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FINAL OPINION

Summary
By this final order, we authorize GTE California Incorporated (GTEC) and Pacific

Bell to eliminate their Uniform System of Accounts (USOA) "Turnaround Adjustment”
and to close out their 1996, 1997, and 1998 turnaround memorandum accounts. The
turnaround adjustment is a step-down or reduced revenue re{luirer‘nenf resulting from
adoption of the Federal Communication Commission’s (FCC) Part 32 USOA for
telephone companies, pursuant to Decision (D.) 87-12-063 (26 CPUC2d 349 at 372
(1987)).

Background . ‘

Our adoption of the FCC's USOA required the telephone ulilities to, among other
malters, change their method of accounting and recovering certain indirect construction
costs from being capitalized into rate base to being recorded into operating expense
accounts. The affected indirect construction costs cOnsistéd of approximately 20 distinct

cost components which included general office overheads, labor-related additives,

propertty taxes, and losses of construction materials and supplies.

In recognition that the utilities’ revenue requirement impacts would increase in
the initial years of implementation because the utilities were allowed dollar-for-dollar
recovery for reasonable expenses; the utilities were authorized to initiate balancing
accounts to record their re\;enue-requirement impacts from adoption of the FCC's
USOA, pursuant to D.§7-12-063. These balancing accounts were subsequently closed
through advice letter filings which became effective January 1, 1989. Concurrent with
approval of the advice letter filings, the utilities were authorized revenue requirement
increases associated with the capital-to-expense accounting change. GTEC was
authorized a $69.162 million and Pacific Bell a $136.150 million revenue requirement
increase.

By D.83-09-030 (29 CPUC2d 313 (1988)) GTEC and Pacific Bell were required to
file USOA turharéifnhd adjustments in their upcoming attrition filings or, absent such

filings, by advice letters. The turnaround adjustments, scheduled to continue annually

-9.




A93-02-011, A95-05-018 ALJ/MFG/sid

until the utilities” next general rate cases, were required so that ratepayers could benefit
from the reduced revenue requirement impacts associated with the change from capital-
to-expense accounting. _

However, before GTEC and Pacific Bell filed their next general rate proceedings,
those proceedings weré reéplaced with a New Regulatory Framework (NRE),
D.§9-10-031 (33 CPUC2d 43 (1989)). Rates based on reasonable changes in the utility's
costs under the traditional method were replaced with inflationary and productivity
factors under NRF, |

In December 1989, the Commission adOptéd D.89-12-048 (31 CPUC2d 155at 178
(1982)) in which it set forth the NRF start-up revenue requirement for January 1, 1930
and beyond. In that order, the utilities were required to continue with the annual
turnaround adjusﬁnents in their tespective price cap filings as a "Z-factor,” or
exogenous cost change, adjustment. Consistent with that order, annual turnaround
adjustments were included in GTEC's and Pacific Bell's price cap filings for the years
1991 through 1994.

Neither GTEC nor Pacific Bell proposed a turnaround adjustment in their
respective 1995 price cap filings. However, pursuant to Resolution T-15695 in Pacific
Bell's 1995 price cap filing, dated December 21, 1994, we ¢oncluded that the price cap
filing was not the appropriate procédur‘al mechanism to seek the discontinuance of the
USOA turnaround adjustment. The resolution required the turnaréund adjustment to
continue for 1995 and concluded that the appropriate procedurte for Pacific Bell to seek

discontinuance of its turnaround adjustment would be through the application process.

A similar conclusion and recommendation was made for GTEC. '(Resolution T-15696,
December 21, 1994) _ |

' GTEC and Pacific Bell filed applications for rehearing 6f Resolution T-15696 on
December 30, 1994 and Resolution T-15695 on January 26, 1995, reépectivély. The
utilities sought authorization to recover their 1995 turnaround adjus‘hnent based on
their ability to demonstrate, ti\fbugh subsequent appiications,‘ that the ratepayers’
benefit obligation had been fully satisfied without implemeénting the 1995 USOA

turnaround adjustments. These applications for rehea ring were denied by the
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Commission approximately two years later on September 20, 1996, pursuant to
D.96-09-100 and D.96-09-101. These decisions resolved the treatment of the 1995
turnaround adjustment for GTEC and Pacific Bell. Because GTEC and Pacific Bell did
not file for judicial review of the decisions, D.96-02-100 and D.96-09-101 are final
decisions. Any reconsideration of the 1995 turnaround adjustment at this time could be
construed to be retroactive ratemaking. These final decisions make GTEC’s and Pacific
Bell's requests for recovery of their 1995 tumaround adjustments in this proceeding
moot and need not be discussed further in this order.

~ The utilities have complied with Resolutions T-15695 and T-15696 thrcugh their
filing of separate apblications being addressed in this order. The utilities have
~ requested authority to eliminate their turnarotind adjustment effective January 1, 1995.

Protests to these applications were filed by the Division of Ratepayer Advocates (DRA)'
and AT&T Communications of California, Inc. (AT&T).

Preheéaring Conference

A prehearing conference (PHC) was held on July 7, 1995, before Administrative
Law ]ucige (AL}) Michae! Galvin in San Francisco. Discussed at the PHC was
consolidation of the applications, establishment of a memorandum account to track
revenue requirement impacts, and the scheduling of testimony and hearings. At this
tinte, the applications were consolidated pursuant to Rule 55 of the Commission's Rules
of Practice and Procedure. Evidentiary hearings were scheduled to begin on
October 17, 1995.

Memorandum Account Motion
On August 1, 1995, GTEC, Pacific Bell and the DRA filed a joint motion in this

consolidated p;ocee'ding to stay GTEC's and Pacific Bell's 1996 rate reductions

' By action of the Executive Director, the Commission’s Division of Ratepa}fer
Advocates ceased to exist as a staff unit on September 10, 1996. The functions it
performed as a participant in this préceeding now reside with the Commission’s Office
of Ratepayer Advocates (ORA).
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associated with the turnaround adjustment and to authorize GTEC and Pacific Bell to
establish interest bearing memorandum accounts for the amounts that olhe.rwise would
flow through to their ratepayers, until a final order is issued in this proceeding. This
joint motion was filed because the procedural schedule adopted in this proceeding
 madeit extremely unlikely that a final order addressing the merits of the applications
would be issued prior to January 1, 1996, when the next step-down adjustment would
be made. -

There was no opposition to the joint motion. Hence, to avoid any prejudice to
‘the ulilities or to the ratepayers, the joint motion was granted pending a final order in
this consolidated i:or‘oceeding, pursuant to D.95-11-061.

" Subsequently, by D.96-1 1-006 and D.97-11-023, GTEC and Pacific Bell were
ordered to include their 1997 and 1998 USOA tumaround adjustment in their respective
memorandum accounts instead of their price cap filing, pending a final order in this
proceeding.

Evidentiary Hearings

Evidentiary hearingé were held on October 17 and 18, 1995 in San Frauncisco.
Teslimony was received from GTEC, Pacific Bell, AT&T and DRA. Controller
Frederick K. Hesse, Director of Regulatory Financial Proceedings Emery G. Borsodi,
District Manager of State Government Affairs Daniel P. Rhinehart, and Public Utilities
Regulatory Analyst Il Linda J., Woods testified for GTEC, Pacific Bell, AT&T, and DRA,
respectively. Briefs were filed on November 17, 1995, and the proceeding was
submitted upon the filing of reply briefs on December 8, 1995.

GTEC’s Basls to Discontinué lits Step-Down Adjustment

GTEC ¢ontends that it has provided its ratepayers with more than a sufficient

amount of USOA benefits through its annual turnaround adjustment, NRF start-up rate

base, and NRF shareable earnings.

