SECTION 1 - Introduction
Voters say that they are more concerned about health care, social security, education, and
a whole bunch of other things their children can’t spell.
The Daily Show
November Sth, 1998

The quote above, although humorous, is indicative of the view that the America’s
educational establishment could be improved. Critics note poor test scores, low
educational standards, and in the wake of the Littleton massacre a shortage of discipline
and moral values as symptoms of a dysfunctional establishment. With a new round of
elections coming in a little more than year, education reform promises to be a major
issue. A survey of presidential candidates web pages finds a definitive statement about
education policy on a majority of the pages. The suggestions for school reform are
divisive along party lines with Republican candidates calling for market-based reforms
and the Democratic candidates urging reform of the existing public education system.

Mirroring the division between Democratic and Republican education policy,
newer reform proposals have shifted emphasis from changing the behavior and
organization of schools to altering market incentives available to schools. Market-based
reformers contend that competition brought about by privatization, open enrollment, or
voucher programs, is the most effective way to improve school outcomes.' They contend
that markets will be more responsive to consumer demands for quality and surpass the
existing public school monopoly in efficiency.

Although market-based provision of goods and services is an intuitively appealing

idea for economists, empirical evidence to support for market-based reform of education

! School outcomes include test scores, dropout rates, breadth of academic and extracurricular offerings, and
school environmental factors like safety and peer group composition.
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is not entirely conclusive. Evidence of the efficacy of reform programs is equally
inconclusive. For example, a study of school privatization in Baltimore, Maryland finds
no significant difference in cost or quality between traditional public schools and for
profit public schools (Williams and Leak, 1995). A recent article in U.S. News and
World Reports describes charter and private schools in Arizona and Michigan as
suffering from the same problems as public schools, as well as a host of unique problems.
The article cites numerous instances of financial fraud and abuse, nepotism, substandard
or non-existent school facilities, and weak school curriculum. One school allowed
students to exempt a literature class by instead watching movies based on literary works.

Given the importance of education to the continued economic and social well
being of our nation, school reform should be under-taken in the most cautious manner.
Market based reforms, which would involve a large-scale restructuring of the education
establishment, should be pursued only when it is sufficiently clear that public schools are
somehow exercising market power and the exercise of market power is harmful to school
outcomes and economic efficiency.

This dissertation will provide evidence that will be useful in evaluation of school
reform policies and educational policy in general. Unlike the majority of previous studies
of schools, I will utilize models found in the industrial economics literature. I will begin
my study by describing school output utilizing the hedonic valuation model. The goal is
to create an intuitively appealing way to describe the quality of a school that produces
many outputs. After describing the output of schools, I will develop a market definition
for public schools, using Tennessee as an example. I will adapt a common model used in

education research by utilizing a unique econometric model identification strategy.
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Finally, building upon the results of the two previous essays, I will examine how market
power effects the technical efficiency of schools.
Section 2 — Formulating a School Quality Index

Section 2.1 - Introduction

One of the fundamental problems associated with formulating policies to improve
educational quality is, strangely enough, defining the term educational quality. Maddaus
and Marion note “numerous studies have indicated that parents believe quality of
education is important, but such studies rarely attempt to determine what parents mean by
‘quality of education’ or how they decide whether a given school provides this quality
education”(1995, 76). Given the lack of research concerning what parents consider
quality education, it is possible for school administrators to pursue educational goals that
are not shared by parents. Jaeger, Gomey, and Johnson (1994) cite survey evidence that
indicates school administrators closely identify school quality with performance on
standardized tests while parents are more concerned with school safety and environment,
the availability of a diverse curriculum, and teacher qualifications than test scores.

The economics profession has done little to clarify the definition of school quality
as economists generally follow the lead of school administrators, using test scores as a
measure of school quality, while neglecting factors that parents view as important in
assessing school quality. Research by Maddaus and Marion (1995) underscores the
inadequacy of test scores as a measure of school quality by showing that test scores
account for only 20 percent of the variation in high school enrollment trends in a sample
of Maine school districts. Although important, test scores do not fully capture the concept

of school quality that guides the school choice decision.
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A good measure of school quality must incorporate the diverse educational
objectives of both parents and school administrators. However, since schooling is a good
with many attributes that contribute to its quality it is not intuitively obvious how to form
a measure of school quality. One way to overcome this difficulty is to form an index of
school quality based on hedonic theory, which contends that the market price of a good
can be described as a function of product characteristics. A hedonic quality index would
appeal to economists as the weights used in the index are generated from market data.

Section 2.2 -- A Model of School Choice

A household’s choice of schooling services will typically depend on the
availability and quality of the local public school system, private religious and non-
religious schools, and perhaps nearby public (including magnet and charter) schools that
lie outside the residential school zone. The school choice decision is further constrained
by the price of schooling alternatives and parental perception of what constitutes school
quality.

Formally, we assume consumers maximize utility with preferences over schooling

services provided by school E and a composite commodity X. Each school produces a

unique schooling product expressed as E = E(4,,...,4,) , where the 4. represents the

many attributes of the education bundle. Schooling enters into the utility function only in
terms of attributes yielding the utility functionU =U(X, 4,,...,4,) 2 This specification

allows households to make trade-offs across components of the schooling bundle when

* I assume that schooling services are an intermediary good used to produce education. Attributes of the
schooling bundle are internalized by the child and converted into educational goods. Some schooling
attributes are supplied independently by private markets. For example, athletic instruction is often
provided by community recreation agencies. Parents often hire tutors for music or language instruction. I
choose not to model this aspect of the school choice decision, as I feel it is exogenous to the school choice
decision.
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choosing among alternative schools. The consumer’s problem is to choose a level of

private good consumption and a bundled set of education services subject to the budget
constraint B = p X +T(A4) — 7 where p_and 7 are the price of the composite commodity
and tax paid to support public schooling respectively. 3 Following hedonic theory, the
tuition price charged by a school T (A)is modeled as a function of product attributes.

Solving the consumer maximization problem, after normalizing the price of the

composite commodity to one, yields the first order condition

U, .
1) o _Za i=1,...,n.
84 U

i X

The expression ;% is the marginal implicit price function for attribute A4.. It represents

the marginal effect an additional unit of attribute 4, has on tuition prices. In equilibrium,

consumers equate the marginal implicit prices of all attributes to the marginal rate of
substitution between product attributes and the composite commodity.

To meet the demand of heterogeneous consumers, schools have adopted the
practice of providing a bundled set of educational services. This bundle contains a
diverse set of outputs including diverse academic offerings, athletic opportunities, and a
breadth of extracurricular activities. Some schools find niches in the schooling
marketplace like those that specialize in religious, artistic or military instruction.

Formally, schools are assumed to maximize profit firms producing differentiated

products sold in a competitive market. Let II, =(7; +S,)m, —C,where T,and m, are

? It is assumed that the choice of the level and mix of public school output has been determined through the
voting process. Accordingly, the tax price is exogenous to the consumer and must be paid regardless of the
choice of schooling.
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the price and enrollment of the j™ school respectively. The per pupil subsidy S ; might be

provided by federal/state governments in the case of public schools. Private schools can
receive subsidization from governmental agencies, but generally receive contributions
from religious and charitable organizations. Enrollments are assumed to decrease as the
tuition price increases. Enrollments are positively affected by desirable attributes like
above-average test scores or a wide selection of instructional and extracurricular
activities. Factors like high dropout rates, frequent criminal activities and negative peer
group interactions should lower the tuition price of the school. The school cost function

is defined as C; =C(m;, 4,,..., 4,) . Costs are increasing in enrollments, reflecting the

costs of hiring additional teachers and constructing new facilities to accommodate more
students. Costs may increase or decrease with the attributes. Instructional attributes, like
increased sports or course offerings will increase costs; improved socioeconomic
conditions, may on the other hand, decrease the cost of producing the schooling bundle.
The first order conditions for the school maximization problem are:

Q) T(A)+S, = o
om

sa, o4,

Equation two indicates schools should increase enrollment to the point where tuition plus
subsidy is equal to the marginal cost of an additional student. If schools receive large
subsidies or have low marginal cost, possibly resulting from excess capacity, it will

charge a low or zero price.* Satisfying equation three requires that schools equate the

‘If marginal cost is close to zero, then schools will want to expand their enrollments to, or even past
capacity. Zero marginal cost implies that profit maximization and revenue/budget maximization are
equivalent.
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marginal revenue product of an incremental unit of an attribute with the marginal cost of
providing an additional unit of the attribute.

