests a record or
billing addition or change which requires a service order to be issued

on the customer account without additions or changes in equipment or
facilicies. ’

Note: .-

Except as otherwise shown, the Service Establishzment, Additions, Moves
Changes aad Record Work charges apply on a per service ordes Issued basis.
Wiere applicable, more than one addition or change can be made on the

same service order without additiomal service ordes charge. Where more
than ome charge is applicable, the higher charge applies.
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Schedule Cai: Pal.Ce Noo 28-7, Residence Mocdular Conversion Program
The following revisions are ordered:
Modular Tonversion Provisions For Residence Services

A. Inward Service Orders
Only modulsr telephones snd modular jacks will be installed on
inward service orders. In addision up to four additiomal existing
nonmodilar locations will be converted to modular at no charge to
the customer. Milti-element charges will apply 0 customer recuested
new mocular locations and to the conversion of more than four exisi~
ing nommodular locations.

Outwaxrd Service Orders

ALl locations where ins-ruments are removed on outward service orders
will be converted to modular and up to four additional existing non-
podular locations, as the discretion of the utility, may also be con—
verted 0 modular on outward service orders.

Repair Visiis
Defective telephone sets will be replaced with modalar telephone sets
and the comnecting point for the replaced telephone sets will be
converted o modular. No other modular conversions will de made unless
requested by the customer in which case multi-element charges will

apply %0 such customer requested conversions except as set forth herein.
Existing Nommodu.ar Residence Comnmections

-

Le The utility will provide written notice of the provisions shown under
D. herein by bill insert to all existing customers three times at
equal 8-month intervals beginming with the first month afier the
effective date of this order.

For & period of 2 months after the effective date of this order, ihe
utility will waive the service order charge (*M2), premises visit
charge (*M9), station handling charges (*M6) and charges for standard
modular jacks when an existing customer requests modular conversion
of a residence premises where the customer is provided with simple
residence service.

The utility will, upoa request by an existing customer, convert W0
podular &1l nonmodular sets and locations where utility-provided
nonmodular sets are presently connected and convert to modular up
to four existing nonmodular comnection arrangements. Multi-Element
charges will be applicable to customer requested conversions in
excess of these limits.

After the expiration of the waiver of charges as set forth In D2
above, all customer requested modular conversions will be provided -
a% the applicable multi-element and modular jack charges then in
eflect.
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RATES AND CHARGES

Modglar Conversion Provisions For Residence Services - Continmued

5.

6.

'I'-be waiver of charges set forth in D.2. above will not be applicadble
for residence premises which have heretofore been converted to
modular under A. and/or 3. above.

Customer requests for additional services (excluding additional
central office lines and central office services) on the sanme

service order for modular conversion may be provided at the same

time as the modular conversion. The walver of the service order
charge as set forth in D.2. above will apply. The additional services
will be provided on the same order at the applicable rates and
charges for such services.
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Station Setzx -~

Schedules Cal: P.U.C. Nos, LT, 32.7. U-T and 80-T, Station Sets
The fblloaing revisions are authorized:

Each Extenrsicn Serviee "1y Rates

3usiness & Residence
Fl=t Neas.,

*Ixtensioz Teleshone
with Rotary éial $1.00
With Tzuch-Tone ’
dial 1.55

Two-garty line servies

*Extenzicn Teleshoms
With Rotazy ¢i=l
with Touch-Tone

éial
. Suburban Sexvice

*Zxtension Telerkoac
With Rotawy dial
aaly

* Provided in additisn ©n the cherges azs rates arniicadble £ thac intericr wiring.
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Station Sets ~-Continuved

Primary Station Sets

Ingiviinal Access Lines and Primary Station Services

Monthly Rates

Tasiridual Aecess Lines
#Pate for 2 Ut;lit?--*;v‘ce~

vrimary etasicn
set, excluding Princess and Trim
>

line tyres.

Rotary c¢ilal telerMone sel
Zouveh-Tone Zial 4clechone set

Srimary Statisn Sexvices
#Individual line remizublic service, ineluc-
ing & Utility-provicdesd rrimnry statiss sot

. Potar &
Touch-Tz

FTwo-ptrty lime and suburbaz rervices -
Tor a Tility-2r0 -d.c srizary suntion
exciuding Princess and Trimline types,

?ata*y ¢ial %elezhone ses tional churse
ToucheTsae ¢lal teleorthsng sat, suburban
Services excluded 3 95

The above mates are in asd % the charges ant ratesz Tor the aece

line 2f the ¢l a-q, tyoe an :rde*ci.

In‘iv*dual lin u.fub“c, -ty e anc suburbanm serviccs Laclude
3 rotary stat-, i the - tise rate.
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Station Sets = Continued

Speeliel Type Telephoae Sctc

Tack Princess telcpaont ses:

Zquippes with rotery 2ia)
Equipped with Touch-Tone dial

Ecen Trimliine teledhone ses:

Zguipped with rotery dial
Equipred with TouvcheTone diel

for access line 27

* The above vates are in addition 42 the charges and rates
o cerviee, P2 o

the clacs, type ané gracde oréered, or +o the extezsis
Centrex Line furnished o 2 customer.

(S TR,
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RATES AND CHARGES

' Mescage Toll Telephone Service
Schedule Cal. P.U.C. No. 53-T, Message Toll Telephone Service
The follewing revisions are authorized:

|

Initial Period
Station (Sent Paid)

}

[}

|

|

1

v e i cmeme = b
!

|

t

|

Each Additional Minute

DIAL & COIN -~ | ALL CLASSES OF SERVICE

B l-Minu?; 3-Minute
DAY RATE ALL DAYS/
.. e e BQURS, L

RATE
MILEAGE

P -
‘-

e . Day Rate

S AR S

1
0- 8 30.1L $0.25 s $0.06
9- 12 ollb .25 I 006
13- 16 .16 -35 ! L8
17- 20 «20 o5 ] «12
2 1' 25 '23 055 01"#
26- 30 .26 .65 17
31- 40 29 80 20
L1~ 50 233 «95 o2l
51- 70 . .37 1.05 22
Ti- 90 1.20 32
91-11¢ 1.30 o3k
111-130 1.0 .36
131-150 1.50 38
151-170 1.60 LD
171'195 1 .75 .12
196-220 1.85 A
221-2LS 2.00 AN
Over 245 2.15 ! olu5

@ Operator Assisted Messages:
In addition to the DIAL computed charge, tbe folloving surcharges are
applicable per message for operator assistance:
Station $ .75
Person $2.00
Customer Dialed Credit Card:
In addition to tbhe DIAL computed charge a surcharge of $.40 is
applicable per message for customer dialed credit card messages.

Note: Where facilities are capable of providing for placement of customer
dialed credit card messagea and the customer requests such a call to
be placed by the operator, the Operator Assisted Surcharge of $.75 will
appLy.