Turnaround Adjustment |
GTEC envisioned its annual turnaround adjustment to be a means to

provide its ratepayers with the benefits of the amortization of the increased revenue
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requirement which GTEC was authorized due to the capital-to-expense shift. Since
GTEC had just received a rate order with respect o its 1988 test year rate case and was
scheduled to file a 1991 test year rate case in 1990, GTEC concluded that the turnaround
adjustment would be discontinued at the time GTEC filed its next general rate case, as
provided for by D.88-09-030.

However, after the adoption of the NRF in 1989, GTEC was removed from
traditional cost-of-service regulation and from its obligation to file general rate cases
and attrition filings. In addition, the start-up revenue reqmre-ment set by D.§9-12-048
required GTEC to adjust its rates to reflect a 11.50% rate of return for the 1990 calendar
year based on eight months of 1989 earnings data annualized.

GTEC expected the initial USOA turnaround a'djushneﬁt after the
implementation of NRE to be its last tumaround adjustment because the NRF start-up
revenue requirement replaced the general rate case proceeding for GTEC contemplated
by D.838-09-030. However, as part of the NRF Start-up order (D.89-12-048, 34 CP}JCQd
155), the Commission required GTEC to continue the turnaround adjustment. Through
1995, GTEC made se¢ven turnaround adjustments annually of $11.5 million, which the
utility believes have fully reversed GTEC’s $69 mililion capital-to-expense rate increase.
GTEC estimates the cumulative effect of ratepayer tumaround benefits through 1995
was $242 million in rate reductions.

GTEC also contends that its ratepayers received positive USOA benefits
on an accelerated basis prior to the seven-year time period contemplated in D.87-12-063
due to the amortization of the income-tax component included in the $69 million
revenue requirement increase it was granted to compensate for the capital-to-expense
shiftin D.87-12-063. GTEC explained that its revenue requirement increase consisted of
two components, a $42 million capital-to-expense shift on GTEC's operating expenses
and a $27 million tax effect caused by the Internal Revenue Service (IRS) not
recognizing the capital-to-expense shift for income tax phrposes. GTEC now contends
that the tax effect should not have been amortized as paﬁ of its émi‘ua_l sfep down

adjustment, because itis an origoirig cost. If GTEC's tax position is correct, its

$11.5 million annual step down adjustment should have been reduced by'$4.5- million
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($27 million divided by six years) to $7 million. However, DRA points out that the tax
effect is merely a timing difference which occurred because the capitalized items were
depreciated for tax purposes and ex}.xensed for accounting purposes. This timing
difference will reverse itself when depreciation on the capitalized items has been taken
for tax purposes and accounting income is higher than tax inconie.

Irrespective of GTEC's new p()si.tion, because these rate-increase benefits
and tumaround adjustments were made permanent, and not subject to refund or
adjusﬁnent as the result of any application for rehearing, the 1988 rate increases and

subsequent yearly turnaround adjustments through year-énd 1995 cannot now be

adjusted, due to the prohibition on relroactive ratemaking, (Pacific Telephonie and
Telegraph Co. V. Public Utility Commission (1965) 62 CPUC2d 634, 650).

NRF Start-Up Rate Base |

GTEC's Hesse contends that GTEC ratepayers received additional USOA
benefits from its 1989 NRF start-up rate base. This is because D.89-10-031 required
GTEC to use eight months of 1989 actual data, normalized, to arrive at its 1989 NRF
start-up rate base. Had GTEC continued to capitalize its indirect construction costs
beyond adoption of the USOA capital-to-expense change on January 1, 1988, GTEC's
NREF start-up rate base would have increased by the amount of indirect construction
costs expensed in 1988 and 1989, Sincea utility’s revenue requirement is directly
dependent on the amount of its rate base, GTEC's ratepayers bénefited from the
incremental amount of reduced rate base caused by indirect construction costs being
expensed. Hesse calculates that this lower rate baseé provided its ratepayers with a
cumulative USOA benefit of $76 million through year-end 1995.

NRF Shareable Earnings
" GTEC further ¢ontends that its ratepayers received USOA benefits

through the sharing of GTEC’s 1990 through 1993 eamings with its ratepayers. The
original NRF order required GTEC to share 50% of any eamnings on rate base in excess
of 13%, up toa predetermined eérhings cap. Since GTEC exceeded its NRF faté of
return benchmark level for the yéafs 1990 throuéh 1993, GTEC shared a porfion of its

-7-
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eamnings with its ratepayers, resulting in a $48 million ratepayer benefit as confirmed by
DRA's interests.

Had GTEC continued to capitalize its indirect construction costs, similar
to the above discussion of the NRF start-up rate base, its NRF rate base would have
been higher. Assunﬁﬂg the same net income leve), a lower rate base yields a higher rate
of return, causing GTEC’s earnings to exceed the sharing benchmark by more than what
it would have experienced if the indirect construction costs wete included in rate base.
Hesse calculates that the USOA impacts on GTEC's NRF rate base provided its
ratepayers with a camulative USOA benefit of $48 million through the form of
shareable earnings for the years 1990 through 1993.

GTEC’s Summary of its Ratepayeér Benefits

GTEC believes that the cumulative USOA benefits it flowed back to its
ratepayers through the annual turnaround adjustment, NRF start-up rate base, and
NREF shareable eamings exceed $366 million. This is in contrast to the additional
revenues of $146 million’® it received to offset the revenue requirement increase

associated with the USOA capital-to-expense shift, excluding the continuing income tax

liability as summarized in the following GTEC tabulation.

! 1995 cumulative sum of revenue requirément GTEC received for the $41.739 million capital-
to-expense shift in 1959.
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Category Amount
(Millions)

Ratepayer Benefits:
Tumaround Adjustments $242
NRE Start-Up Rate Base '
NREF Shareable Eémings
TOTAL RATEPAYER BENEFITS -
Less

GTEC Cumulative Part 32 Revenues
(Capital-to-expense impact only)

Cumulative Net Ratepayer Benefits

Pacific Bell's Basls to Discontinué its Turnaround Adjus’thiéht

Pacific Bell also believes that its ratepayers have received sufficient benefits from
the several years of USOA turnaround adjustinents to justify the elimination of the
" turnaround édjustment effective January 1, 1995. Pacific Bell contends that the
economic benefits its ratepayers received from the capital-to-éxpense step doivn
adjustments, through year end 1994, are greater than the ratepayers would have

received from all past and future revenue-requirement savings resulting from the

USOA capital-to-expense change under traditional ratemaking policy. This is discussed
below. '

" Turnaround Adjustment
Similar to GTEC, Pacific Bell represented that the ) pnmary source of USOA

ratepayer beneflts was provided through its annual turnaround adjustment. In 1988
Pacific Bell was granted a rate increase of appr()x:mately $136 million to cover its USOA

start-up revenue requirement. This start-up revenue requtrement ¢consisted of a
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$105 million actual capital-to-cxpense shift, a $43 million tax effect caused by the IRS

not recognizing the capital-to-expense shift for income tax purposes, and a $12 million
first-year turnaround adjustment caused by decreases in Pacific Bell's depreciation
expense and return on rate base during the USOA implementation year.

Consistent with GTEC and D.88-09-030, Pacific Bell filed annual
turnaround adjustments to reflect its reduced revenue requirement impacts from the
capital-to-expense change. Pacific Bell used a simple mathematical formula to calculate
its annual step down adjustment, so that the initial $136 million USOA revenue |
requirement increase would be fully and permanently reversed in equal increments.
Therefore, the sum of all USOA turnaround adjustments fade by Pacific Bell would
total $136 million by year-end 1994. However, because _Coxﬁm'ission Resolution T-15696
required Pacifi¢ Bell to continue its annual turnaround adjustinent Pacific Bell
implemented an additional $23 million annual tumaround adjustment in 1995. Pacific
Eell believes that without reﬂ'ersal of its 1995 turnaround adjustment, it will have

_provided its ratepayers with an excess of $23 million in USOA benefits.