In equilibrium, households will have sorted themselves across communities and
public/private schooling alternatives based on the opportunities made available by
schooling providers. Since the focus here is on how consumers value attributes and
components of the education bundle, equilibrium is modeled in terms of the resulting
tuition price T for public and private schools. Known as the hedonic price function, it is

writtenas T =T(4,,...,4,) > Empirical estimation of the hedonic price function will
form the basis for the creation of the hedonic school quality index.

Empirical Methodology

Hedonic theory places many restrictions on the functional form of the hedonic
price equationT =T'(4,,...,4,). Rosen (1974) illustrates, using typical cost and
preference functions, that the hedonic price function is a non-linear function of product
attributes.® Besides the inherent difficulties non-linear behavior brings to econometric
analysis, Rosen argues that without prior knowledge of supplier and consumer traits, the
functional form of T'(4)is generally unknown to the analyst. Choosing the correct

functional form of the hedonic price equation is essential, as using an improper
specification will lead to inefficient, possibly biased, parameter estimates, which will

contaminate the derivative quality index.

* For the public school system, in which the household resides, the out or pocket tuition costs for public
schooling is zero. For all other educational alternatives, tuition will generally be nonzero. Exceptions
would include some public schools that do not charge tuition to out of district students. For these districts,

marginal cost is likely to be low and per pupil aid through S, from higher levels of government provides
sufficient revenue to compensate the districts the cost of providing education services.
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One approach to the estimation of hedonic price functions is the flexible
functional form technique suggested by Halvorsen and Pollakowski (1981). The
technique involves estimating a single equation that can incorporate all equations of

interest. This is done by estimating

gt

@) TP =6,+)647+> > 5,44
i=l

=1
where 7 and 4™ are Box-Cox transformations. Utilizing Box-Cox transformations
allows equation 4 to take on double-log, semi-log, log-linear, or quadratic functional
forms. When the analyst is unsure as to whether all relevant product characteristics are
being included in the analysis, Cropper, Deck, and McConnell (1988) show that linear
Box-Cox models are preferable to quadratic models as they produce the lowest mean
percentage errors. Selection of the properly model specification is made using a
likelihood ratio test or other appropriate specification test.

An alternative approach to using traditional hypothesis test to select the best
model, is to utilize a model selection criteria like the Akaike Information Criterion
(Akaike 1974). Model selection criteria are very useful in situations when either the true
model is unknown to the analyst or there are a large number of potentially feasible
models. Both of the cases apply to estimation of hedonic price functions. Model
selection criteria provide a tool to analyze a portfolio of competing models
simultaneously, instead of analyzing model individually using hypothesis tests. The
technique involves scoring each model with a measure of 'goodness-of-fit'. The model

with the lowest score has best fit. Unlike 'goodness of fit' measure like R’ or adjusted

S If T(A) is linear, the resulting marginal implicit price function will be constant for all agents. This is
equivalent to the existence of homogeneous consumers and producers implying the existence of a
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R?, information criteria can account for the complexity of the model. For example, the
AIC selects parsimoniously parameterized models by penalizing models with large
numbers of parameters. In sum, model selection criteria are very useful in selecting a
properly specified hedonic price equation.

The Quality Index

The hedonic quality index is formed by calculating

2,
5 i=1 i
® T
ST(4) . : o . :
where o is the estimated marginal implicit price function. For a given school,
n ST(A) , . , , :
————4, is the estimated valuation of the schooling product. The measure of

i=1 i
quality presented in equation 5, rewards schools that have estimated valuations that
exceed charged tuition. These best buy' schools contain, relative to their tuition price,
larger amounts of desirable attributes. Low quality schools will generally under supply
desirable attributes relative to their tuition price.
Data

The data used in the empirical analysis encompass both public and private schools
in Tennessee for the school year 1990/91. The public school data were drawn largely
from the Annual Statistical Report of the Department of Education. These data were
completed by a telephone survey of all public schools in the state on the tuition charge to
out-of-district students. While the state generally has an open enrollment policy, local

school districts could charge tuition to nonresident students. Finally, standardized test

standardized, undifferentiated commodity.
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score data were obtained from the State Board of Education. Note that state and federal
aid follows the student to the school of their choice.

Data on private schools were acquired through a mail survey of all private schools
in the state. The listing of schools was obtained for the State Department of Education
which maintains master files of all private schools in the state. The survey requested
information on enrollment, tuition and fee charges, staff qualifications, class sizes,
extracurricular activities, etc. (Test score data were not requested and are not available
from public sources.) A copy of the survey instrument can be found in Appendix 1. A
total of 175 schools (from a population of more than 500) responded to the initial survey.
Direct telephone follow-ups and the use of third party information (including state
records and private school directories) yielded adequate data for 60 percent of the private
schools in the state.

Section Three - Competition and Market Definition in Schooling Markets

Section 3.1 -- Introduction

In a survey of the education literature, Hanushek (1986) points out that numerous
attempts to explain the determinants of educational outcomes have failed to generate a
consensus. He notes "differences in quality do not seem to reflect variations in
expenditures, class size, or other commonly measure attributes of schools and teachers
(1142)." By the early nineties, a new branch of the literature emerged arguing that school
outcomes are primarily determined by the degree of competition facing a school. Known
as the empirical school competition literature, this research generally supports claims
made by Chubb and Moe (1990) that competitive pressure is necessary for schools to

achieve effective organization and increase educational quality.
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What is notably absent from the empirical school competition literature is a
careful definition of the geographic and product boundaries of schooling markets.
Market definition is traditionally the initial step in the analysis of market behavior as it
forms the basis for all estimates of market power. Market definitions that are too broad
will tend to underestimate the degree of market power while definitions that are
excessively narrow will overestimate the market power. Defining the market correctly is
necessary for any valid inference as to the degree of market power being exercised.

Besides the absence of a definitive market definition, the school competition
literature suffers from econometric problems as issues of model specification are
generally ignored. Further, parameters that describe competition are difficult to interpret,
especially when the estimating equation is specified incorrectly. I contend that the
production function method utilized by the school competition literature can be rescued
from its econometric problems by utilizing the econometric strategy outlined in the
previous section. However, parameters describing competition will still have vague
interpretation as they come from a reduced form model. What can be gleamed from these
estimates is information useful in defining schooling markets. Before I discuss the
empirical and conceptual basis for using schooling production functions in market
definition exercise, a review the empirical school competition literature and the untested
market definition that already exist in the literature is needed.

Section 3.2 — Literature Review

The empirical school competition literature focuses on two major themes. The
first emphasizes the interactions of public schools in determining school outcomes. The

second theme is that public school outcomes are influenced by competition from local
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religious and non-religious private schools. Central to both broad research areas is the
conjecture that competition from private or public schools forces school administrators to
abandon personal agendas and maximize student achievement. Market power gives
school administrators freedom to pursue actions that may be at odds with student
achievement. Competition, in the sense that a schooling alternative is present, forces
school administrators to align their interests with students and parents; abstaining from
rents received from excessive bureaucratization or the implementation of discretionary
policies. Anderson, Shughart, and Tollison (1991) quantify the detrimental effect of
bureaucratic emolument seeking on educational outcomes; showing that states with larger
educational bureaucracies have lower average test scores and higher dropout rates.

The first branch of the school competition literature deals with competition
between public schools and its affect on school outcomes. In a study of Kentucky school
districts, Borland and Howsen (1992, 1993), find a negative significant relationship
between market concentration and test scores. Restricting her analysis to school districts
in metropolitan areas Hoxby (1994b, 1996) reports substantively the same results as
Borland and Howsen. Blair and Staley (1995) posit that school districts compete for
students via by providing high quality schooling. They show that school outcomes are
positively affected by the outcomes of neighboring school districts. The positive effect is
interpreted as evidence that schools produce quality education in order to keep students
from switching to rival districts.