+ Coin Messages:

On Person messages paid for at a ¢oin box, adéd $2.00 to tbe charges computed
on a S_tation basis.

CONFERENCE SERVICE: il

Rates and Special Conditions applicadble to conference service are revised to
. the extent necessary by the changes authorized berein for two-point service.
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RATES AND CBARGES
Wide Area Teleohone Service

Schedule £3l1. P,U.C. No, 128-7. Wide Area Telephone Serrice
The following revisions are authorized:

- _ Firet O HWouwe | Pdrst 100 Hours 1 Each Ade'l Hour
QUTWARD WATS Monthly Rate ) Montlly Rate

Ooption #1 - 10 Hour

Region
State

Ootion #2 - 100 Hour

Region
State

800 SERVICE

{Inward WATS)

Ontion #1 - 10 Hour

Region
. State

wtion #2 « 100 Hour

Region
State




e
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Optional Residenge Telephone Sexvige
hedule P,U,C, N =T R

The following revisfons are authorized:

1. Option L - Community Calling Plan

Sexvice Service Charge per
Ares Offerings Community: Allowance
Rate Rate Each Exchange per 1 Minute-

Sroyp . Mileage =~ or District Arxea  Cogmunity Doy

9=12 $ 3.50 $ 6.90 $.070*
13=16 4,00 9.20 .080C
17-20 3.00 13.80 «100
21-25 5.75 16.10 <115
26=30 6.50 19.55 .130
31-40 7.25 23.00 . 145

Charges for Additiomal Additional
Allowance pex Commynity —Allovances

Doudble Ixivle @ Doyble  Irels

$ 7.00 $10.50 313,80 $20.70
8.00 12.00 18.40 27.60
10,00 15.00 27.60 41.40
11.50 17.25 32.20 48,30
13.00 19.50 39,10 58,65
14.50 21.75 46.00 69.00

@ Maximum allowance
* $.06 on ZUM Routes
w* $_05 on ZUM Routes
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s RATES AND CHARGES

Re T hone S

2. Option 2 = Circle Calling Plan

Monthly Charge

Ysage Allowance
$4.50

$3.00
Mesgsge Rate

Bach Additional
Mipyce-Day ~-tinuge=Day

$.030
« 0400
-060
070
085
«100

* $.06 on ZUM Routes

** $.05 on Zum Routes




*
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‘e Cal. P U,C, N T, 0 Calling M

The following revisions are authorized:

Bate Per Service: Each Exchange
or District Area Selected Overtine
Rate Per
*
Monthly Time Allowance Minute Over
Ong Hoyr  Iwo Wouxs  Ihyree Hours Allovance *

$2.10 $4.20 $ 6.30 $.06
2,40 4,80 7.20 .08
3.00 6.00 . 9.00 12
.45 6.90 10.35 14
3.90 7.80 11.70 17
4.35 8.70 13.05 «20

* Applies between 8:00 a.m, snd 8:00 p.m. Monday through Friday only.
Calling between 8:00 p.m. and 8:00 a.m, deily and all day Saturday
and Supnday is unlimited,
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Billing Surchizge
Schedule Cal. P.U.C. No. 36-T, Rule No. 33

The following revisions are authorized:

The present Rule No. 33 shall be withdrawn. The following shall be
fileé as Rul~ No. 33:

Pule No. 233
3illing Surcharges

A billing reduction factor of 0% applies to the recurring rates for:

L.T Individual and Party Line Service
G-7 Farmer Line Service

13-T Trunx ZLines

34-T Trunk Linmes, Individual Line, Party Lime azé Farmer Line Services
100-T Trunk Lines ang Individual Business Lines
112-7 Trunk Lines

117-T Tru=k Lines aa? Indivicusl Lines
121-T Trunk Lines ané Dormitory Lines
125-7 Trunk Lines

The billing rccuction factor applies 0 each customer's bill for the

total recurring rates for the listed services exclursive of federal and
local excise taxes.
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Business Interior Wiring and Extensions

Scheduic: Cal. P,U.C. No. 4=T Individual and Party Line Serviece

The following revisions are ordered:

Monthly Rate
Each Extension Service Business Residence
Flat Meas . Flat Meas,

Individual Access Line
With telephone, each service
requires an D0 and TEL
Interior Wiring $.30  $.30

Without telephone In commection with:
Rility-provided equipment «30 «30
Bach awthorized customer-provided
telepnone set or equipment 30 «30

Two~paxty line service
' Extension services
Interior Wiring

Suburban Service
Bxtension Service:
terior Wiring

Schedule Cal., P.U.C. No. 12-T, Private Branch Sxchanpgs

The following revisions are ordered:

Commercial, Hotel and Residence Mamual P2X Service
Morthly Bates
tatica Rates Flat Measured
Pate e

Zach Commarcial or Kotel Station

Line or extension line with z station
With rotary dial
With Touch-tone disl
terior Wirdng for Station or extension
line, each

Line withont a station
Terminating in Wtility-provided equinpment
Terminating in customer-provided equipment

Extension line withowt a station
Terminating in Utility-provided equipment
Termingting in customer-provided equipment
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RATES AND CHARGES

Business Interior Wiring and Extensions-Continued

- o=

Commerical, Hotel and Residence Manual PBX Sermrice-Continued

_ - Monthly Rate
‘Bach Residence Station Flat Measured

Rate Rate
Line or extension line with a station
With rotary dial $1.00 Not offered
With Touch=Tone dial 1.55 "

Miscellaneous services withowt stations
Lines for auwtomatic call distribhubing systenms, each «30 S .30

Paging system connecting equipment line 30 30
Series Dial PEX Service
Station Rates - Dial-Series 100 and 300
Bach Commerical or Hotel Station
Series 100

Line or extension line with stasion
With rotary dial
With Touch~Tome dial
“erior wiring for station or extension line, each
Line without a station
Terminating in Utility-provided equipment
Terminating in Lomer=-provided
instrument or key equipmens
Zxtension line withowt station
Termingting in Utility-provided equipment
Terminating in customer-provided equipment

Sexries 300

Line or extension line with station
With retary dial 1.00
With Touch-Tone dial 1.55
Interior wiring for station or extension line, each 30
Line without a station
Terminating in Utility provided equipment 30
Terminating in customer-provided
instrument or key egquipment »30
Extension line without station
Terminating in Utility-provided equipment 30
Terminating in customer-provided equipment «30




A.598L9 et al. /[ALI/ec APFENDIX F
Page 22

RATES AXD CHARGES
Business Interior Wiring and Extensions-Continued

- -

Series Dial 'PEX Service

Monthly Rate
; Miscellaneous services without stationms Flat Measured

Rate Rate
Lines for automatic call distributing systems, each $ .30 $ .30

Paging system comnecting equipment line =30 o]

Supplemental Services
Dial-Series 100 and 300

Miscellapeous trunks between dial switching
equipment and attendant position:

Each supplemental trunk from dial switching
equipnent to attendant position

Eech intercepting trunk associated with exchange
and t2ll message diverting equipment between dial
switehing equipment and attendant position

Zach vacant level trunk between dial switching
. equipment and attendant position

Modular Dial PBX Service - Class A

Supplemental attendant trunk from
common equipment to console
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- -

Business Interior Wiring and Extensions-Continued

Dial PBX Service

PEX Stations
Eack Commercial or Hotel station

Line or extension line with station
with rotary dial
with Touch-Tone dial
Interior wiring for station or extemsion
line, each

Line without a station
Terminating in Utility-provided equipment
Terninating in customer-provided
instrument or key equipment

Zxtension line without a station
Terminating in Utility-provided equisment
Terzminating iz customer-provided equipment

Eachk Manval Commercial or Hotel Station

Line or extension line with station
With rotary dial
With Touch-Tome dial
Interior wiring for statioa or extension
line, each
Line without a station
Terminating in Utility-provided equipment
Terminating in customer-provided equipment
Extension line without station
Termipating in Utility-provided equipment
Terzinating in customer-provided equipment

Miscellaneous services without stations

Lines for automatic call distridbuting
systems, each

Paging systez coonecting equipment line

Supplemental trupk between dial switching
equipment and attendant position

Monthly Rate

Flat
Rate

Measurec
Rate

$1.00
1.55

.30
.30
.30

.30
=30

$1.00
1.55

.30
«30
.30

.30
.30
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Susiness Interdior Wiring and Extensions~Continued

Schedule-Cal. P,U.C. No. 100-T Telephone Answering Service

The rénows.-:g revisions are ordered:

Secretarial Line Service

Monthly Rate
Bach secretarial line extension of a customer's Business
primaxry service terminated on cord operated rlat Message
equipment or key equipment located Rate Rate

Within the same building

Individual or Two-party Line $.30 3.30
Trunk Line 30 «30
PEX Station 30 30

Centrex Primary Station .30 30
Adrport Intercommmicating Service

Mechanized Prima=y Station - 1.45
Night Service Equipment Line 30 .30

Zach secretarial line extension of an:
Individual or Two~party Line «30
Each secretarial line extension of

P2X Tk Line .30
Centrex-Central Office Location Primary Station «30
Night Comnected Listed Directory

Number of a Centrex~Central Office location «30
Airport Istercommmication Serviee Trumk Line -

Schedule Cal. P.U.C. No. 112-T, Mechanized Switching System Sermrice

The following revisons are ordered:

-Lines, Stations and Associated Squipment Monthly Rate
" Rotary Service only

Line with station SL.50
Line without station 3.30
Line with customer-provided instrumert o key equipment 3.30
Extension line with statiom La50
Bxtension line without station 3.30
Extension line terminating in customer-srovided equipment 3.30
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Business Interior Wiring and Extensions-Cortinued
Schedule.(al. P.U.C. No. 117-T, Airport Isntercommunicating Service

The following revisions are ordered:

s ' Monthly
=" Rate

Tndivicdual Line and PBX Service
Business Individual Line Service

Each extension station line with statiorn
With rotary déial
With Touch-Tone dial

Each extension station linme without station
Terminating in Utility-provided equipment
Terminating in customereprovided eguipment

PBX Service

Stations

Line or exteansion line with station
With rotary dial
with Touch-Tone dial

Line without station

Terminating in Ttility-provided equirpment

Terminating in customer-provided equinzment
Extension line without station

Terminating iz Utility-provided equipment

Terminating in customer-provided equirment

Mechanized station service
Attendant equirment
Attendant intercenting arrangement:
Each attendant intercepting trunk

“"Stations

Each pechanized primary lipe with station:
Witk Rotary Dial
With Touech-Tone Dial
Each mechanized primary line without station:
Terminating in Utility-provided equipment
_Terninating in customer-provided equipment
Each extension linme without station:
with Rotary Dial
wWith Touch-Tone Dial
Each extension linme without station:
Terminating in Utility-provided equipment
Termivating in customer-provided equipment
Each primary partially restricted line with station:
Witk Rotary Dial
With Touch-Tone Dial
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Business Interior Wiring and Extensions = Continued

Schedunle Cal, P.U.C. No. 121-T, Centrex Service

The following revisions are ordered:
Centrex Service
Station and Lines (2SS5; #5X8)
Extension Lines

Central Office Location (ESS: #5X3)
Zach, line 30.30

Dormitory - Each line 0.30

Schedule Cal. P,U.C. No. 155-T, Automatic Call Distributing Serrdice

The following revisions are ordered:
Aztomatic Call Distributing Sexvice

Customer Premises Automatic Call Distributing Systems
Monthly Rate
Lines

Zach inward P2X station line to common eguipment $0.30

Zach line between attendant's turret equipment

- or attendant’s position equipment and private
branch exchange +30

Each transfer equipment to:
Telephone set .50
Terminate on:
Wility-provided equipment «30
Customer-provided instrument or key
equipment «30
Private branch exchangs system 30
AIS or Centrex sttendant equipment »30
Each night service equipment line «30
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RATES AND CHARGES
'Exoansion of Sinple Message Rate Timing for Residence Sermmces
The followirgg: revisions are authorized:
Northern.Sector

A.598L9 et al. /[ALI/ec

Southern Sector

Bax Sector

Michigan Bar Middletown

Shingle Springs Boenville Now

Paradise Hopland

Cottonwood Jamestown Aptos

Blairsden Chowchilla Watsonville

Petaluma Escalon Carmel

Sebastapol Hughson Hereules/Pinole /Rodeo
Atwater Gustine San Martin

Clovis Sanford

Vacaville Stratforxd

Sonoma
Calistoga

1981

oodland

ewnan
Carrisa Plains
La Grange

1982

Cayucos
Crass Valley
Yountville
Dunnigan
Sonora

Pismo Beach

1983

Live Qak
Wheatland
North Yuba
Meridian
No. San Juan
Mt. Shasta
Loyalton

Healdsburg
trnales.
wer Lake

Willets
Kelseyville

San Luis Obispo
Santa Margarita
Tracy

Pine Cres:

198L

Cridley
Homewood
Georgetown
Yreka

Vina

St. Helena
Winters
Guerneville
Anmapolis
Ft. Bragg
Upper Lake
Potter Valley
Merced
Porterville
Tulare
Selms

Del Rey
Arvin

1981
Hal® Moon Bay

1982

Zast Contra Costa

Ignacio
La Honda

1983

Antioch
Boulder Creek
Castroville
Greenfield
Hollister
Pittsburg

Stinson 3each/3olinas

Soledad

1981

Gonzales
Inverness
Nicasio

Point Reyes Stn.