Pacifi¢ Bell constructed two indépendent financial models to test its
conclusion that ratepayers have been adequately compensated for the capital-to-
expense change in 1988. These financial models were the Embedded Base Amortization
Analysis (EBA) and the Rate Base Avoidance Analysis (RBA).

Embedded Base Amortization Model
Pacific Bell's EBA model examined the revenue requirement effect of the

indirect construction costs embedded in rate base January 1, 1988, the implemen’tatiOn
date of the capital-to-expense shift. This analysis recognized that embedded indirect
construction costs automatically decline over time through depreciation and
retirements due to the discontinuance of capitalizing future indirect construction costs.
The EBA model calculated the declining revenue requirement by using Pacific Bell's
12.5 year average remaining life of embedded intrastate rate base with prevailing rates
of return and tax rates in effect for the time periods used in the model. The )*ear-ox'ei-

year decline in revenue requirement was assumed by Pacific Bell to be the Commission-
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envisioned ratepayer benefit. The net present value (NPV) of these yearly declines in
revenue requirement were then compared to the NPV of benefits that ratepayers
actually received as a result of the USOA turnaround adjustments.

This EBA model shows that, as of December 31, 1994, Pacific Bell's
ratepayers had received a cumulative net benefit of approximately $27 million more
than they would have received under traditional rate of retum r’egu_latic’m. This net
ratepayer benefit increases to approximately $50 million with the inclusion of the 1995

step down adjustment.

Rate Base Avoldance Model

Pacific Bell's RBA model examined the revenue requirement effect of the
capital-to—éxpensé change on a going-forward basis. Similar to the EBA model, the
underlying principle of the RBA was that rate base declines incrementally, leading to
the incremental reduction in rate of return on rate base and depreciation expenses. The

assumptions used by Pacific Bell in this model consisted of known and Commission

adopted variables such as: éhanges for rate of return on ratebase, depreciation expense,

and deférred taxes that would have been generated if these costs had been capitalized.

The RBA model calculated the reverniue requirement benefits Pacific Bell's
ratepayers would have received under pre-NRFE regulation through an analysis of
revenue requirement savings that would have resulted from avoiding rate base
additions subsequent to adoption of the USOA capital-to-expense shift. The NPV of
these )'earl); declines in revenue requirement were then compared to the NPV of the
annual step-down adjustments.

Under this RBA model, Pacific Bell's ratepayers have received
approximately $3 million in step down adjustments less than if the indirect construction
cost continued to be capitalized under traditional rate of return regulation as of
December 31, 1994. However, this negative benefit changes to a positive $20 million

benefit upon inclusion of Pacific Bell's $23 million 1995 step-down adjustment.
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Summary of Pacitic Bell Ratepayers® USOA Benefits
Pacific Bell concludes that there is no mandate that ratepayers must

receive rate reductions that equal or exceed the amount of the initial USOA revenue
requirement increase. Insupport of its position, Pacific Bell relies on the Commission
intent to keep the turnaround adjustment in existence only until Pacific Bell filed its
next scheduled test year general rate proceeding. Pacific Bell believed that upon the
filing of its next general rate proceedmg. which never took place, its rates would be
adjusted to reflect the effect of the USOA accounting changes in test-)'ear estimated rate
base, revenues and expenses. This is the time that the Comm1551on would exercise its
broad authorilj' on an on-going basis in allowing e'x‘pens‘és, judging the appropriateness
of depreciation rates and capital expenditures, and setting rates of return.

Pacifi¢ Bell believes that its $136 million Cﬁmulalive turnaround
adjustments, passed through to its ratepayers through year end 1994, which fully
reverse its $136 million USOA start-up revénue requirement granted in 1988, pro\'xde
Pacific Bell’s ratepayers with sufficient IOng-term benefits. Pacific Bell uses the results
of its EBA and RBA models as a reality check onits belief that ratepayers have received
sufficient long-term benefits. Although the models produced slightly different
cumulative excess benefits to ratepayers on an individual basis, the models takéen as a
whole support Pacific Bell's contention that it has provlded more than all of the benefits
that would have accrued to ratepayers under tradmonal ratemahng

Pacific Bell also concluded that any further continuation of the turnaround
adjustments would unfairly harm Pacific Bell financially because each additional
turnaround adjustment past 1994 will create an éven wider discrepancy between the
benefits ratepayers would have received under traditional rate of return ratemaking
and the benefits ratepayers have actually received.

AT&T Communications’ Opposition

AT&T opposes GTEC's and Pacific Bell's request for authority to discontinue
their respective USOA turnaround adjustinents until the utilities provide significant
additional benefits to their respective ratepayers. AT&T's opposition is based on its
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understanding of expected ratepayer benefits and its analyses of: historical embedded
revenue requirements model (HEIRMM); NPV analyses; perceived flaws in GTEC's and

Pacific Bell's models; and the utilities’ double recovery of tax allowances.

Expected Ratépayer Benelits
AT&T asserts that the USOA case history demonstrates that the

Commission was led to expect that long-term and substantial ratepayer benefits would
be gained from adopting the capital-to-éxpense change. Although aninitial rate
increase would be needéd, ratepayers would realize annual rate reductions for many
years. AT&T supports its assertion by reference to the (1) Wilson (GTEC) and Cancilla
(2) Pacific Bell testimonies provided in the initial USOA investigation. According to
AT&T, these testimonies indicated that revenue r‘equifements would decrease annu ally

until the cross-over point is reached in 1994. From that time forward the capital-to-

expense change would preduce revenue requirements lower than those which would

" have existed if the change were not adopted.

_ AT&T also cites various Commission findings of fact, conclusions of law,
and ordering paragraphs telated to adoption of the capital-to-expense shift to support
the need for long-térm and substantial ratepayer benefits. For example, D.83-09-030's
Finding of Fact 13 reaffirmed the Commission’s previous finding that revenue-
requirement impacts associated with the capital-to-expense change would result in
yearly revenue-requirement reductions. D.83-09-030's Ordering Paragraph 3 required

the utilities to file annual advice letters to reflect reduced revenue requirement needs.
This requirement was subsequently reaffirmed in the start-u p NRF revenue
requirement proceeding, 12.89-12-048, which required the utilities to continue their
respective turnaround adjustments as a Z-factor adjustment.

AT&T asserts that, regardless of whether GTEC and Pacific Bell had filed .
another general rate case prior to the implementation of NRF, the tumaround
adjustment would have continued to ensure long-term and substantial ratepayer
benefits. This is because the Commission has, on at least two other occasions, adopted
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long-term capital-to-expense type rate reductions that crossed multiple rate case
periods and the current incentive regulatory environment.

The first instance related to the change of inside wire being expensed
instead of capitalized. Pursuant to Resolutions T-14235 and T-14236, the Commission
required GTEC and Pacific Bell to continue revenue requirement reductions from a
memorandum account attributable to the accounting change that resulted in a declining
rate base through the Z-factor adjustment until the amortization lime period ended.

The second instance related to a change from capitalizing to expensing
certain telephone plant costing less than $500 and more than $200. Again, this change
ended the capitalization of cerlain costs, leaving an embedded investment base. ‘
Pursuant to D.90-08-029, 37 CPUC2d 129 (1990), Pacifi¢ Bell was authorized to recover

 its revenue requitement increase caused by the capital-to-expense change and to
implement yearly step-down revenue reductions reflecting future rate reductions
attributable to the accounting change that resulted in a declining rate base through the -
Z-factor adjustment, until the amortization time period ended.