The second branch of the school competition literature explores how competition
between private and public schools affects public school outcomes. Hoxby (1994a) and

Couch, Shughart, and Williams (CSW) (1993) show that public school outcomes are
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improved by increasing enrollments in local private schools. Using the same data as
CSW, Newmark (1995) shows that CSW's results are not robust with respect to
functional form or the definition of variables. The work of Newmark is a reminder that
the education literature, specifically the production function method utilized in all of the
studies described so far, has for varying reasons failed to produce consistent results.’

The education literature contains several untested market definitions. Borland and
Howsen (1992, 1993) and Murray and Wallace (1997) define the geographic dimension
of schooling markets as a county. An alternate definition comes from Hoxby (1994a,b)
who considers all counties in a metropolitan statistical area (MSA) to be in the same
geographic market. On the product side of the market, private schools are readily
assumed to be substitutes for public schools. However, some debate still persists about
the competitiveness of different modes of private schooling. Religious and non-religious
private schools may interact with public schools in a different fashion or may exhibit
differing patterns of substitutions by consumers.

Section 3.3 — Conceptual Issues in Market Definition

A market is defined as the group of buyers and sellers whose trading establishes
equilibrium outcomes including price, output and quality. Market bounds are discerned
by examining the pattern of substitutions made by producers and consumers across
product and geographic dimensions. Market bounds are reached when no other product in

a different geographic region is considered to be a viable substitute for the product under

7 The production function method is used to determine what inputs are used to produce an educational
outcome. Results generated by the production function technique are often suspect due to a plethora of
econometric problems involved in the estimation procedure. See Hanushek (1979) for a survey of the
econometric difficulties encountered using the production function technique.
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examination. Goods that are not substitutable will not influence market outcomes and
thus should not be considered in the same market.

Geographic market bounds can be defined by answering the following
hypothetical question: what is the smallest area that a hypothetical cartel can sustain non-
competitive market outcomes.® Substitutions made by consumers and producers are
attempts to circumvent unfavorable market outcomes. For example, if a consumer finds
the public schooling options in her home district undesirable, they may be willing to
attend a neighboring school district even though she may have to pay tuition. The
smallest area that consumers are willing to make schooling substitutions is the relevant
geographic market.

Product markets are defined by answering the same hypothetical question as
geographic markets. Unlike other markets the universe of schooling products is quite
small. Consumers can choose to attend local public schools, religious or non-religious
private schools, neighboring public schools, or to home school their children. Examining
the trends in substitutions between the various modes of schooling suffices to define the
product dimension of schooling markets.

Section 3.4 -- Methodology

My approach to the market definition problem will employ two tactics. First, I
will estimate econometric models adapted from the price correlation technique described
by Stigler and Sherwin (1985). Secondly, I will augment the results of the econometric

analysis with supporting evidence suggested by the Department of Justice (DOJ) Merger

¥ This is a modification of the hypothetical question used to define markets for antitrust analysis. Antitrust
markets are defined by answering whether a hypothetical monopolist or cartel can sustain a small, non-
transitory price increase. The smallest area that the price increase can be sustained is the relevant
geographic market for antitrust purposes.
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Guidelines. This approach will produce a robust market definition compensating for
potential errors in the econometric analysis.

Stigler and Sherwin argue that the correlation between prices in different
geographic regions is useful for defining markets. If prices are highly correlated across
geographic regions then that is considered sufficient to include them in the same
geographic market. Unfortunately the use of this technique can generate incorrect results
due to the occurrence of spurious correlation. To eliminate the potential for spurious
correlation, Stigler and Sherwin suggest controlling for mutually shared causal factors.

The motivation for using price correlation to find market bounds is that price is
the competitive variable used by firms. However, public schools utilize quality rather
than price as their competitive variable. Modifying the Stigler and Sherwin model to
account for quality competition produces the empirical model

(6) OUTCOME = f(SEC,SCHOOL,...,NEIGHBOR)
where OUTCOME is a measure of school output like a test score or drop-out rates.
SCHOOL is a vector of variables describing school district funding, facilities,
organization, and staff. SEC is a collection of variables capturing the prevailing
socioeconomic conditions in the school district. Finally, NEIGHBOR is a measure of
neighboring school district outcomes. Significance NEIGHBOR indicates nearby school
districts influence outcomes and should included in the same geographic market.

Blair and Staley (1995) estimate a similar model in a study of competition in
Michigan MSAs. My approach differs from Blair and Staley's in many respects. First, I
allow for competitive interactions to occur inside and outside MSAs. Excluding rural

counties, especially those that border an MSA, will neglect potential market participants.
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Secondly, to account for functional specification problem inherent in the estimation of
education production functions, I will incorporate the flexible functional forms modeling
technique and the use of model selection criteria. In general, the form of the production
function for schooling outcomes is unknown making the use of model selection
techniques the most efficient way to estimate the proper equation.

To test for bounds of the schooling product market I will adapt equation 1 to test
for correlation between public school outcomes and a measure of private school
competition. The empirical model is

(7) OUICOME = f(SEC,SCHOOL,...,PRIVATE)

where PRIVATE is the variable constructed to capture private school competitiveness. A
positive and significant coefficient for PRIVATE would indicate that private schools
influence public school outcomes and should be included in the same product market.

The econometric models described above will provide useful evidence in
defining market boundaries; additional evidence will help clarify market boundaries. The
DOJ Merger Guidelines provide a concise summary of evidence useful in defining
markets. Concerning the definition of geographic markets the Merger Guidelines suggest
using evidence that buyers have shifted or have considered shifting purchases between
different geographic locations in response to relative changes in competitive variables.
Geographic market definition can be further enhanced by considering evidence that make
decisions on the assumption that consumers will make substitutions between geographic
locations in response to relative changes in competitive variables. Evaluating evidence
on patterns of transfer enrollments, even though the point of origin is unknown, can

provide useful evidence on the range of geographic substitution. Evidence on supply side

003480



17

behavior can be found in Downes and Greenstein's (1997) study of entry in California
schooling markets. The Merger Guidelines suggest that product market definition can be
sharpened by examining consumers perception of substitute goods. Evidence on
consumer perception of private schooling with or without religious content is contained
in many survey studies.
Essay Three —-Technical Efficiency and Competition in Schooling Markets

A common criticism of the public provision of education is that public schools are
inefficient. Inefficiency, claimed to be the result of market power exercised by public
schools manifests itself in two fashions; the establishment of bureaucracies and the
exercise of managerial discretion. Anderson, Shughart, and Tollison (1991) argue that
bureaucracies naturally arise from self-utility maximization by school administrators.
They show that states with larger educational bureaucracies have lower test scores and
higher dropout rates. According to Chubb and Moe (1990), bureaucracy is the bane of
effective school organization. Effective schools are characterized by flexible, possibly
decentralized, decision-making that is not possible with excessive bureaucracy. The
exercise of managerial discretion can range from inadequate monitoring of teacher effort
by administrators to implementation of personal educational agendas. Either are
examples of behavior incompatible with the maximization of student achievement arising
from alternate allocations of school resources.

Leibenstein (1966) describes inefficiency that results from the exercise of
monopoly power is as x-inefficiency. In general, a firm is x-inefficient when it fails to
produce maximum output with its allocated inputs or fails to produce its output in a least

cost manner. The presence of x-inefficiency in schooling markets suggests a new way to
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test the affect of market forces on schools. If competition aligns the interests of school
administrators with student achievement, then schools in competitive markets should be
more efficient than schools that face less competition. This test would be a substantial
improvement over past attempts to quantify the effects of market power on school
outcomes as it directly identifies a cause of poor school outcomes; inefficient resource
allocation by school administrators.