1983
Rancho Santa Fe
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. RATES AND CHARGES

. There shall be applied to each rate element, recurring and non
recurring,in the following tar{ff schedules, except as noted below,
a uniform percentage surcharge which will yield $59.4 million
of annual revenues at the 1981 level of busivess:

-
-

SChedo
R RAME

12-T Exchange Telephone Service -~ Private Branch Exchange Service: All items
except station rates shown in Appendix F Pages 20 through 23,

13-T Exchange Telephone Service = Private Branch Exchange Trunk Line Service:
Identified Outward Dialing Service and Direct Inward Diasling Service.

22~T Exchange Telephone Service - Key Equipment Service: All items.

24=T Exchange Telephone Service -~ Dispatching Telephone System Service:
All items,

26=-T Exchange Telephone Service - Mileage Rates: All items.

28-T Exchange Telephone Service = Service Connection Charges = Move and
Change Charges - In FPlace Connection Charges =~ Multi-Element Service
Charges: All items except Section IV Multi-Element Service Charges.

Exchange Telephone Service - Supplemental Equipment: All items except
Princess and Trimline Sets,

Exchange Telephone Service - Foreign Exchange Sexrvice: All mileage rates.

Private Line Services and Channels - Private Line Telephone Service:
All itens.

Private Line Service and Channels ~ Private Line Teletypewriter and
Morse Services: All i{tems.

Private Line Services and Channels - Channels for Program Transmission

in Connection with Loudspeskers, Sound Reproduction or Sound Recording:
All items.

Private Line Services and Chsnnels = Channels for One-way Speech Net-
works in Connection with Loudspeakers: All items,.

Private Line Services and Channels - Channels for One-way Program
Iransuission Networks i{n Compection with Loudspeakers: All items.

Private Line Services and Channels = Supplemental Equipment: All items.
Private Line Services and Channels - Move and Change Charges: All items,
Special Assembles of Equipment: All {tems,

Exchange Telephone Service =~ Telephone Answering Service:r All items.
except those shown in Appendix F Page 24.

Private Line Services and Channels - Channels for Video Transmission
in Connection with Televigion Viewers: All items.

Private Line Services and Channels - ' Channels’ for Remote Metering,
Supervisory Control and Miscellaneous Signaling Purposes: All items,




144~T
145-T
150-T
155-T

156-T
158-T

Name
Private Line Services and Channels - Bell and Lights System Attack
Warning Service: All icems,

Private Line Services and Cbannels - Special Assembly Services and
Channels for Miscellaneous Experimental Purposes: All items.

Exchange Telephone Service = Mechanized Switching System Sexrvice:
Attendant's positions only,

Private Line Services and Channels ~« Channels for Data Traunsmission:
All itenms,

Exchange Telephone Service - Airport Intercommunicating Service: All
itens except those items ghown in Appendix F Pages 1 xnd 25,

Private Line Services and Channels = Key Equipment Systems For Alr
Defense Communications.

Centrex Service: All items except those {tems shown in Appendix ¥
Pages 1 and 26,

Private Line Services and Channels - Telpak Channels snd Services:
All {tems.

Private Line Service and Channels = Channels for Television Transuission
for use in Educational Television Systems: All {tems.

50 Kilobit Switched Service: All items.

Private Line Services and Channels - Wideband Service: All items.
Connections of Customer-Provided Equipment and Systems: All items.

Private Line Services and Channels - Channels for Remote Operation of
Private Mobile Radiotelephone Systems: All items.

Private Line Service and Channels - Continuous Time Announcement Service:
All items.

Exchange Telephone Service - Supplemental Billing Service: All items.
Entrance Facilities for Domestic Satellite Coumon Carriers: All {tems.
Facilities for Other Common Carriers: All items. '

Exchange Telepbone Sexrvice = Autcmatic Call Distributing Serd ce:
All {teuxs,

Dataphone Digital Service: All iteus,
Exchange Telephone Service = Electronic Tsndem Switching: All fteums,

Pacific shall file, coincident with the advice letter filing to implement the above -
surcharge, the derivation of the uniform percentage surcharge to be applied to the
1isted tariff schedules. Such derivation shall include the 1981 annual recurring
and non=recurring revenue bases for each listed schedule and the portion of the
authorized increase associated with each listed schedule. No repression effects
shall be considered in the development of the surcharge. Such filing shall be
open for public inspection and a copy of the f£iling shall be provided to each of

the parties listed in Appendix A of this order.

END OF APPENDIX F
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Chronology of the Accelerated
. _Tax reciation Issue

NOTE: 1In the interest of brevity this chronology omite discussion
of the following:

1. JInvestment tax credit (job development investment
credit).

2. State tax treatment.
3. General Telephone Company of California.

Section 167 of the Internal Revenue Code enacted, permitting
corporations to employ straight-line depreciation or
accelerated depreciation for income tax purposes.

In C.6148 the Commission issued D.62585, (1961) 59 CPUC 119,
on rehearing of D.61711, (1961) 58 CPUC 564, permitting
transfer of tax reserves to depreciation reserve. The
Commission stated it would continue to deduct from rate base
tax reserves resulting from accelerated depreciation and
Teduce test year tax expense by the amount of such charges

to the regerve for those utilities on accelerated deprecistion
basis. The decision to elect straight-line or accelerated
depreciation was left to the utilities.

In fixing rates in A.49142, a general rate application of
Pacific, the Commission, in D.74917, (1968) 69 CPUC 53,
imputed the use of accelerated depreciation for tax purposes
in the test year 1967; gross revenue requirements were
reduced by $4,829,000. Pacific continued to use straight-
line depreciation for tax purposes.

Section 441 of the Tax Reform Act of 1969 became law. It
‘provided that utilities which had been straight-line taxpayers
prior to August 30, 1969 would not be allowed to take
accelerated depreciation unless normalization was used in
fixing the utilities' rates. After August 30, 1969 Pacific
elected to take accelerated depreciation.

In D.77984, (1970) 71 CPUC 590, a declaratory interim
opinion in & general rate application of Pacific, the
Comnission stated it would use straight-line depreciation
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to ‘compute Pacific's tax expense and depreciation expense
for ratemaking purposes and would give recognition to
the normalized tax reserve in determining rate base.

In City and County of San FPrancisco v Public Utilities
Commission (I571) 6 Cal 3d IlJ, the Supreme Court unanimously
annulled D.77984. The opinion stated thec imputation of
accelerated depreciation and flow-through im D.74917 is
favorable to the ratepayer but harsh on Pacific. But, the
method adopted in D.77984 is harsh on the ratepayer and
beneficial to Pacific. It further stated that the Commission
is not compelled to adopt one of the two extremes set forth
above but may adopt a compromise stx a balance between
the interests of the ratepayers and Pacific.

The Court annulled D.78851 in City of Los Angeles v Public
Utilities Commission (1972) 7 Cal 3d 33I. Among other
Teasons the Court annulled because the Court's decision
(6 Cal 3d 119) on the Commission's tax expense decision
(D.77984) was filed after the Coumission issued the instant
decision. The Commission in fixing the rates at issue

before the Court followed its tax expense decision. Since
the latter decision was annulled so must the instant decision.