Both instances provided immediate rate increases followed by a finite

number of required step-down adjustments providing long-term savings to ratepayers.

However, we already considered and rejected such a procedure through the use of a
deferred account in D.87-12-063, the initial order adopting the capital-to-expense
change. We concluded that the utilities should not be committed by a long-term
recovery of cost that a deferred account or balancing account should not be
implémented for the revenue requirements associated with the capital-to-expense
change because such mechanisnis assume a guaranteed recovery of costs. No party
sought a modification or reheating on our rejection of establishing such a deferred

amount or balancing account.

Historical Embedded Revenue Requirements Model
AT&T utilized its HEIRMM model to determine how long the step-down

revenue reductions should continue.
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AT&T contends that the single most important factor to consider in
determining GTEC's and Pacific Bell's ultimate ratepayer obligation is the amount of the
utilities’ embeddad revenue requirements at the time the capital-to-expense shift was
adopted. To do so, AT&T utilized its HEIRRM model which was based on historical
rather than projected future construction activity. Excluded from the model was the
impact of rate base being avoided from the expénSing of indirect construction costs
subsequent to the adoption of the capital-to-expense change.

AT&T concluded from its HEIRRM model that, as of 1987, the embedded
revenue requirement for previously capitalized amounts now expensed under the
capital-to-expense change was approximately $72 million for GTEC and $285 million for
Pacific Bell. Thé model also estimated that both GTEC’s and Pacifi¢ Bell's revenue
requirements would decline on an annual basis until fully extinguished in the year 2005.
Such impact was due to déclining rate bases and associated returns, taxes, depreciation
and retirements. AT&T offset the benefits that GTEC and Pacific Bell have élready
flowed back to their ratepayers from its benefit estimate.

AT&T concluded that GTEC refunded approximately $8 million more to
ratepayers than it should have and that Pacific Bell still needs to refund $112 million to
ratépéye‘rs, as shown in the following tabulation. However, AT&T further adjusted its

GT ECestimate to reﬂect r‘atepayér funding benefits which AT&T believes GTEC

received from implementation of the capital-to-expense change. No such further
adjustment was applied to its Pacific Bell estimate. This adjustment changed AT&T's
estimated GTEC $8 million overpayment to a $47 million underpayment.

GTEC Bell
Estimated Benefit $72
Approved Rate Reductions - 80

Balance to be Refunded 5(8
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Net Present Value Analyses
AT&T believes that the embedded revenue requirement at the time the

capital-to-expense change was adopted is the appropriate bench mark to determine
whether ratepayers have received benefits. However, as an alternative to its own and
the utilities’ historical analyses, AT&T conducted a net present value (NPV) analysis to
further determine whether ratepayers could actually expect to see a net benéfit from the
capital-to-expense change. It believes thata NPV analysis provides insight as to when
ratepayers should expect to begin seeing a net benefit from the capital-to-expense
char\ge. AT&T acknowledges that a NPV analysis, traditionally used to calculate the
amount of payments needed to pay off a loan, is completely divoréed from the concept

of embedded revenue requirements, traditionally used to calculate the amount revenue

a utility has an opportunity to eam. _
The coniponents of this NPV analysis included GTEC’s and Pacific Bell's

authorized revenue réquirement increases, subsequent rate reductions through 1996,
and start-up NRF revenue changes adopted in 1990. Similar to its HEIRRM l;lf)del,
AT&T excluded the impact of rate base avoided from the indirect construction costs
being expensed subsequent to the adoption of the capital-to-expense change. Revenue
increases and decreases were assumed to have been received on December 31st of each
year with a 11.50% discount factor, consistent with the NRF start-up revenue.
requirement.

AT&T concluded from its alteinative NPV analysis that ratepayers have
not yet broken even. As an extreme example of a long-term pay back, the NPV analysis
shows that it would take ratepayers 100 years to recoup all the Payments they have
made to GTEC and Pacific Bell if the utilities permanently reduced their rates by
approximately $47 million and $70 million, respectively on January 1, 1996.

Double Recovery of Income Taxes

AT&T also contends that the utilities are double recovering the tax
component of their respective 1988 approved USOA start-up revenue requirements.
Although the IRS has not recognized the capital-to-expense change for federal income
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tax purposes, AT&T contends that the utilities should be required to reduce their rates
by the tax component of the start up revenue requirement because the utilities will
recaplure all of the taxes previously paid over all expected normalized time periods.
AT&T demonstrates through a theoretical model that, over time, the normalization of |
tax timing differences will drive the utilities’ net revenue réquirement capital-to-
expense tax allowance to zero. Because both GTEC and Pacific Bell depreciate their
expenses capitalized for tax purposes on an accelerated basis, the acceleration of tax
depréciation has the effect of quickly reducing the embedded base for tak purposes.
Thus, AT&T concludes that the utilities have been recovering the full start-up tax effect
in rates annually even though actual tax requireniénts have been lower.

Absent its proposed tax normalization in rates, AT&T asserts that the utilities
have and will continue to double recover t:he‘ir‘ start-up USOA tax allowances. To
eliminaté this perc'éived double recovery, AT&T recommends that GTEC and Pacific
Bell flow back.ﬁi-e $27 million and $43 million, respectively, of tax effects caused by the
start-up capital-to-expense c_harig-e' not being immediately deductible for federal and
state income tax purposes. However, this érguﬁxeﬁt is moot because the issue of tax
normalization applicable to the capital-to-expense change was considered and rejected
in D.87-12-063, dprOceeding in which AT&T also pr’Omoted the use of tax
normalization. Neither AT&T nor any other party to the promeding filed a petition for
modification or application forrrehearing on the tax normalization issue. Although
AT&T had ampie opportunity to readdress this issue, it has not. We will not now
readdress this issue.

AT&T’s Recommendation
CAT&T does not oppose the utilities’ request to discontinue their
turnaround adjustments as long as the ratepayers are adequately compensated. Based
on its HEIRMM model and NPV analysis, AT&T believes that an adequaté

compensation for GTEC's ratepayers would be a permarient rate reduction of at least

$47 million and elimination of the double recovery of tax allowance through an

additional $27‘million rate réductioh, effective January 1, 1996. Adequate compensation
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for Pacific Bell's ratepayers under AT&T's HEIRMM analysis would require Pacific Bell
to implement a $112 million rate reduction over a 10-year time period and eliminate the
double recovery of a tax allowance through an additional $43 million rate reduction
effective January 1, 1996. However, sh'oﬁld the Commission choose a NPV method,
AT&T proposes that Pacific Bell's rates be reduced by $118 miillion, effective January 1,
1996.

DRA’s Opposition

Similar to AT&T, DRA opposes GTEC's and Pacific Bell's request for authority to
discontinue their USOA tumaround adjustments. However, DRA would not oppose
the utilities’ request if the utilities provide significant additional benefits to their
ratepayers. The DRA's opposition to the utilities request is based on its analysis of the
USOA regulatory history and of the utilities’ NPV revenue requirement intpacts.

- Regulatory History i
All parties to this proceeding recognize that adoption of the capital-to-

expense change results in a significant revenue requirement increase during the first
few years of implementation with decreasing revenue requirements thereafter due to
smaller ratebases. DRA points out, as it did at the time we evaluated the merits of
adopting the capital-to-expense changé, that such increased revenue requirement did
not reflect an increase in the utilities’ costs. It resulted from a change in the way such
costs are recovered through rate-of-return regulation. Under traditional rate-of-return
regulation, utilities are allowed dollar-for-dollar recovery for reasonable expenses and
allowed a return on the reasonable costs capitalized plus a yearly recovery for the
amount of capitalized costs being depreciated over a number of years.