The first step in performing a test of the effect of market power on the efficiency
of firms is to obtain a measure of the efficiency of school districts. Data Envelopment
Analysis (DEA) provides a intuitive, efficient technique to evaluate the efficiency of
firms. DEA is a non-parametric technique that generates efficiency measure by solving a
linear programming model. Since DEA is a non-parametric technique, it differs
substantially from traditional regression-based approaches to evaluate efficiency through
estimation of a production function. First, DEA recovers the "best practice" frontier,
identifying firms that lie on or near the production function. Regression-based estimation
of production functions find "average" production relationships, inasmuch they do not
find the true production function.” Hanushek (1979, 1986) points out that improper
functional specification may be responsible for the poor performance of production
function studies. DEA overcomes this limitation of the regression-based approach since it

does not require the specification of a functional form for estimation. Further, DEA can

® Regression-based estimates of production functions are constrained to pass through the means of all
variables present in the regression equation. The resulting regression line does not identify the production
function, which is the maximum output associated with a set of inputs, but rather a line that best fits a cloud
of data points. Regression-based attempts to estimate production functions ignore firm inefficiencies,
treating them as part of the error term. Failure to account for inefficiency will cause the true production
function to systematically lie above the estimated function. Some attempts have been made to correct this
deficiency of regression analysis by altering the distributional assumptions placed on the error terms. The
technique will recover the true production function, but at the expense of the ability to conduct traditional
hypothesis tests. The technique is still sensitive to functional specification as well.
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correct for another weakness of the regression based approach; the inability to handle
multiple outputs. Hanushek (1979) show that regression results may be poor when the
measured educational output is incorrectly measured. The most likely source of
measurement error is that the composite output, usually a test score, should be replaced
by a multitude of outputs.

DEA efficiency measures are generated by solving the mathematical program
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Where y and x are measured outputs and inputs respectively. The parameters u and v are
generated by solving the maximization problem. The objective function in equation 8 is a
variation of the intuitive measure of efficiency; output divided by input. The difference is
that the efficiency measure is weighted to provide the most favorable measure of
efficiency relative to the efficiency of the other firms under investigation. Efficient firms

will have A, =1; which implies that it not possible to produce more output with its

chosen inputs.

Rewriting equation 8 into an equivalent minimization problem yields
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Efficient firms will have f, =1. However, inefficient firms will have f, >1.

Although equations 4 and 5 yield intuitive efficiency measures, they are fractional
programming problems that are difficult to solve. Charnes, Cooper and Rhodes (1978)
show that equation 9 can be transformed into an equivalent linear programming problem.
The advantage of transforming the problem into a linear programming format is the

abundance of solution techniques available. The transformed problem is
(10) min 8 = z:w,.xi0
i=1

subject to i WX, - Zs:ur v, 20
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Solving this linear program for each firm yields efficiency scores that are interpreted in

the same manner as solutions to equation 9.

To test the hypothesis that school districts that face greater competition will be
more efficient [ will employ tests described in Fare, Grosskopf and Weber (1989) and
Banker (1996). The test begins by calculating efficiency scores for all firms in the
sample. The sample will then be partitioned into two groups based upon the degree of

competition facing the school district. I will test the effect of competition from public

and private schools on the efficiency of school. I will measure the competitiveness of
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private schools by market wide private school enrollments. Following Borland and
Howsen (1992, 1993) and Hoxby (1994b, 1996) I will use the Hirfindahl-Hirschman

- Index (HHI) to measure the competitiveness of the market for public schooling. The HHI

n 2
is defined as Z[E’—J where 2L is the share of market enrollment by the i school'®. If
s s

i=1
the HHI is equal to 1, then the school district is a monopolist provider of schooling of the
market. As the HHI gets smaller, the market is assumed to be more competitive.

Banker (1996) describes a series of tests to determine if the mean efficiency of
two (or more) groups of firms is significantly different. Rejection of the null hypothesis
that there is no difference in mean efficiency implies technical efficiency is affected by

market competition.

10 Market enroliments will be determined from the market definition described in Section 3.
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: Dan McCormac - Atmos WNA info Page 1

From: Pat Murphy

To: McCormac, Dan
Date: 71612006 4:16:33 PM
Subject: Atmos WNA info
Dan,

| didn't make a detailed note of your request, so I'm going from memory. Let me know if this is not the

information you needed.

The reports contain tables showing the WNA and total revenues reported for each year. Also, for some
years | have a spreadsheet breaking those numbers down by month. 1999 is as far back as | can readily
identify from my files. We didn't put descriptors on the files earlier than that. I'll need more time to go

further back.

Pat

pe34se.



 Dan McCormac - Inventory question Page 1

From: Pat Murphy

To: McCormac, Dan
Date: 7/13/2006 8:51:20 AM
Subject: Inventory question
Dan,

| finally found time to get with Gary to discuss your question about the $15 million in inventory in Discovery
Question 36.

We're not sure exactly what you need, but as we understand youf question:
When gas is injected into storage, no cost is passed on to customers. When gas is withdrawn, cost is
recovered from customers. Atmos uses a FIFO method. So, the injected cost is what is charged to

customers. Gary audits all these transactions by tracing to invoices.

Pat

CC: Lamb, Gary

Y

N

™~

0034



¢ Dan McCormac - Atmos Page 1|

From: Pat Murphy

To: McCormac, Dan
Date: 7/20/2006 5:16:48 PM
Subject: Atmos

Dan,

| found the workpapers | was remembering where injection and withdrawal signs were reversed.
However, it has nothing to do with your question. At that time Atmos was taking swing gas off Texas Gas
Pipeline in the winter and paying it back in the summer. So, they were accruing a liability in the winter
months.

I can find no reference to storage fees for Barnsley in the last 2 ACA filings. Just the normal injections
and withdrawals. Net cost in the ACA averages around $200 - $300 thousand. No where near $1.8
million. Just from looking at the schedule, there's no way they should be backing out $1.8 million from
the revenue calculation. The $50,750,025 is comprised of priced out customer volumes. | would interpret
the $1.8 million to be fees collected. Do you know if Atmos owns the Barnsley Storage? To my mind the
$1.8 million should be added to revenues. Unless | am missing something BIG.

Pat
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BEFORE THE TENNESSEE PUBLIC SERVICE COMMISSION

Nashville, Tennessee
August 20, 1993

IN RE: EARNING8 INVESTIGATION OF SOUTH CENTRAL BELL TELEPHONE

COMPANY, 1993-1995
DOCKET NO. 92- 13527

PETITION OF BELLSOUTH TELECOMMUNICATIONS, INC., D/B/A
S8OUTH CENTRAL BELL TELEPHONE COMPANY FOR CONDITIONAL

ELECTION OF REGULATION PURSUANT TO CHAPTER 1220~4-2~.5
OF THE TENNESSEE PUBLIC BERVICE COMMISSION'S RULES AND

REGULATIONS
DOCKET NO. 93-=00311 FELE g@?
ORDER \ ;
<‘
This matter is before the C gi

investigation concluding that South Central Bell Telephone

Company should reduce its earnings' during the 1993-1995 period.
See T.C.A. § 65-2-106 and § 65-5-201.

The investigation began in early 1992 and over the
succeeding months the Company submitted voluminous information
concerning its operations in response to Staff Requests and on
its own initiative. The parties in these cases have served data
requests and received responses to those requests. This
information, and all of the evidence presented at the hearings on
April 6 and 7, 1993, comprise the record before this agency.

Based on that record, the Commission adopts the Findings of Fact

and Conclusions of Law set forth below:

L See attached Appendix A itemizing the differences
between the Staff's presentation and the Company's
projections of earnings during the forecast period.
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I. TE OF RE CAPIT STRUCTUR

The Staff recommends 12 percent as a reasonable return on

equity. The Staff further recommends an overall return on rate
base of 10.26 percent. This return is based on the Staff's
proposal for a double-leverage capital structure.

The Company asked for a continuation of its 11.6 pgrcent
overall return granted in 1990. This implies an approximate 14
percent return on equity. The Company recommends use of its

actual capital structure.

a. Capital Structure

Until the first day of the hearing (April 6), capital
structure was not a contested issue in this case. The Staff and
the Company agreed that the Company's actual capital structure
({33.41% long term debt, 5.11% short term debt, and 61.48% common
equity) was appropriate for ratemaking purposes. This agreement
was supported by Staff witness Klein in his direct and rebuttal

testimony and by several facts: first, that the Company's actual

capital structure remained very stable over the course of the
initial regulatory reform plan; second, the actual capital
structure reflects the realities of the Company's financial

situation; and finally, the recent regulatory practice of this

Commission has been to use the Company's actual capital
structure.
Dr. Klein in his surrebuttal testimony on April 6

recommended the use of a "double leverage" capital structure.