The Commission again considered the tax depreciation question
in D.83162, (1974) 77 CPUC 117, 158-170. The proceeding
involved a general rate increase request by Pacific. It
reexamined the tax issue because of annulments by the Supreme
Court of D.77984 and D.78851. A number of methods of
accounting for depreciation were presented and explored at
great length. Based on its interpretation of the Tax Reform
Act of 1969, the Commission concluded that it could not
impute flow-through to Pacific without making Pacific
ineligible for accelerated depreciation.

The Commission, though it rejected the plan, gave much
-'thought to adopting what it called “the extraordinary item
adjustment." This adjustment would have been an amount
equal to the projected three-year average deferred tax
reserve based on an assumed three-year rate case interval.

The increases in rates granted were made subject to refund.
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On -appeal the Supreme Court, in City of Los Angeles v Public
Utilities Commission (1975) 15 Ca , annulle t
portion of the Increase granted Pacific by D.83162, which
related to accelerated tax depreciation as well as investment
tax credit.

In D.85287, December 30, 1975 (79 CPUC 240), involving a
general rate request of Pacific, the Commisgsion noted that
the Court's order in City of Los Angeles v Public Utilities
Commigsion was not final and fixed rates on a normalization
basis subject to refund, after considering other new and
different solutions. The Commission concluded that "These
interwoven questions are best considered at supplementary
hearings, which we will set expeditiously by further oxder.”

D.87838 (1977) 82 CPUC 549 opened with the following words,
"This is the latest, and hopefully the final, proceeding on
the long and tortuous road involvinf the regulatory rate
treatment of accelerated tax depreciation...."” This
proceeding resulted directly from the remand by the Supreme
Court in City of Los Angeles v Public Utilities Commission,
whexre the Court ordered the Commission to comsider methods
of adjustment of tax expense other than normalization.
Enactment of the Tax Reform Act of 1969 pemitted utilities
to now take accelerated depreciation only if the cost of
service, including federal income tax expense, was computed
on a normalization basis. Imputation of flow-through now
would result in the loss of eligibility for accelerated
depreciation and would create a huge tax liabilicy,
theoretically payable from the deferred tax reserve, though
this reserve is only a notation.

Again, numerous plans were presented. The variations

proposed essentially included two themes: (1) reduction of
rate of return and (2) some means of reflecting the increases
in the deferred tax reserve in order to further reduce the
rate base, the annual adjustment method. The adopted

method is called the "averaged annual adjustment' (AAA).

The method requires the use of test year tax expense and test
year deferred tax reserve figures. Then using latest
available estimates, computes for each of the three years
following the test year the reduction in net revenues resulting
from the increased deferred tax reserve, computes the resulting
decreased tax expense for each year, and then averages the
deferred tax reserve and federal tax expense for the four-year
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period. These results will then be used in the test year
for a pending rate case.

For past years, the order directed refunds to Pacific's
customers of more than $200 million (as of year-end 1977).

Despite the hopeful opening words of D.87838, the order was
stayed pending judicial review. The California Suprewe
Court denied review on July 13, 1978 and the U.S.

Supreme Court on February 21, 1979. However, before D.87838
could become effective, Pacific and General filed actions

in the U.S. Federal District Court seeking a continued stay

of D.87838 pending resolution of tax issues with the Internmal
Revenue Service.

Pacific and General were unsuccessful in obtaining continued
st;ys as the following sequence of federal court orders
reflects:

- U.S. District Court, Central District of California:
Order Dissolving Temporary Restraining Order and
Denying Preliminary Injunction; and Findings of Fact
and Conclusions of Law Re Denial of Motion for
Preliminary Injunction, March 30, 1979.

Decision of U.S. Court of Appeals for the Ninth Circuic
on Appeal from the U.S. District Court, July 18, 1979.

Order of Court of Appeals Denying Motion for Stay
Pending Appeal to U.S. Supreme Court, July 27, 1979.

Order of U.S. Supreme Court Justice Rehnquist Staying
Oxder of U.S. Court of Appeals Pending Further Order,
August 3, 1979.

- Opinion of Justice Rehnquist Dissolving Previous Stay
and Denying Stay Pending Dispogition by the Full U.S.
Supreme Court, August 13, 1979.

Order of U.S. Supreme Court Denying Stay Pending
Petitions for Certiorari, October 1, 1979.

- Petition for Writ of Certiorari Demied, October 15, 1979.

On FPebruary 13, 1980, D.91337 ordered approximately $381
million in refunds to customers of Pacific for the perxriod
August 1974 to the date of the decision. The refund based
on the "AAA" method of treating accelerated depreciation and
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the "AA" method for investment tax credit. It is
expected that litigation involving the IRS will
continue before a determination of whether use of

the "AAA" and "AA" methods for development of cost

of service and rate fixing will maintain the utility's
right to continue use of accelerated depreciation.
Prospective rates were fixed on the full
normalization basis to place a cap on Pacifie's and
General's potential (future) tax liabiliry.
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AAA

ALJ
Allied
AT&T

Bell Labs
BIS

Board

BSC

CAPM

CHMA

CIA
Citizens
COE
Continental
CwI?

ICF

Delphi
ECAC

EEC

EEQC

ESS

FCC

FEX
General or
P .

GC
GSA

IDC

IMIS
IRS
Iw

Glossary
Average Annuval Adjustment
Administrative Law Judge
Allied Telephone Companies Association
American Telephone and Telegraph Company
Bell Telephone Laboratories
Bell Labs Business Information Systems
Franchise Tax Board
Business Sexvice Center
Capital Asset Pricing Model
California Hotel and Motel Association
California Interconnect Association
Citizens Utilities Compaay of Califormia
Central Office Equipment
Continental Telephone Company of California
Construction Work ia Progress
Discounted Cash Flow
Delphi Corporation
Energy Cost Adjustment Clause
Equal Ewmployment Opportunity
Equal Employment Opportunity Counsel
Electronic Switching
Federal Communications Commission
Foreign Exchange Service

General Telephone Company of Califormia
General Oxrder

General Services Administration for Executive
Agencies of the United States

Iaterest During Construction
International Direct Distance Dialing
Improved Mobile Telephone Services
Internal Service

Interior Wiring
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Justice
KIS

1A County
LAEA

Long Lines
Los Angeles
MCI

MSM

MIS

NARUC

Nevada

.NOI
OCMS

0Il
ORTS
IFR
MQ
IMR
195
0TCS

Pacific or
PT&T

R&SE

ROI
Roseville

San Diego

San Francisco-

Glossary

Department of Justice

Key Telephone Service

County of Los Angeles

Los Angeles Extended Area
AT&T's Long Lines Department
City of Los Angeles

Microwave Communications, Inc.
Mcltistate Marketing

Message Toll Service

National Association of Regulatory Utility
Comnissioners

Bell Telephone Company of Nevada
Notice of Intent

Optional Calling Measured Serxvice
Order Instituting Investigation
Optional Residence Telephone Service
One-Party Flatr Rate

One-Party Message Rate

One-Party Measured Rate

195 Broadway Corporation

Telephone Operating Subsidiaries

Pacific Telephone and Telegraph Company
Research and Systems Engineering
Return on Investment

Roseville Telephone Company

City of San Diego

City and County of San Francisco
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SF-EBZA San Francisco-East Bay Extended Area

SMRT Single Message Rate Timing

Sonitrol Sonitrol Telephone Assistance

Staff PUC Technical and Legal Staff

TASC Telephone Answering Services of California
TELSAM Telephone Service Attitude Measurement Plan

Users Group Califarnia Retailers Association, Tele-Communications
Associlation, American Broadcasting Companies, Inc.,
and CBS, Ine.