Although the capital-to-expense change reflects the utilities” willingness to
accept short-term benefits through increased revenue requirements, DRA sees a
consistently stubbomn refusal of the utilities to share any of the later benefits with
ratepayers. This is demonstrated by Pacific Bell's failure to propose a turnaround
adjustment in its NRF start-up revenue réquirenlent and b')'» the utilities’ filing of

petitions to discontinue the annual Z-factor adjustinent.

< 18-
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DRA compares the utilities’ testimony presented in the initial USOA
investigation with Commission orders to reach DRA’s position that substantial
additional benefits are due the utilities’ ratepayers. For example, the wtilities previously
testified that once the cross-over point is reached in 1994 the revenue requirements will
become, and remain, less than they would if indirect construction costs had continued-
to be capitalized. Also, GTEC's witness previously testified that the most obvious
benefit to the California ratepayer is the tremendous decrease in revenue requirement
beginning in 1994.

DRA also point§ to the Commission order which required the utilities to
file reduced revenue requirement impacts from the adopted USOA in their annual
attrition filing, until their next rate case. Absent an attrition filing, on or before
October 1 of each year, the utilities were required to submit advice letters to reflect their
reduced révenue requirement needs. In the NRF start-up revenue-requirernent order ‘
the Commission stated that the USOA accounting changes leading to the turnaround
adjustments are the type of regulatofy changes the Commission contemplated in
allowing for recognition of exogenous factors in the price cap indexing mechanism. It
was also recognized that ratepayers should receive the benefits of cost reductions
through revenue requirement reductions arising from the change in the USOA lhrbugh
yearly revenue adjustments. D.89-12-048 concluded that, contrary to Pacific's and
GTEC's assértions,‘ basing the start-up revenue adjustment on 1989 recorded rate base
failed to capture the fact that 1990 rate base would be lower than 1989 rate base, due to
the capital-to-expense shift. D.88-09-030 found (Finding 13), that the USOA capital-to-
expense shift would result in a yearly revenue requirement réduction and concluded
(Conclusion 3) that ratepayers should realize the benefit of reduced revenue
requirement impacts that would occur in future years. Thus, per DRA, the USOA
turnaround adjustments should continue under-the new regulatory framework as an

exogenous factor.

DRA concludes from its regulatory history anaiysis that the ComlnissiOn

intended rafepayers to receive long-térm benefits from the capital-to-expense change.
Therefore, DRA does not believe that the mere returning of rates to pre-USOA levels

-19-
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will provide any benefits to the utilities’ ratepayers. It simply means that the ratepayers

no longer have to pay for the capital-to-expense change.

Long-Term Revenue Requirement NPV Analysis
The DRA conducted two analyses to determine the amount of USOA

long-term ratepayer benefits it perceives to be required by the USOA case history and
whether ratepayers have received such benefits. The first analysis compared the
cumulative USOA start-up revenue requirement benefiting the utilities to the
cumulative turmaround a'dj_ustm'ents benefiting ratepéyers as of December 31,1995.
DRA ¢oncludes from this analysis that the USOA change has provided benefits only to
GTEC and Pacific Bell. This isbecause the analysis shows that ratepayers have paid
approximately $231 million and $458 million more to GTEC a_nd‘Paci‘ﬁ‘c Bell,
respectively, in cumulative start-up rates than cumulative tumaround benefits they
received from implementation in 1988 to December 31, 1995. (See Attachment B to
Exhibit 19 (DRA).) | '

The second analysis calculates the NPV of the amounts which ratepayers
ﬁa\'e paid in excess of the step-down benefits they received through year-end 1995,
adjusted to reflect the sharing of 1990 through 1993 profits from GTEC to its ratepayers.
This result of approximately $336 million and $795 million for GTEC and Pacific Bell,
respectively, is then applied to the authorized NRF market base rate of return over a 10-
year time period. The 10-year time period was selected by the DRA to approximate the
remaining composite plant lives of the items being expensed instead of capitalized.
DRA concludes fron its NPV analysis that ratepayers are entitled to a One-time $47
million and $106 million benefit from GTEC and Pacific Bell, respectively.

DRA’s Recommendation

DRA recommends that the USOA Z-factor adjustinent not be eliminated
from the utilities” annual price cap index filing until GTEC and Pacific Bell make an
additional one-time permanent reduction bf'ap'proximately_%7 million and $106
million, respectively, through a billing surcredit applicable to the utilities’ intraLATA

excha'nge, intraLATA toll, and intrastate access charges. The surcredit should be

-20-
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calculated using the utilities’ billing bases contained in their individual 1995 price cap

advice letter filings.

Discussion
The issue in this consolidated proceeding is whether GTEC and Pacific Bell have

provided ratep&yers with sufficient benefits from adoption of the capital-to-expense
change. To resolve this issue it is necessary to identify the benefits provided to the
utilities, the benefits that were expected to be provided to ratepayers at the time the
capital-to-expense change was adopted, and benefits actually provided to the

ratepayers.

Utilities’ Benefits o
Pursuant to D.87-12-063, the utilities were provided an opportunity, nota

"guarantee,” to recover their revenue requirement deficiencies associated with the
capital-to-expense change. In exchange for this recovery opportunity, the utilities gave
up any rights to recover a return on their future indirect construction costs.

As addressed in our earlier background discussion, GTEC and Pacific Bell
filed advice letter requests for revenue requirement increases of $69.162 million and
$136.150 miillion, respectively, for their opportunity to recover revenue requirement
deficiencies applicable ta the capital-to-expense change in 1988. The utilities’
calculations and supporting workpapers were reviewed and found to be reasonable by
DRA. Subsequenlly, the utilities’ advice letters were approved. Hence, GTEC and
Pacific Bell received a benefit in the form of 2 $69.162 million and $136.150 million rate
increase, respectively, in 1988 related to the capital-to-expense shift.

We recognized in D.83-09-030 that the utilities’ recovery of revenue
requirement deficiencies could result in excessive recovery if turnaround adjustments
were not implemented to account for the yearly amortization of rate base. Hence, to
balance the utilities’ and ratepayers’ interests, we adopted DRA's recommendation that
the utilities annually file reduced revenue requirement impacts (annual turnaround
adjustments) until their next general rate case p'r‘_oceédiﬁg. ’Alth(‘)ugh‘pérties disputed
the intent of the annual turnaround adjustment, Ordering Paragraph 3 of D.838-09-030
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specifically stated that the annual turnaround adjustment was to remain in existence
until the utilities filed their next general rate case proceeding. This meant that the
turnaround adjustment would continue only uitil the utilities’ next general rate case
proceeding where a final adjustment, if necessary, would be made. The general rate
case proceeding, an event expected to occur in 1990 for GTEC and a few years later for
Pacific Bell, never occurred because the implementation of NRF made general rate cases
obsolete. However, ratepayers have continued o receive benefits from the turnaround
adjustinent through year end 1995. The 1996 and subsequent annual tumaround
adjustments are pending resolution of this proceeding.

The utilities calculated their annual turnaround a;_djustments s0 that their
approved capital-to-expense revenue requirement increases would be fully and
permanently reversed by year-end 1994, the date that their c’apital-to-exPer'\sé revénue
requirenment savings were to start, consistent with the initial USOA order. Inother
words, the cumulative sunof all step-down adjustments at year end 1994 would equal
the utilities’ 1988 authorized revenue requirement increase. This is not in dispute by
the parties, what is in dispute is the amount of benefits ratepayers should receive before
the turnaround adjﬁstnient is eliminated.