This recommendation changed the earlier Staff position that had

accepted the Company's capital structure.
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The source of the revised Staff recommendation is the
guarantee by BellSouth (the parent of the Company) of debt which
supports an Employee Stock Ownership Plan. The Staff recommends
recognition of this debt in the Company's capital structure. The
Company opposes this recommendation, citing Dr. Klein's original
reasoning and additionally presenting evidence that theéétaff'
recommendation would unnécessarily penalize the Company for the
tax savings associated with the debt, which is already accounted
for through the Company's compensation expense accounting.

The Commission has used double-leverage capital structures
in setting rates for other utilities, and such findings will
continue to be made where appropriate. 1In light of the specific
evidence in this case relating to this Company's capital
structure, however, we find that the Company's actual capital
structure is appropriate for the 1993-95 plan for the Company.

b. Authorized Rate of Return Range

Testimony on the required return on equity was presented by
a Staff witness, Dr. Klein, and a witness presented by the
Company, Professor Vander Weide. These witnesses disagreed on at
ieast three points: (1) Dr. Klein's use of the annual Discounted
Cash Flow (DCF) model as opposed to the quarterly DCF model used
by Professor Vander Weide; (2) Dr. Klein's use of short term U.
S. Treasury bills for the risk premium analyses versus Professor
Vander Weide's use of long term corporate bonds; and (3) the
selection of firms for the analysis of required return on equity.

In addition to witnesses Klein and Vander Weide, the Staff
and Company presented differing views of the competitive risk
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that will be faced by the Company over the next three years. The

staff contends that Company financials indicate that the risk
facing the Company from competition is minimal over the next
three years, while the Company contends that the risk is clearly
greater. The Company asserts that the threat of local
competition from co-locators, cable television companies, and
wireless companies has contributed to increase the Company's
risk, and consequently its required return.

In considering all of the evidence, the Commission finds
that a range of return on rate base of 10.65% to 11.85%, with a

mid-point of 11.25%, is just and reasonable.

II. USE OF THE FORECAST

The regulatory reform rule requires that we project Bell's
earnings over a forecast test period of two to four years. Both
Bell and the staff have provided us with forecasts of each of the
next three years.

The Staff and Bell have different opinions as to how the
forecast should be used. The Staff proposes that we use the
forecast as we did in 1990, when we took each of the three years
and ordered in advance three separate réte adjustments, after
which we allowed the sharing matrix to make any other
adjustments.

The only sharing which occurred was "negative" as Bell was
unable to achieve the targeted rate of return in any of the three
years of the plan, and fell below the authorized range of 11% to

12.2% in the latter two years.
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Bell's proposal in this case is to make a different use of
the forecast than that made in 1990. Bell proposes that only the
first year of the forecast be used to set rates. If the first
year forecasted rate of return is outside the rate of return
range, rates will be adjusted to the nearest end of the range.

If the forecasted rate of return does not fall outside of the
range, no rate adjustment will be made. After the initfal rafe
adjustment, the sharing matrix would be used to determine the
funds available for future rate adjustments.

Both the Staff and Bell, as expected, criticize each other's
positions. The Staff says Bell's plan causes earnings to accrue
to the company which should be used for rate reductions or for
the accelerated deployment of technology, and that Bell ignores
the second and third years of the forecast. Bell criticizes the
Staff plan as one which is more draconian than traditional
regulation because it eliminates any possibility of the Company's
sharing in efficiencies as spurred by an incentive regulation
environment and limits the Company to sharing only 40-60% of any
"extra" efficiencies; under traditional regulation the Company
claims it would retain 100% of the extra efficiencies. 1In
addition, Bell claims the Staff plan is flawed because it relies
on speculative "out year" forecasts for some of its rate
adjustments, rather than relying on actual results.

The contention over use of the forecast in the renewal of
incentive plans requires resolution. Our regulatofy reform rule
requires us to make a multi-year forecast, but it does not

require any particular use of the forecast. In fact, the rule
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states clearly that "all or part" of projected earnings above the
prescribed return may be placed in a deferred revenue account "in
appropriate circumstances." Accordingly, we are free to tailor
the incentive renewals in a way that will best serve the public
interest.

The Staff has raised a legal issue regarding Bellﬁé
proposal. The Staff argues that a three year forecast must be
utilized to set rates so that all "known and reasonably
anticipated" changes are taken into account in setting rates.

We are satisfied that the law allows the Commission the
discretion to use a forecast test period, a historical test
period, or any other accepted method to determine a fair rate of
return.

Both the Company and the Staff have proved that forecasting
the results of the "out" years (i.e., the second and third years
of the forecast) is a problematic exercise. Neither party
predicted with any precision in 1990 what actually happened in
1991 and 1992. The causes of the misses cannot be, and probably
could never be, identified with certainty. Changes in
VTennessee's and the nation's economies, rapid technological
change, increasing competition, and regulatory changes could have
contributed to the inaccuracy of these predictions.

Whatever the cause may be, however, the potentially perverse
results should be avoided. For example, Bell in 1991 earned
below the range of 11-12.2% which was determined reasonable by

this Commission. Yet the 1990 order mandated a rate
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reduction/deferred revenue account (DRA) contribution of $74.0
million in 1992 despite the underearnings in 1991. Continuation
of a policy similar to that which we started in 1990 could, if
forecasts continue to be missed, result in rate decreases for
companies that need rate increases, and rate increases for
companies that are overearning. While our 1990 policies may have
been correct in starting requlatory reform, we will not continue
a policy that could have such contrary results. 1In the future,
rate adjustments and Deferred Revenue Account contributions
flowing from the Company's regulatory reform plan will be based
only on actual results. Use of actual results will allow us to
take into account all changes, known or unknown, reasonably
anticipated or ignored by any forecast.

Basing future adjustments only on actual results is also
consistent with our view of how regulatory reform ought to work.
Companies that have been operating under a Regulatory Reform Plan
have made decisions for which they should bear at least part of
the potential consequences and reap at least part of the
potential rewards. By focusing only on actual results, the
Company will share in the consequences of earnings outside its
authorized rate of return rangé, and will not be shielded or

disincented from those consequences by a stale and speculative

forecast adjustment.
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In considering all of the evidence, the Commission finds

that it is reasonable to adopt the Company's recommendations

respecting use of the forecast.

. OUN G/REG [SS

The Staff and the Company differed greatly in theif
respective predictions of the next three year's performance of
the Company.

The difference in calculations of historical returns were
not as great. Both the Staff and the Company presented evidence
that the overall return was between 11.18% and 11.34% in 1990,
and between 10.5% and 10.96% during 1991 and 1992.

The 1993 forecast filed by the Company predicts an 11.45%
return on rate base. The Staff forecasts a return of 14.06%.

The trend shown above by actual results speaks for itself.
We find the Company forecast to be more in line with the trend
from previous actual results. Accordingly, we accept the use of
the Company's forecast, by each component and in total, with the
following exceptions and explanations:

(a) Inside Wire

The Staff proposed to treat the maintenance plan payment
option for inside wire maintenance service as an above the line
item, while recommending that maintenance paid for on a "time and
materials" basis and installation should be below the line items.
The Staff believes that the maintenance plan activity is unique

and not subject to competition, but believes that installation is

a competitive business.
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In response to the Staff's position, the Company states that
if part of the inside wire business is to be imputed, then the
whole business should be imputed. The Company expresses a
preference for accounting for all inside wire operations below
the line, which will femove all inside wire revenues and expenses
from ratemaking and would leave the Company free to set“any price
it wants for any of the services. Thus, the sum of the Company's
position is that the entire inside wire business should be
treated as a whole, either above or below the line. 1In
particular, the Company contests the Staff position that
maintenance is a separable activity; the Company contends that
maintenance is a single activity with two payment options.
Recognizihg the Commission's history of imputing total inside
wire operations in 1990-92, the Company filed tariffs for the
installation and maintenance of inside wire. The Company states
that if inside wire operations are to be imputed, then it favors
formalizing the process through tariffing.

While there is disagreement over how the revenues and
expenses should be treated, there is agreement that the total
inside wire operations of the Company are losing money. Based
upon records submitted by the Company, the Staff calculates that
the maintenance plan service of Bell loses approximately $200,000
per year. The Staff also calculates much larger losses on the .
time and materials maintenance and installation segments of the
inside wire business. The Commission finds‘that the inside wire

operations of the Company are losing money as a whole, and that
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each of the components of the inside wire line of business are

losing money.