WATS Wide Area Telephone Service
WBFA Western Burglar and Fire Alarm Association
Western Western Electric Company

. YA Zone Usage Measurement
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RICHARD D. GRAVELLE, Commissioner

I concur.

I write Separately to stress my stroag belief that

we have nox gone £ax enough in spelling out what we expect of
Pacific, ATST and the financial community in response o our
17.4 percent.return on equity authorization and what will occur
shoulé that response not materialize. .

We cannot allow ratebayer funds, in the form of
increased returns on equity, to e substituted for the equity
investment which the owner of a usi ity should provide to allow
for necessary growth and modernization. To do so would improperly
reverse the roll of consumer andé investor. (Sec City and Countv

0f San Francisco v. Public Utilities Commission (1971) 6 Cal. 24

119, 122-129). We can make a short toerm offors, as we do today,

tO meet an'cxistiﬂg problem and to stimulate activity by the
cquity owner and the financial community. However, whcn we 4o so
we should de crystal clear as to what we expect in return and
what will happen if what we expect docs not come to fruition.
I believe the retura on equity should have been made
conditional upon achievement of:
1) a 50 percent debt/cguity ratio by Januvary 1983;
2) ana increase in Pacific's dividend, adoption by
AT&T of a policy of reinvestment in Pacific of
. the procecds attributable €0 the higher dividend,
and announcement by Pacific of a clear dividend
policy so that potential investors other than
AT&T can ecvaluate what kind of return thevy are
likely o receive, and
a positive response from the two principal
rating agencics with rospect to Pacific's
credit rating.




We should have informed Pacific, ATsT and tﬁé rating
agencies that if such gozls were not achieved ox were not
substantially in the process of being achieved by the ené of
one year, then Pacific's return on equity would, withou%
further heaying or inquiry, drop to l4.7 percent, with its

rates acdjusted accordingly. Such a level of return on eguity

is one which I believe would be fair =o Pacific and its rzatepavers

Sut for the extraordinary £inancial condition in which AT&T has
Placed Pacific at this time.

Ratemaking is a Gifficult process under even the bese
of circumstances. Here Pacific has asked us to accept full
responsibility for its debt offerings having been downgraded as
if ATST did not oxist. Yer this Commission cannot ignore the
fact that ATST has deliberately placed Pacific in its weakened
position. It was not this Commission,

the present normalization/flow through

Adda

for example, which created
controversy but the
California Supreme Court. ATST chose not ¢ Tecognize this dus
to "pick up its marbles ané go home" by zefusing to invest eguity
in Pacific. It let the common‘equity ratio fall from 47.82% in 1975
to 37.98% in 1979. (With approval today of $200 million of new
debt offexings, Pacific's common equity ratio will fall to 346.5%) .
.T¢T also chosce to have Pacific deliberately secek an adverse tax
ruling from the Internal Revenue Service with respect o eligibility
Zfor accelerated depreciation. ATsT has deliberately kept Pacific's
dividend low while complaining loudly that the market value of its

tock had fallen below hook value. Yet no action of +this Commission

could have obscured from investors' eyes the simple fact that the

c¢ividend has been increased only once in the last 1l ycars.

with
this history in mind, I feel today's decision comes very close to
rewarding ATET for irresponsible behavior.




We Co not allow for ratemaking purposes all of the
expense which Pacific incurs under its license contract fce
arrangement with ATST or all of the expense which Pacific ineurs for
purchases from Western Electric or services from Bell Labs.
Howewver, this does not negate the fact that very large sums move
Lo ATST from Pacific for these expenses. TFor one example, if we
estimate the.amount of net income Western Electric receives from
Pacific at $103 million on gross 1980 revenues of $1.5 billion, and
adé to that sum =he $121 million paid Lo AT&T in license contract
fees, we see the total payment out of Pacific for these icems
alone exceeds the 1980 common cquity dividend payments from Pacifi
to ATET of $216 million. Other hundreds of millions of dollars also

flow directly to AT&T f£rom Pacific in forms of tax payments which
are cphemcral, and payments £0r other services, nonc of which nas
ever been justified as being directly beneficial to Pacific or its

ratepayers. In other words, Pacific is a very profitable operation
for ATsT, even if the dividend level remains at $1.40 per yearx.

In light of its posturc in exacting these huge cash flow demands
from Pacific, which are always paid, ATET has a correspondingly
large obligation to supply capital to Pacifie rather than complain
that this Commission does not permit it to earn an adéquate profit.

As the decision indicates, ratemaking is a cooperative
enterprise. We are not alone in our regulatory relationship with
Pacific: others unregulated by us must abide by the rules of the
regulatory.gamc or there is no game.

IZ ATeT for whatever reason decides that it will not
avail itself of the opportunity to increase its earnings through
increased equity investment in Pacific, then there is nothing more
we can do to save Pacifie's financial integrity. We will have no
alternative but to recognize that fact by immediately reducing the
ratepayers' contribution to equity.
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If the rating agencies in spite of AT&T's commitment to
¢correct the imbalance in Pacific's capital structure continue
lowered ratings for Pacific's debt, thereby exacting unnecessary
costs from California consumers, we should recognize that fact
by immediately reducing the ratepayers' contribution to egquity.
Further, should a downgrading occur, we should request legislative
inguiries at both the state and federal level into the pragctices
and procedures of the rating agencies to determine why they are in
a position to exact costs upon ratepayers without ever having to
face public scrutiny. We will also have grounds for simply
disregarding their ratings when we next dotermine the level of
return on equity, since we will have established that even
extraordinary action, such as that taken today, has no effect upon
such ratings. If the rating agéencies wish to write themselves
out of the regulatory game, that is their decision. In the final
analysis, the ratings process relies on substantial subjective
input. A downgrading in response to the highest return on equity
authorized any comparable utility would prove how subjective that
process is.

It is, of course, my hope that none of these adverse
reactions to today's decision will ever come to pass, rather that
AT&T, Pacific and the financial community will respond as we expect
and the regulatory process can go forward with a renewed spirit of

cooperation to the benefit of both Pacific's customers and its
owners.