Similar to the 1988 revenue requirement increases approved for the
impact of the utilities capital-to-expense change, the annual turnaround adjustments
were permanent, and not subject to refund or adjusted as the result of any application
for rehearing. Hence, the utilities continued to receive benefits on a reduced basis while
ratepayers began to benefit on an increasing basis from the yearly tumaround
adjustments authorized through year-end 1995. The cumulative benefits, net of annual
turnaround adjustments, received by GTEC and Pacific Bell by year-end 1995 were
$230.540 million and $457.743 million, respectively.

Tumaround adjustments for 1996, 1997, 1998, and the future are subject to
our decision on whether ratepayers have realized a sufficient amount of reduced

revenue requirement benefits from the capital-to-éxpense change as of year-end 1995.
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Expected Ratepayer Benefits

All paﬁies concurred that ratepayers would benefit from revenue
requirement savings in the long-term through lower recorded rate bases, as set forth in
D.87-12-063, and from the turnaround adjustments requ%red by D.88-09-030. Hence, the
expected benefits to ratepayers should be measured in terms of revenue requirement

savings. However, the utilities and interested parties do not agree on what constitutes

lower recorded rate bases or on the level of revenue requirement savings that should

flow back to the raiepa)'ers.

The utilities believe that reduced rate bases should be derived from both
the amortization of existing capital-to-expense indirect construction costs and from the
avoidance of cépitalizing future inditect construction costs into rate base. Irrespective
of the reduced rate-base source, Pacific Bell contends that there is no Commiission
mandate for ratepayers to receive a specific amount of benefits, let alone rate reduction
~ benefits that equal or exceed the utilities short-term revenue requirement benefits.

On the other side of this e;\pected—ratepayér-beneﬁt issue, AT&T and DRA
believe that the Commission intended and implied that ratepayers would receive
significant long-term benefits soiely from the elimination of indirect construction costs
embedded in rate base at the time the capital-to-expense change was adopted. Neither
AT&T nor DRA defined what they meant by significant long-term benefits. However,
DRA does not believe that ratepayers received any benefit solely from the retuming of
utilities’ rates to pre-USOA levels through the turnaround adjustments. Rather, it
believes that such action merely means that ratepayers are no longer required to pay for
the capifal-tc»expense change. |

Similarly, AT&T believes that ratepayers should receive benefits in excess
of the cumulative rate increases granted to the utilities for their capital-to-expense
change. Hence, we are left to conclude that AT&T and DRA define significant long-
term benefits to be an unspecified amount of revenue requirement reductions that

exceed the cumulative amount of revenue requirenient increases which the utilities

received for their capital-to-expense change.
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DRA's witness acknowledged that lower recorded rate base results from
both the amortization of indirect construction costs previously capitalized and from the
discontinuance, or avoidance, of recording future indirect constrnuction costs into rate
base. This was the precise reason the capital-to-expense change was adopted.

Under traditional ratemaking procedures, the capital-to-expense change
results in perpetual ratepayer benéfits through lower recorded rate base. Thisis
because expensing indirect construction costs, instead of capitalizing them, results in
the least revenue requirement cost to ratepayers, as confirmed by AT&T and DRA. For
example, if a utility chose to expense a $1 million ¢ost, the utility would be entitled to
recover only that amount. However, if the $1 million was placed into rate base and the
utility was pr()\'ided the opportunity to eamn a 10% rate of retumn over a ten year useful

tife, the utility would be entitled to recover 150% of its cost, or $0.5 million more than if
 the cost was expensed. |

AT&T believes that avoided rate base should not be considered a
ratepayer benefit because current rates include payments for direct expenses for the
opportunity to avoid having the capital base grow. However, our adoption of the
capital-to-expense change for indirect construction costs does provide ratepayers with

cost savings. These costs savings occur because the utilities are no longer provided

with an opportunity to recover a return on such future costs over the useful life of the

construction activity. To ignore avoided rate-base impacts camouflages the true benefit
provided to ratepayers. _

The appropriate assessment of ratepayer benefits from the capital-to-
expense change should be dependent on the cumulative amount of turnaround
adjustments and on whether the change has reduced rate base. This would reflect both
actual amortization of embedded indirect construction costs and avoidance of
capitalizing indirect construction costs into rate base subsequent to adoption of the

capital-to-expense change in 1988.
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Realized Ratepayer Benefits
Although the parties disputed the amount of benefits derived from the

embedded turnaround adjustments, there is no dispute that the annual turnaround
adjustments, on a camulative basis through year-end 1995, have eliminated the utilities’
1988 rate increases applicable to their capital-to-expense revenue requirement
deficiencies. Hence, GTEC's and Pacific Bell's ratepayers have benefited from the
annual turnaround adjustments through year-end 1995 to the extent that the utilities no
longer recover capital-to-expense revenue requirement deficiencies in rates.

AT&T's and DRA's financial models and analysés were based on a
comparisén between the utilities’ increased. revénue requirement to recover deficiencies
from the capital-to-expense change, and benefits the ratepayers reoen.'ed from the
turnaround adjustments. Except for DRA’s inclusion of shareable eamnings for GTEC's
ratepayers, neither AT&T nor DRA reflected any benefits that ratepayers received from
avoided ratebase in their models or analyses. Therefore, these financial niodels and

analyses can only be used as a reality check on the benefits utility ratepayers have

reccived from embedded indirect construction cost.
| With regard to benefits derived from avoided rate base, AT&_T disputed

GTEC's use of certain factors in GTEC's avoided-rate-base financial models (such as its
selection of historical construction activities, depreciation lives, and exclision of
deferred taxes) for being inconsistent with AT&T's HEIRRM analysis. However, even
AT&T's HEIRRM analysis, with the exclusion of any impact of avoided rate base and
independent of its NPV adjustiment, corroborates that GTEC's ratepayers have received
at least $8 million in benefit from the capital-to-expense change in nominal dollars. The
inclusion of cost savings from avoided rate base into AT&T's analyses can only increase
the amount of benefits shown to have accrued to GYEC's ratepayers. |

AT&T also disputed GTEC's use of its NRF shareable earnings model as
demonstrating benefits to ratepayers.

DRA also ignored avoided-rate-base benefits in its analyses. However,
DRA's witness confirmed that GTEC's ratepayers benefited from $48 million in

shareable earnings due to the capital-to-expense change, and reflected such benefit in its
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benefit analysis for GTEC’s ratepayers. Hence, GTEC's ratepayers have also received a

benefit through shareable earnings.

In summary, GTEC's ratepayers benefited in three ways: from
discontinuance of the $69 million rate increase applicable to capital-to-expense revenue
requirement deficiency; from an unspecified amount of revenue requirement savings
from avoided rate base and from shareable earnings.

Pacific Bell constructed its financial models differently than GTEC. Hence,
comparable results do not exist. Pacific Bell used its EBA model as a reasonableness
check to AT&T's HEIRRM model results. This reasonableness check showed that
ratepayers have received a $50 niillion benefit and a $112 million detriment under
Pacific Bell's and AT&T's respective model at year-end 1995. The results differed
because the parties used different assumptions for factors such as rate of retum,
depreciation, and net-to-gross multiplier. _

Pacific Bell used its altemative RBA model to test the reasonableness of its
EBA muodel results. This alternative model showed a $20 million benefit to its
ratepayers at year-end 1995.- The altemative benefits shown by Pacific Bell's EBA and
RBA models are $50 million and $20 million, respectively, at year-end 1995 as compared
to AT&T's $112 million ratepayer detriment for the sanie time period, a difference of
between $132 million and $162 million.