While inside wire has existed in a turbulent regulatory
environment for many years, it is now clear that the FCC
acquiesces in state decisions to account for inside wire
operations either above or below the line in setting rates and
regulating those operations. The FCC and many other states
require that inside wire operations be accounted for below the
line. Given our clear flexibility, and the evidence of
competition in the inside wire business, we believe it is
appropriate to end inclusion of the inside wire business in the
calculation of the Company's revenue requirement.

Accordingly, we require the Company to account for all
inside wire operations below the line and we deny the tariff

filed by the Company. It is necessary, however, to continue the

exercise of our jurisdiction with respect to the price and
service rendered pursuant to the Company's monthly maintenance
plan. 1In order to maintain reasonable rates for monthly inside
wire maintenance services, we require the Company to maintain the
current price of $1.25 per month through the end of 1993. 1In
1994, the Company may raise the price to and including $1.75 per
month. In 1995, the Company may increase the price above $1.75

by no more than 10%, and the Company will be limited to an

increase of 10% per year thereafter. In addition, we will
continue to exercise jurisdiction over complaints regarding the

maintenance service rendered by the Company.
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(b) L.M. Berry Adijustment

In the 1990 case, the Staff recommended, and the Commissioh
adopted, an adjustment to the Company's revenue requirement based
on the difference between new and old contracts that BAPCO had
with L.M. Berry.

BellSouth acquired L.M. Berry in 1986. Prior to the
acquisition, L.M. Berry had performed yellow pages advertising
sales services for South Central Bell. The contract negotiated
with South Central Bell in the 1970s provided for the payment of
certain commissions to L.M. Berry for its efforts. 1In 1989, L.M.
Berry and BAPCO entered into an agreement which the Staff found
resulted in a higher percentage of commission payments to L.M.
Berry. The Staff recommended we disallow the difference in the
two contracts, and the Commission adopted the Staff
recommendation. Accordingly, the revenue reguirement for the
1990 through 1992 period reflected this adjustment. The basis
for the Commission's decision was a lack of evidence on the part
of the Company justifying the change in the commission rate. The
Commission was presented with no evidence that L.M. Berry had a
‘similar rate with companies similar to South Central Bell.

In this case, however, the Company did present similar
contracts to the Staff for review. The Staff continued to
recommend that we disallow the difference. We find, however,
that the evidence presented by the Company supports its
contention that similar commission rates are paid to L.M. Berry

by telephone companies of similar size and influence.
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Accordingly, the Commission orders that the disallowance

respecting the L.M. Berry contract be discontinued.
(c) BAPCO Rate Base/Yellow Page Revenue Growth?
1. Yellow Page Revenue Growth
The Staff forecasted yellow and white page directory
advertising revenue to be $288.1 million using an averéée growth
rate of 8.4%. The Company projected these same revenues to be

$262.8 million using an average growth rate of 3.6%.

Staff Compan Difference
Yellow Page
Publishing Fee $189.0 $166.7 $22.3
BAPCO Yellow Page Rev. 63.5 59.4 4.1
White Pages 35.6 36.8 -1.2

Total Directory Rev. $288.1 $262.9 $25.2

u Company witness Cochran stated in his rebuttal testimony
that only the $22.3 million difference in the Yellow Page
publishing fee remains an issue. Therefore, the Company
apparently accepts the‘Staff's numbers on White Pages and BAPéO
revenue.

The Company's only argument on the publishing fee revenues
is that the Staff used too high a growth rate. Staff witness
Gaines explained that his forecast of revenues was made using an
average growth rate which considered that the individual

components making up the Directory Revenue account grow at

2 This is actually a "forecast" rather than an
"accounting" issue but is included here because it
relates to BAPCO and the proper amount of the Yellow
Page imputation.

(12)

003500



different rates. He pointed out that the Company only chose to
take issue with the one area of this account where the Staff's
forecast was higher than the actually achieved rates. As an
example, he pointed out that BAPCO Tennessee Net Income had
actually grown at an average annual rate of 16.3% -- not the 9.2%
used in the Staff's forecast. Therefore, he stated that the
growth of one component of the account should not be changed
unless the growth in the other areas is also adjusted. To
emphasize this, Staff witness Gaines indicated that he had
arrived at virtually the same Directory Revenue forecast by
pricing out the individual components at the individual growth
rates.

Staff witness Gaines also pointed out that his methodology
for forecasting the Yellow Pages revenues had been found
reasonable by BAPCO and may well be conservative since BAPCO
itself refused to tell the Staff what price increases BAPCO
expected to make during the 1993-95 period. Finally, Staff
witness Gaines stated, and Company witness Cochran confirmed on
Cross examination, that BAPCO itself failed to provide any
workpapers to support the growth rate used in the Company's
forecast.

Based on the lack of documentation supporting the Company's
Yellow Page revenue and the Staff's ability to demonstrate that
using individual growth rates produces approximately the same
revenues as the average growth rate, the Commission adopts the

Staff's projected Directory Revenues of $288.1 million for 1993-

1995.
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2. BAPCO Rate Base Addition

The Staff's rate base addition for BAPCO's Tennessee Yellow
Page operations is $28.2 million less than the Company's rate
base addition. The revenue requirement of this issue is $4.0
million for the three years.

Staff witness Gaines pointed out in surrebuttal teétimony
that the Stéff's rate base addition is less than the Company's
because Bell's figures reflect investment while the Staff's
figures reflect equity. The Company presented no evidence to
support its position which, in any event, is not consistent with
prior Commission decisions on this issue. Therefore, the
Commission adopts the Staff's BAPCO rate base addition of $75.2
million for 1993-1995.

(d) oOther Disallowances

In addition to the BAPCO and L.M. Berry disallowances
discussed above, the Commission has in previous cases ordered
various disallowances that have been reflected in the Company's
earnings. The Company's forecast was computed using the
Commission's methods. The Staff proposed an increase in the
ﬁercentages applied in computing the disallowance for certain
lobbying and advertising expenses. The Commission finds that the
other disallowances as computed by the Company are appropriate,
and, accordingly, no change is required.

(e) Conclusion

Our rulings on the L.M. Berry issue discussed in (b)
above and the BAPCO issues discussed in (c) above have only a

slight impact (See Appendix A, page 1) on the Company's forecast
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of an 11.45 percent return on rate base for 1993. After the

change made for Inside Wire, the forecasted return for 1993 is
approximately 11.75% and thus falls within the rate of return
range approved in this Order. Accordingly, no rate adjustment

based on the forecast is ordered.

IV. RATE SIGN
a. cap for Local Residential and Business Rates
The Commission finds that it is just and reasonable and in
the public interest to cap the current rate levels for basic flat

rate local residential and business services.

b. Optional Calling Plans

The Commission finds that it is in the public interest to
create optional calling plans for calls within a 40-mile radius
of the customer's serving wire center. South Central Bell is
hereby ordered to develop and submit such plans to the Commission

by March 31, 1994. The plan shall be submitted on a revenue

neutral basis.

C. Rate Changes to Be Funded From the Deferred Revenue

Account

The Commission established a deferred revenue account in the
1990 regulatory reform order adopted for South Central Bell.
Although the legal status of that deferred revenue account has
been in question because of the Tennessee Court of'Appeals

decision on appeal of that Order, the Company committed to
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maintain a deferred revenue account whose balance would be based
on the rate reductions/deferred revenue account contributions
flowing from the 1990 Order. The new regulatory reform rule
adopted in January, 1993, allows for creation and maintenance of
a deferred revenue account. The Commission has adopted, in
another docket, a motion that establishes the deferred;fevenue
account and balance for that account based on the Company's
commitment.