RICHARD D. GRAVELLE, Commissioner
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LEONARD M. GRIMES, JR., COMMISSIONER

I coneur.

But in doing so, I am of the belief that although we
authorized the full amount requested by Pacific for modernization, the
benefits to our ratepayers did not receive the elaboration that the
deeision deserves. In addition to preventing deterioration of the

good service demanded by ratepayers, the more rapid inmstallation of

»~ -

e-of-the-art equipment and systems is the real

practical strategy to meet the continued pressure of growth and demand
for high service quality. Delay and generally slowing the pace of
replacing outnoded, obsolete equipment and systems in our country will
nly result in higher cost to consumers when deferred maintenance

atches up with all of us

The new on the shelf and planned clectronic systems offer
substantial cost savings in both telephone plant operations and to the
residential and business consumer. A modern system provides the
opporcunity for consumers o virsually design their own phone service

to £it their need and pocker book. The telephone is no longer

completely a discretionary part of our lives. It is getting inereasingly

more vital to the nealch and w 0f the entire community, and must
therefore receive the kind of care and attention critical services
should and must have. It has been shown th che health of a nation

L

is reflecred in the upkeep of its capital stock.

Qur staff recommended in the proceeding (and historieally)

a reduction-deferred withour being desrimental-in funds requested for
[
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.no&e“:'.za:ion. while I certainly do recognize the need for setting

limits, I am convinced that not enough weight was given to the almost
immediate benefits accruing from a "modernization investment.” In

all fairness to our staff, however, I do not think that Pacific has
made its best presentation to this Commission on several issues,

and I can only hope that we ¢can look forward in the future to the
development of the kind of record that will permit some forwaxrd and
ereative movemenz. A case in point ¥ rd that precluded
a defensible consideration of short term C tool to
improve internal cash generation and save ratepayer's high interest
expenses for plant modemnization (See Page 1lLl). It will take
courage not to be 'bennywise and pound foolish™ -~ an easy trap to

fall into when cthe "ewunch'" is on as it is today!

As the assigned Commissioner for this proceeding, I would
zlso like to express some of the frustrations facing this Commission
and other similar agencies today. This decision is based on a
voluminous record comsisting of 362 exhibits thoroughly cross~examined
in 86 days of hearings spanning several months and producing neaxrly
10,000 pages of transcript. As the proceeding developed, I could not
help being reminded once again that the adversary procedures we

curreantly must follow have serious deficiencies.

0f course, this proceeding analyzed several issves of majox
imporec in the current tran ion facing telecommunications. Yet one
could see 2 substantial diversion of effort on the most minor of items
by the company, our staff, and several intervenors participating in

this process. T seems that the mexre availability of an adversary




.forum leads to a glorification of the process without 2 clear semse
of true priorities or of the need to develop a record containing a

W ot

full range of options for the Commissionm. A recent line from some

of my reading comes to mind here, "... prolonged hostilities provide

g showcase for tactical azcumen and warlike aggressiveness.”

I am also concerned about some of the unintended side
effects of our Regulatory lLag Plan. I am unalterably convinced
of the need for firm scheduling of Commission proceedings. However,
7 believe that swelve month review period for major rate cases is far
longer than necessary ané will suppor: all reasonable efforts
reduce this period, VYe:, even
Parkinson's law still operates : ! ely wesult
To adopt the technique of limici ces beyond whic
evidence can be offered. Obviously, the line must be drawn somewhere.
At some point all parties must be told that no new Zissues can be
raised. But there should be 2 way o update the information in the

record on those issues that have already been raised.

Qur scaff £iled data on many issues that Pacific agreed was
superior to that the company had filed, The reason the st 28 data
was better in many cases was a result of having later information
availadble. One can only wonder how this decision could have been
improved nhad we access o even later information on such masters as
inflation, cost of money, actual growsh rases, actual rate base, and
many‘o:her areas subject to relatively straightforwazd validation.

Y
Yuch of this information in the physical possession of the

. Commission but could no: used in this decision because the recoxrd




.md been closed. One must wonder if a slavish adherence to
procedure is producing some rather absurd consequences. As we sign
today, we are calling for yet more hearings on what may prove to be
~He more important issues in this case. We shall try to need the
old saying, '"'You study long; you study wrong.” Finally, it was guite
appareat Irom my seat that our pmeedural tradition is
many respects TO today's realities. For the many decades in which
both rates and regulatory policy were relatively stable, the process
was probably the best way to zero in with precision on the '"numbers.”
Today we are in the midst in the most fundamental overhaul of
governmental regulatory policy that has occurred in most of our
lifetimes. While our hearings pursue the numbers, the rapid and

necessary shifts in policy can totally overwhelm any consequence

’the aumbers may have.

I am convinced that few of us would suggest that this
adversarial process is well suited to policy development. Only open
discussion can produce a sense of direction and sound policy judgments.
We need the best facts our adversarial proceedings can provide, but
we also need some more informal procedures in which the Commissioners,
the company, and the public can reason together rather than cross-

examine, and can reflcct on each others views rather than prepare for

the next attack.

It goes without saying that cthere is a need to protect the
due process rights he public and all parcticipangs. I camnot
aceept, however, ot we must insist on the complete exclusion of movre
deliberative and I believe more productive interchange. Regulation

by pure confrontation is simply warfare, and nobody wins.
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. 1f the public-business-government relationship in this

state and the rest of che nation cannot co-exist in a collaborative

and responsible manner, then we are in more trouble than we imagined.

In =his concurrence, it is important that 1 indicate
that the 17.47% return on common cquity granted in this decision is
casily defensible and supportadble from my perspective; and further,

the funds %o achieve that level of return havealso been provided.

TZONARD M. ., COMMISSIONER

San Francisco, lifornia
August &, 1981




COMMISSIONER JOHN E. BRYSON, Concurring:

I concur in ouxr decision to grant Pacific Telephone a
$610.1 million rate increase. Ia order -0 attract capital
for Pacific's substantial construction program and to maintain
service guality, higher rates are necessary.

A major reason for the higher rates is the signifiéant
increase in Pacific's capital costs. This decision increases
Pacific's authorized return on rate base from 10.25% o
12.91%, and its retura on equity from 12.25% %o 17.4%.

These inercased returns reflect the higher price Pacific and
all borrowers must pay in a time of rising interest rates.
Table 1 illustrates how costs have incrcased for short and
long ternm Treasury notes over the past 4 years. .?ecause
Treasury notes represeat debt issued with the full backing

of the federal government, they are the least risky securitics
for a given term length available in our econonmy. As Treasury
rates increase, so must the rates for all other securities.
Investors will not, for example, buy Pacific stock earning
12.25% (the return authorized in our last general rate case

decision) when Treasury rates are above 14%. If Pacific
L

continued earning such a return on its book assets, the

market price £or its stock inevitably would remain far below
book value, and new eguity could not be issued without
diluting existing shareholders' carnings. With Pacific's

long term bonds yielding 15~16% per vear and with its short




term borrowing sclling at even higher rates, the 17.4%
return authorization is necessary to fairly compensate
equity investors who take greater risks than the investors
in Pacific's bonds and short term notes.

wWhile Table 1 illustrates the gencral direction capital
costs have taken in recent yvears, it also illustrates the
volatility of the market. A return authorization that is
appropriate one moath can become inappropriately high of low
soon therealter because of changes in the econeomy generally.

the more stable past, we &id not nced %o concera ourselves
greatly with market swings because they were relatively
minor. Today, market fluctuations are so great that our
judgment as to the appropriate return is of<ea soon engulfed
by general market movements.