Absent a detailed review of each assumption in both Pacific Bell's and
AT&T's models, a practice which we do not intend to undertake, we are unable to
conclude how much, if any, Pacific Bell's ratepayers have benefited from the
depreciation or amortization of Pacific Bell's embedded capital-to-expense rate base.
However, based on our “expected ratepayer benefits” discussion of cost savings from
avoided rate base, we can conclude that Pacific Bell's ratepayers have benefited from
avoided rate base.

In summary, Pacific Bell's ratepayers benefited from discontinuance of the
$136 million rate increase applicable to capital-to-expense revente requirenient
deficiency and an unspecified amount of revenue requirement savings from avoided

rate base.
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Conclusion
The burden of proof for eliminating the USOA tumaround adjustment lies with

GTEC and Pacific Bell as set forth in Resolutions T-15696 and T-15695, respectively.
Pursuant to these resolutions, the utilities have submitied detailed reasons to eliminate
their annual furnaround adjustments.

~ Without concurrence from the parties on the use of a preferred financial model
and on each individual bompOnent to be included in the financial mode), a precise
amount of ratepayer benefits cannot be determined. However, there is no need to
determine a specific amount of benefits which ratepayers have received from the
 capital-to-expense chande before the utilities can discontinue th¢ir annual turnaround
adjustments. This is because there is no Commission finding, conclusion, or order
requiring or guaranteeing that ratepayers receive a specific amount of benefits frorm the
capital-to-expense change. D.87-12-063, Finding of Fact 19, finds that the capital-to-
expense change will, in the long term, result in revenue requirement savings.
D.88-09-030, Fihding of Fact 13, finds that the capital-to-expense change revenue
requirement impacts will result in yearly revenue requirement reductions. D.8§8-09-030,
Conclusion of Law 3, concludes that ratépayers should realize the benefit of reduced
revenue-requirement impacts in future years. Hence, we need only find that ratepayers
have benefited from yearly revenue-requirement savings. ‘

Absent a modification or rehearing of D.87-12-063 and D.88-09-030, we can only
conclude that ratepayers should receive their revenue requirement savings from the
annual turnaround adjustments and from lower recorded rate bases caused by the
amortization of embedded indirect construction costs and avoidance of capitalizing

additional indirect construction costs into rate base.

At the time the utilities were provided an opportunity to recover their capital-to-

expense revenue requirement deficiencies, we emphasized that there was no intent to
"guarantee” them recovery of all costs assoctated with the capital-to-expense change.
The turnaround adjustment was implemented to balance the utilities’ and ratepayers’
interest. Not only has the tumaround adjustment reduced the utilities’ revenue -

requirement needs on a yearly basis, it has now eliminated the utilities mechanism to
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recover their capital-to-expense revenue requirement deficiencies. Clearly, the
turnaround benefit that ratepayers have received to date is consistent with our
recognition in D.§7-12-063 that ratepayers would benefit from revenue requirement
savings approximately seven years after the capital-to-expense change was
implemented.

Irrespective of AT&T’s and DRA’s objection to the utilities’ application of
individual components in their financial models, these médels and supporting evidence
demonstrate that GTEC’s and Pacific Bell's ratepayers have at least been made whole
and have likely benefited in excess of the turnaround adjustments through avoided rate
base. This demonstration is consistent with D.88-09-030’s finding that the revenues
requirements impacts associated with the capital-to-expense change will result in yearly
revénue requirement reductions, and the coniclusion that ratepayers should realize the
" benefit of reduced revenue requir"ér'nent in future years.

We also remind the intervenors that our decision ordering the initial revenue
requirement increase and subsequent downward adjustments was reached at a time
.when Pag¢ific Bell and GTEC were operating under rate-of-return regulation. It was
therefore reasonable for the Commission to ensure that the ratepayers would directly
benefit from the accounting shift, while still providing the utilities with an opportunity
to eam a reasonable rate of return. Under the NRF, however, shareholders assume
greater risks for the operations and earnings results of GTEC and Pacific Bell, and the
utilities in turn have greater freedom to manage their expenses and reap the rewards of
such management. On the other hand, ratepayers under NRF are more isolated from
the utilities’ changes in costs, but still stand to gain from the utilities’ outstanding
management of those costs. Under this balancing of interests, therefore, it is as
improper for the Commission to allow ratepayers to obtain greater benefits than those

obtained by the shareholders due to the instant accounting change than it would be for

the Commission to permit the utilities to collect more revenues from the ratepayers

than they need to recover the additional costs associated with the post-retirement-other-

than-pensions accounting change.
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GTEC’s and Pacific Bell's request to discontinue their annual turnaround
adjustments should be granted effective rla’nuary 1, 1996. The utilities should close their
respective interest-bearing memorandum accounts established by D.95-11-061 for their
1996 tumaround adjustments, and modified by D.96-11-006 and D.97-11-023 to include

their 1997 and 1998 turnaround adjustments, respectively.

Section 311 Comments
The ALJ’s proposed decision on this matter was filed with the Docket Office and

“served on all parties of record on July 14, 1998, pursuant to Section 311 of the PU Code.

Comments and réply comments on the ALJ’s proposed decision were due on August 3,
1998 and August 10, 1998, respectively.
GTEC, Pacific Bell, and the DRA timely filed ¢cémments and reply comments to
the ALJ’s proposed decision with the Docket Office. Copies of these comnients and
- reply comments were also timely served on all parties of record.

AT&T also submitted comments on the AL)’s proposed decision. However, its
comments was tendered with the Docket Office and mailed to all parties of record on
August 4,1998, one day late. Subsequently, on August 10, 1998, AT&T submitted a
motion for leave to accept its late-filed comments on the AL)’s proposéd decision. A
copy of its comments to the ALJ’s proposed decision was attached to its motion.

Rule 77.5 requires late-filed comments to ordinary be rejected. However, in
extraordinary circumstances a motion for leave to file late may be filed if an
accompanying declaration under penalty of perjury is submitted with the motion
setting forth all the reasons for the late filing.

By its motion, AT&T explains that it had completed its comments on the ALj's
pioposed decision early, on July 28, 1998. However, it tendered its comments for filing
and mailed a copy of its commients to all interested parties one day late because AT&T
erred in calculating the due date for filing comments and because its regular
experienced staff that supervises the calendar and corresponding filing dates was on’
vacation. An ac¢ompanying declaration under penalty of perjury was not submitted as

part of its motion to accept late-filed comments.
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Comments to an AL)’s proposed decision is due within twenty days of date the
proposed decision is mailed. Although AT&T apparc:ntl)' completed its comments
early, AT&T chose to calculate and submit its conuments on the last day it believed such
comments could be filed. We do not believe that an error in calculating the due date for
filing comments or the vacation of an employee constitutes an extraordinary
circumstance for accepting late-filed comméﬁts. Further, AT&T failed to include a
declaration under penalty of perjury as required by Rule 77.5. Absenta finding of
extraordinary circumstance and a declaration under penalty of perjury, AT&T’s motion
to accept late-filed comments should be rejected. -However, all other parties to this
proceeding have acknowledged th'e'r'eceifnt and review of AT&T’s comments in their
reply comments, and to the extent déemed necessary, res‘pondéd to AT&T’s comments
in their reply comments. The grant of AT&T motion will not prejudice any 'party’s. -
rights. Hence, AT&T’s motion to ACCept late-filéd comments is granted.

. Rule 77.3 of the Commission’ Rules of Practice and Procedure specifically
requires Section 311 conimentsib focus on factual, legal, or technical errors in the
Proposed Decision and in citing such errors requires the party to make specific
references to the record. Comments which r'herely reargue positions taken in briefs
accord no weight and are not to be filed. New factual information, untested by cross-
examination, must not be inclizded in comments and must not be relied on as the basis
- for assertions made in post publication c‘c‘nrﬁments. Rule 774 requirés comments
proposing specific changeé to the Prop'osed Décision to include supporting findings of
fact and conclusions of law.