Accordingly, the Commission finds and orders that the
Company maintain the deferred revenue account established by the
Commission for the period January 1, 1993 through December 31,
1995. Based on the record before it, the Commission finds and
orders that the deferred revenue account be used for the

following rate adjustments:

(1) Access/Toll Reductions

The Commission finds that it is in public interest to reduce
South Central Bell's access rates by an amount that will allow
long distance companies to reduce their toll rates to interstate
.levels, and to reduce South Central Bell's toll rates consistent
with the method used to reduce toll rates in Docket 89-11065.
This action continues the Commission's consistent practice of
reducing toll rates to all Tennessee customers and moving access
rates closer to parity with interstate rates. The Commission
intends to continue this practice as appropriate opportunities
present themselves. Accordingly, effective September 1, 1993,
the Company is hereby required to reduce switched access rates by

an amount which will allow long distance companies to reduce
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their intrastate toll rates to currently effective interstate
levels, and to reduce South Central Bell's toll rates consistent
with the method used in Docket No. 89-11065, and the funds for
these reductions will be drawn annually from the deferred revenue
account. AT&T, the state's dominant interlata carrier, shall
flow through, on a dollar-for-dollar basis, these access

reductions to their customers.?

(2) County Wide Calling

The Commission finds that it is in the public interest to
complete county wide calling in Tennessee. To the extent that
there are any counties where county wide calling without toll
charges is not available, the Company will file tariffs to
accomplish such county wide calling, and the funding required to
provide such county wide calling will be drawn from the deferred
revenue account.

(3) Depreciation
The three-way meeting between the Staffs of the FCC and this

Commission and the Company was held April 5, 6, 1993. Agreement
has now been reached between the Company and the Staff respecting
‘the capital recovery program for the Company. The Company is
hereby ordered to implement the depreciation schedules attached
as Appendix B effective September 1, 1993. The funding for 1993

shall be drawn from the deferred revenue account. The funding

3 AT&T shall reduce its intrastate rates so that they are
no higher than the comparable interstate rates. Any
intrastate rates which are currently below the
comparable interstate rates are not affected by this

Order.
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for 1994 and 1995 will be drawn from the deferred revenue account
and such deferred revenue account will include any applicable
accruals for sharing associated with 1994 and 1995 results. If,
at the end of 1995, the Company has recorded changed depreciation
expense‘ for the combined years of 1994 and 1995 in excess of

the sum of all sharing amounts attributed to customers during
those two years, the Company shall contribute the amount of such

excess, with appropriate interest, to the deferred revenue

account.

(4) Dickson County

The Dickson County Chamber of Commerce was an intervenor in
this proceeding. Its witness, Richard Bibb, requested that
Dickson County be added to the Metro Area Calling (MAC) area.
Dickson County was not included in the MAC plan for Nashville
originally because Dickson County is not a county contiguous to
Davidson County. Dickson County argues that it is in the
Metropolitan Statistical Area (MSA) for Nashville, and that it
ought therefore to be included in the MAC plan for Nashville.

After consideration of the evidence on this issue, the
.Commission finds that Dickson County should be included in the
Metro Area Calling area for Nashville. The Company is hereby

ordered to include Dickson County in the Nashville Metro Area

b "Changed depreciation expense" is the difference
between the actual revenue requirement calculated using
the previous depreciation rates and the actual revenue
requirement calculated using the depreciation rates
adopted in this order.
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Calling area effective January 15, 1994, and the funding shall be

drawn from the Deferred Revenue Account.

V. PETITION FOR RECONSIDERATION
Any party aggrieved with the Commission's decision of this
matter may file a Petition for Reconsideration with the-

Commission within ten (10) days from and after the date of this

Order.

VI. JUDICIAL REVIEW
Any party aggrieved with the Commission's decision of this
matter has the right of judicial review by filing a Petition for
Review in the Tennessee Court of Appeals, Middle Section, within
sixty (60) days from and after the date of this Order.

IT IS SO ORDERED, this 20TH day of August, 1993.
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EXECUTIVE DIRECTOR
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Appendix A, Page 1

South Cental Bell
Revenue Requircikent of Rate Reviev Issues
1993 Forecast Yeer Boeed on Single-Year Hethodology

(Kil1dons)
Approyimate
) Amounts
COMPANY NETHODOLOGY FOR PLAN IMPLEMENTATION A/ -2.5
RATE OF RETURK:
Es0P Debt (ROR 10.35% to 10.26%) 2.2
Updated Fab Debt Cost Interest Synch - «0.4 -
change in Rate of Return - 11.6% to 10.06% 33.6 _
Total Rate of Return 35.4
ACCOUNTING/REGULATORY ISSUES:
Inside Uire 6.1
Pension $.5
OPESS 1.5
Dissllovancas 0.6
BAPCO Rute Base 1.2
LN Berry 2.4
ESOP (Interest Synchronization) 2.0
Total Accounting/Regulatory Issues 23.8

FORECAST ISSUES:
Looal Revenues 5
Access Revenues 1
Long Distance Revenues -0.
Hiscellaneous Ravenues Q
Uncollectible Revenuss b

Total Revenus Issues 9.2

Saleary & Wage Expenses 9.2
Other 0 & M Expenses . 10.6
Gther Taxes -1.6
NenoryCall 2.3
BAPCO Incoune 0.2
‘Def’d FIT -0.3
Othepr 4.6

Total Expensc/Othar 25.0
GRAND TOTAL 80.4

A/ Difference in Company propcesed Plan to continue the incentive plen methodology
vith sharings above 12.2% veraus the $taff's proposed continuation with
rate reductions down to 11.6%, [(See Note A/ on the 3 yvemr forecast sheet].
Note 1: The above quantifications have been developed by the Staf? and include
the Statf's proposed rate of return of 10.06%. The Company and Staff
agreés that a ditferent rate of return vill ceuse the value of the accounting
{ssues to be different than the amounts listed above. This difference would
not be expected to significantly change the quantification of those issues.
Note 2: The Staff's use of o 10.06% rate of return if a single year reviev period
is utilized to set revenue requirements i{s different than the 10.26% rate
of return that was utiif{zed in the quantification of {ssuss over the three-ye
period of 1993-1995. However, neither the Company nor the Staff reconmended
€ ons-year reviev period.
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Appendix A, Page2

South Cental Bell
Revenue Requirenment of Rate Review Ilsgues
Three Yeor Forecast

(Ki1iions) Approximate
. Amnounts
COMPANY NETHODOLGGY FOR PLAN IMPLENENTATION Al 4é6.6
RATE OF RETURN:
£30F Dobt (ROR 10.35% to 10.26%) 6.3
Updated Feb Debt Cest Int Synch -1.2
change in Rateé of Return - 14.6% to 10.352 B87.8
Total Rate of Return %2.%
ACCOUNTING/RESULATORY ISSUES:
Ingide Hire 22.0
Penaien 27.6
QPrEBY 2,8
Disallowances 1.7
GAPCO Rete Lase 4.0
LM Barry 8.0
ESOP (Interest Synchroniztion) 7.4
Total Acoounting Issues 73.2
FORECAST ISSUES:
Revenues:
Loceml 12.90
Access £.9
Long Distence 2.9
Hisoellaneous 0.7
Uncoellectibles 5.4
Totel Ravenue 358.9
Expanges:
Selaries & Uages 21.2
Other O & M Expenses 59.6
Othsr Tares {.3
MemoryCall 3.3
BAPCO Incone 4.1
Det*d FIT 2.5
" Qther 6.4
Total Expense/Other 8. &
BRAND TOTAL . 3472.0

A/ (Staff Caloulated excess boaed on amount abows 11.6% using the Company's forcoust
for 1993-1995.) Difference in Conpany’'s proposed continuatioen of the {noentive
plan msthodology (i{.e.. based upon 1 rear forecast with rate reductions in years 2
and 3 based upon actual results) and the Staft's proposed continuation of the
incentive plen methodology (f{.s.,, besed upon a 3 year forecast with rate raductions
in vears 2 and 3 baséed upon forecested results presented in the hearings).

Note: The obove quantifications have been developed by the Staff and {nclude the
Staff's proposed rate of return of 10.26%. The Company and the Staff agree that &
different rate of return vill cause the value of the eccounting {ssues to be
different than the amounts listed sbove. This difference would not be expected
to significantly change the quantification ot those lasues,
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Appendix B, Page 1

BellSouth Telecommunications

. pup Date : 04/18/93 - 07.54.45 Company :
: STH-A-RL, PSC_3wAY State : Tennessee
Statement A - Remaining Life .

Summary of Changes in Depreciation Rates

Rates in Effect Rates Effective 1993

RL Future Depr. RL Future Depr.