I believe we should more systematically acc;pnt for
market volatility. To do this, we could adjust our resura
authorizations at regular intervals based on changing conditions.
I request that the staff consider various alternative mechanisms
Jor such an adjustment in its current review of our return
on eguity methodologyv. Such a change in ratemaking would
assure customers that their rates world be reduced should

interest rates fall, and give lenders confidence that £his
*

.

Commission is responsive to market conditiong. reater

-

investor confidence would ultimately translate into relatively

lower capital costs and lower customer rates.

To this ‘end, the Commission could considéer establishing
returns Dy determining the appropriate risk premiwn associated

with investment in the utility in guestion over the relatively




risk-free Trcasury borrowing. The total roturn could =hen
be adjusted at intervals based on changing Treasury =ates.
For example, if we authorized a return of 17% in a particular
¢asc based on a current Treasury rate of 13%, and if one
year later the Treasury rate was 10%, we would adjust the
return cownward to lé%. If Treasury rates increased, we
would make an upward adjustment. The premium itself would
not change, but ihe floor would be adjusted to reflect °
current conditions. |

Should we adopt such an approach, many issues would
aced to be settled. One guestion is the term length for the
Treasury bond to be used as a base. Conceptually, & short
texm rate that covers the period over which the deeision is
to apply might be appropriate, but such shors tern rates are
more unstable than longer term rates, pPOssibly c;?a:ing
undesirable volatility in customer rate levels and utility
Tevenues. Whatever base-decided upon, consistency in application
would be most important in orxder that investors have confidence
that their investments will be adééua:cly compensated over
time. Another issue would be how to determine the premium

above the Treasury rate. I would suggest that most of the

methods now emploved such as the comparative earnings test,
L

the capital asset ricing model, and interest coverage tests

all could continue to be employed. The oaly difference
would e that the debate would center on the premium above

the Treasury bond base, which would become an-integral part

0f each rate case application.




Just as the cost of eguity is fluctuating in an upward
dizection, so is the cost of debt. As debt is retired and
new debt added, the total cost to the company increases. To
taxe into account these increasing costs, I would suggest
congidering in future gencral rase decisions acoption of a
Step xate adjustment at the ond of cach year to establish
rate oI return on rate »ase at the current imbedded cost of
debt. Through such an adjustment, fimancial attrition would
be c¢corrected and eaxnin tabllized, making utility investments
nere attractive.

By ¢stablishing a2 method for adsusting returns =o
changing max kc conditions, customer rates over time should

-

be lower. As investors gain confidence that +he regulato

Tocess will reflect current conditions, One major: risk

associated with utilisy debt and eguity issved is. reduced.
Conseqguently, the cost for both inssruments chould be lower

which should in turn benefit ratepavers by allowing lower

rates.
-
Another potential advantage of adopting periodic adjustments
Zor debt and eguity would be to leﬂg,“ . the period hetween
applications. Sinece financial ¢osss appear o be

source of upward pressure on telephone company

Tates, the adjustments suggested might be the only rate

zelief reguired ovex seve:al years. Qne obvious benefis

-

would Be %o relieve the staff, =he company, and intervenors

Srom lengthy'proceedings. Yore significantly} an extended

period between rate cases would provice man age‘e. with

Teater incentives ho cu+ and improve productivity.




ationale for privately owned utilities
Leen that ivate utilizies had incentives
management. 2ecause rate cases were infreguent,
earnings improved as cost reductions occurrzed,
roviding a strong incentive for good performance. Ratepayers
ulcimately benefited =00, through lower rates when the less
frequent rate case decisions were reached and through lower

debs egul sts. *

)

Today, with rate ¢ase decisions every two years or even

noze c¢h of the traditional incentive is lost.
Instead, . I fear <hat our regulatory process is creating
incentives £or a cost~plus culture at utilities in which
cxpenses are incurred to buttress the nex: rate increase.
Reduced incentive exists £or managemens cfiiciency when
there is little time between rate cases during ;ﬁ§ch operating
savings can provide cnhanced car nings for investors. Iy
adjusting for financial atsrizion, we nay he able to lengthen
the period between rate cases. T cnefits of improved
productivity or the cost of poor 5&nagcment would then be
moxe directly felt by stockholders, providing improved
inceatives for manzgement efficiency. ’
for financial atiriszion,
-*
reasoning persu to invite propesals from OL'
d others to employ £or step rates between rake cases
other major cost components such as wage
expense. Herxc, 1f the Commission were +o establish step

rates according to general <ost s+tandards, utlﬁltj nanagement




would have an cconomic incentive to control its costs
Detween rate cases in the form of increased or reduced
carnings depending on how actual costs matched these genexal
indices. (In the case of telephone companies, these indices
would need to be offset by expected productivity improvements
and by the increasing economics of scale that occur with
increased usage.) Again, the Tatepayers would have the
ultimate benefit of improved management and cost control which
would be reflected in all subsequent rate proceedings.
Inflation and financial market volatility will remain with
us for years ahead. We nced to continue to adapt our rate~
making process to this more turbulent environment to provide

reasonable conditions for attraction of capital vhile at the

same time providing incentives for good utility management.

Ratemaking changes to reflect changing f£inancial market
conditions and the impact of irnflation on utility costs are

idcas worth exploring to-improve our methods of regulation.

San Francisco, Califoraia

August 4, 1981 QEN E. @=750N, Pr




TABLE !

U.S. TREASURY RATES

QVER PAST FOUR YEARS

Three-Month Two=Year 10-Year
T-Bill 1/ T=Bill 1/ Treasury Bonds 1/

Jan.
April
July
Oct.
Jan.
April
July
Oct.
Jan.
Apri)
July
Qct.
1980 Jan.
April
July
Qet.
1981 Jan.
April

5.90 7.21
5.97 7-37-
6.27 7.33
7.11 7.52
7.49 7.56
7.7% g.15
8.49 8.64
8.85 8.64
9.86 9.10
9.78 9.18
9.14 £.95
11.49 1¢.30
11.50 10.80
12.50 11.47
9.03 10.25
12.09 1175
13.26 12.57
14.15 12.68

Current Rate 2/ . 15.69 14.64
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1/ Source: Federal Reserve Bulleting
2/ Source: Wall Street Journol,
Monday August 3, 1881