We have carefully reviewed the comments filed by the parties to this proceeding
that complied with Rule 77.3 and to the extent that such comments required discussion

or changes to the Proposed Decision, the discussion or changes have been incorporated

into the body of this order. Comments which have not complied with Rule 77.3 were

not considered.
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Findings of Fact
1. GTEC and Pacific Bell filed separate applications for authority to eliminate their

Tumaround Adjustntent effective January 1, 1995.
2. GTEC was authorized a $69 million and Pacific Bell a $136 million revenue-

tequirement increases in 1988 to recover capital-to-expense revenue requirement

deficiencies. _
3. GTEC and Pacific Bell were required to file turnaround adjustments annually

until the utilities’ next general rate filings.

4.. The purpose of the mmarounci -a'djustment was to enable ratepayers to benefit
from the reduced revenue requirement impacts associated with the capital-tg-expense
accounting shift. _

5. The traditional general rate éas‘e proceeding was r‘éplaéed with NRE before the
utilities filed their next genéral rate proceedings.

6. Rates based on reasonable changes in the utility’s costs under the traditional
method were replaced under NRF with adjtistmeni to rates based on a price cap
formula that includes inflationary and productiv'i‘ty factors as well as Z-factor
adjustments.

7. The utilities c‘c‘sﬁtiﬂ}léd with their annual turnaround adjustnients as a Z-factor
adjustment under NRF. |

8. Annual turnaround adjustments were included in GTEC's and Pacific Bell's price
cap filings for the years 1991 through 1994, in accordance with D.89-12-048.

9. GTEC and Pacific Bell were required to continue with their turnaround
adjustnient in 1995.

10. GTEC and Pacific Bell filed applications for rehearing of the requirement that
they continue their turnaround adjustment in 1995. _

11. The utilities’ application for rehearing of their 1995 turnaround adjustment was
denied on Sept.er'nber 20, 1996.

12. The utilities’ rate increases and subseqﬁent_ turnaround adjustments were made
permanent, and not subject to refund or adjustment as the result of any application for -

rehearing.
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13. The utilitics established turnaround adjustment memorandum accounts for their
1996, 1997 and 1998 turnaround adjustments pending a final order in this proceeding.

14. Pacific Bell utilized its EBA and RBA models to demonstrate benefits its
ratepayers have received to date.

15. The use of a deferred account for capital-tx}ex}iense costs and benefits was
considered and rejected by D.87-12-063.

16. The issue of tax normalization applicable to the capital-to-expense change was
considered and rejected by D.87-12-063.

17. AT&T and DRA oppose the utilities’ request for authoﬁty to discontinue their
turnaround adjustments until the utilities providé significant additional benefits to their
respective ratepayers.

18. The utilities were provided an opportunity,rnot a "guarantee,” to recover their
revenue requirement deficiencies associated with the capital-to—expense'change.

19. The turnaround adjustments were adopted to balance the utilities’ and
ratepayers’ interests from the capital-to-expense change.

20. D.83-09-030 provided for the anuiual turnaround adjustments to remain in
existence until the utilities filed their next general rate case proceedings.

21. The utilities never filed their next general rate case proceeding because NRF
made such filings obsolete. |

22. The cumulative benefits and annuat tumaround adjustments, received by GTEC
and Pacifi¢ Bell by year-end 1995 were approximately $230 million and $457 million,
respectively.

23. Ratepayers were to benefit from the capital-to-expense change in the long-term
through lower recorded rate base and from the turnaround adjustment.

24. Lower recorded rate base results from both the amortization of indirect

construction ¢osts previously capitalized and from the avoidance of recording future

indirect construction costs into rate base.

25. The expensing of indirect construction ¢osts, instead of capitalizing such costs,

restlts in the least revenue requirement cost to ratepayers.
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26. The annual turnaround adjustments, on a camulative basis through year-end
1995, have equaled the utilities’ 1988 rate increases applicable to the capital-to-expense
shift.

27. Neither AT&T nor DRA reflected any benefits that ratepayers have received
from avoided ratebase in their models or analyses.

28. GTEC has made seven annual tumaround adjustments 6f $11.5 million each and

has fully reversed the start-up revenue réquirement grantéd toit. »
29. GTEC's ratepayers benefited from discontinuance of the $69 million rate

fncrease applicable to capital-to-expense revenue requirement deficiency, an
unspecified amount of revenue réquirement savings from avoided rate base, and from
$48 million in contributions through shareable earnings in 1999, 1991, 1992, and 1993.

© 30. Pacific Bell's $156 million cumulative turnaround adjustmenfs through year-end
1995 have more than fully reversed the $136 million start-up revenue requirement
g;antcd to Pacific Bell in 1988. —

31. Pacific Bell's ratepayers benefited from disecontinuance of the $136 million rate
increase applicable to capital-to-expense revenue requirement deficiency, the additional
and permanent $23 million revenue requirement reduction ordered in Resolution |
T-15695, and an unspecified amount of revenue requirement savings from avoided rate
base.

32. There is no Commission order requiring or guaranteeing that ratepayers receive
a specific amount of benefits from the capital-to-expense change.

33. The capital-to-eéxpense change results in revenue requirement savings over the
long-term. | _

34. AT&T tendered an August 10, 1998 motion for leave to accept late-filed

comments on the AL)'s proposed decision.

Conclusions of Law
1. GTEC's and Pacific Bell's requests for recovery of their 1995 turnaround

adjustments are moot.
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2. The appropriate assessment of ratepayer benefits from the capital-t&expense
change should be dependent on the cumulative amount of turmnaround adjusiments,
and on whether the change has reduced rate base, considering both the actual
amortization of embedded indirect construction costs and avoidance of capitalizing
indirect construction costs, subsequent to adoption of the Capital~td~expehse change in

©1988. |

3. The benefit that ratepayers have received from the turnaround adjustment to
date is consistent with D.87-12-063's recognition that ratepayers would benefit from
revenue requirement savings approximately seven years after the capital-to-expense
change was iﬁ1j§lemented. -

4. The NRFE balances the risks and rewards of shareholders in the interest of the
ratepayers. Insuch a balance, it is unreasonable for one or the other group to unduly
benefit from accounting shifts. ' _

5. GTEC'sand Pacific Bell's turnaround adjustments should be discontinued

effective January 1, 1996.

6. GTEC's and Pacific Bell's 1996, 1997 and 1998 turnaround memorandum

accounts should be closed.
7. The applications should be granted to the extent provided for in the following

order.
8. The 1988 rate increases and sg.ibs‘éi}ueh't yearly turnaround adjusﬁﬁents through
year end 1995 cannot now be édjusted.

9. AT&T’s motion for leave to accept late-filed comnients on the ALJ’s proposed

decision should be granted.
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FINAL ORDER

IT IS ORDERED that:
1. GTE California Incorporated’s (GTEC) and Pacific Bell's Uniform System of
Accounts tumaround adjustiments shall be discOnﬁnued effective January 1, 1996.
2. GTEC's and Pacific Bell's 1996, 1997 and 1998 turnaround adjustment
memorandum accounts shall be closed within 60 days after the effective date of this

order. 7 ,
3. Application (A.)95-02-011 and A.95-05-018 are closed.
" This order becomes effective 30 days from today.

Dated September 3, 1998, at San Francisco, California.

RICHARD A. BILAS
, President:
P. GREGORY CONLON
JESSIE J. KNIGHT, JR.
HENRY M. DUQUE
JOSIAH L. NEEPER
Commissioners