Account Class or Subclass Life Reserve Nat Rate Life Reserve Ret Rate .

Number of Plant Years Percent  Salv t  Years Percent Salv Y it

A B (o D E F G H

2112.00 Motor Vehicles 4.2 42.1 16 10.0 3.7 52.5 16 8.5
2115.00 Garage Work Equipment . 13.1 24.8 -1 5.8 13.3 9.4 -1 6.9
2116.00 other Work Equipment 13.1 24.8 -1 5.8 12.6 30.7 -1 5.6
2121.00 Buildings 30.0 26.2 1 2.4 29.0 28.9 1 2.4
2122.00 Furniture 11.0 29.4 9 5.6 10.1 24.0 9 6.6
2123.00 Office Equipment 3.9 19.6 28 13.4 3.9 21.3 28 13.0
2124.00 Genl Purpose Computers 3.6 71.3 2 7.4 3.8 38.8 2 15.6
2211.00 Analog ESS 3.6 52.8 3 12.3 2.0 71.7 3 12.7
2212.00 Digital ESS 12.2 20.1 S 6.1 10.3 23.0 4 7.1
- 2220.00 Operator Systems 7.7 37.2 5 7.5 7.7 46.5 5 6.3
" 2231.00  Radio Systems 7.8 31.1 0 &8 8.0 53.8 o 5.8
2232.00 Circuit-Other 6.2 36.4 2 9.9 5.8 43.6 ] 9.7
2232.11 Circuit-DDS 4.4 42.1 io0 10.9 4.1 48.1 2 12.2
2311.00 Station Apparatus 4.6 7.4 4 19.3 3.2 60.2 4 11.2
2341.00 Large PBX 4.6 10.8 -4 20.3 3.3 45.7 -4 17.7
2351.00 Public Telephone 3.8 48.4 20 8.3 2.9 60.5 20 6.7
2362.00 Qther Terminal Equip. 3.2 60.0 3 11.6 3.0 66.8 3 10.1
2411.00 Poles 23.0 44.9 -48 4.5 22.0 43.8 -48 4.7
2421.10 Aerial Cable Metal . 12.7 8.0 -15 6.1 10.8 44.6 -15 6.5
2421.20 Aerial Cable Fiber 20.0 15.0 -20 5.3 20.0 10.8 -20 5.5
2422.10 Undergrd Cable Metal . 17,0 33.5 -9 4.4 14.4 41.9 -8 4.6
2422.20 Undergrd Cable Fiber 19.2 19.1 -20 5.3 18.9 . 19.0 -20 5.3
2423.10 Burjied Cable Metal 13.6 35.3 -5 5.1 11.5 41.6 -5 5.5
2423.20 Buried Cable Fiber 13.1 32.5 -9 5.8 14.6 25.1 -9 5.7
2424.00 Submarine Cable 15.4 43.6 -1 3.7 13.6 40.2 -1 4.5
2426.00 Intra~Bldg Netwk Cable 13.6 24.8 -10 6.3 12.5 37.1 -10 5.8
2431.00 Aerfal Wire 14.5 71.0 -40 4.8 14.1 74.8 -40 4.6
2441.00 Conduit System 49.0 21.7 -5 1.7 46.0 23.2 -5 1.8
Composite Rate 6.7 7.2
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Appendix B, Page 2

’Run pate : 04/19/93 - 07.54.45 Company : BellSouth Telecommunications

Report : STM-B-SP, PSC_J3IWAY State : Tennessee
proposed Statement B - RL Separated -
Change in Annual Depreciation Expense
Resulting from Changes in Depreciation Rates and Amort}ution
{ Separated on an INTRASTATE basis )
{000)
Investment 1-1-93 Rates in Effect Rates Efte‘ctive 1993
INTRASTATE ----- cesecssssssses | esSseSss-ScC-eeeces  ssesmcsccscscosonoe- INTRASTATE
_ Acceunt Class or Subclass Separations Change in
Number of Plant Factor Combined Separated Combined Separated Combined Separated Expense
Q R=l S=Q*R TaL U=Q*T V=0 WaQ*V XeW-U
i11.2.00 Motor Vehicles 766 58,066 44,479 5,807 4,448 4,936 3,781 -667
2115.00 Garage Work Eguipment .766 1,687 1,292 98 75 116 89 14
2116.00 Other Work Equipment .766 31,644 24,239 1,835 1,406 1,772 1,357 -48
2121.00 Buildings .766 208,632 159,812 5,007 3.835 5,007 3,835 0 -
2122.00 Furniture .766 2,601 1,993 146 112 172 132 20
2123.00 Office Equipment .766 7,340 5,622 984 753 954 731 ~22
2124.00 Genl Purpose Computers -766 140,915 107,941 10,428 7.988 21,983 ) 16,839 8,851
2211.00 Analog ESS .838 239,868 201,010 29,504 24,724 30.463 25,528 804
2212.00 Digital EsS .838 539,766 452,324 32,926 27,592 38,323 32,115 4,523
2220.00 Operator Systems .844 10.599 8,945 795 671 668 564 -107
2231.00 Radio Systems .660 27,924 18,430 2.457 1,622 1,620 1,069 -553
2232.00 Circuit-Other .660 703.833 464,530 69,679 45,988 68,272 45,059 -929
2232.11 Circuit-DDS .660 11,238 7,417 1,225 808 1,371 905 96
2311.00 Station Apparatus .751 324 244 63 47 36 27 -20
2341.00 Uvarge PBX .751 5,913 4,440 1,200 901 1,047 786 -115
2351.00 Public Telephone .751 26,216 19,688 2,176 1,634 1,756 1,319 -315
2362.00 Other Terminal Equip. .751 30.488 22,897 3,537 2,656 3,079 2,313 -343
2411.00 Poles .739 104.339 77,106 4,695 3,470 4,904 3,624 154
%421.10 Rnerial Cable Metal .739 463,721 342,690 28,287 20,904 30,142 22,275 1,3
2421.20 QAerial Cable Fiber .739 27,805 20,548 1,474 1,089 1,529 1,130 41
2422.10 Undergrd Cable Metal .739 217,201 160,512 9,557 7,063 9,991 7,384 321
2422.20 Undergrd Cable Fiber .739 34.120 25,215 1,808 1,336 1,808 1,336 0
2423.10 Buried Cable Hetal .739 642,869 475,080 32,786 24,229 35,2358 26,129 1,900
2423.20 Buried Cable Fiber 739 17,773 13,134 1,031 762 1,013 749 -13
2424.00 Submarine cable .739 1,215 898 45 33 55 40 ki
2426.00 Intra-Bldg Netwk Cable .739 18,592 13,740 1,17 866 - 1,078 797 ~-69
2431.00 Aerial wWire .739 20,141 14,884 967 714 926 685 -30
2441.00 cConduit System -739 155,132 114,642 2,637 1,949 2,792 2.064 115
TOTAL 3,749.963 2.803,752 252,324 187,676 271,173 202,661 14,986
6.7 6.7 7.2 7.2

Composite Rate (%)
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BEFCRZI THE TENNMESSEE PUBLIC SEﬁ{TCE- CQuel S5t G

Nashville, Tennessee

IN RE: PETITION OF SOUTH CENTRAL BELL o
TELEPKONE COMPANY TO CHANGE AND TAN D MR
INCREASZ CZRTAIN RATES AND CHARGES
FOR INTRASTATE TELEPHONE.SERVICE

DOCKET 0. U-83-7248
ORDER

This matter is before the Tennessee Public Service Cormissicn
upon the petition filed July 8, 1983 by South Cantral Bell Telerhone
Company (hereinafter referred to as Bell, SCB or the Company), whersin
the Company requested authority to increase its existing rates and
charges for intrastate telephone service to produce additiorzl annuzl
revenue of approximately $280 mf]]ion dollars. The Company alsg filed
a revised schedule of intrastate tariffs desicned to produce the

requested increase.

Pursuant to T.C.A. 65-5-203, the Commission suspandss the

proposed tariffs and set the petition for hearing.

Chairman Keith Bissell, Commissioner Jane Zskind and Commissicner
Frank Cochran conducted hearings on the petition Cecemper 5, 3, 7, &,
9, and 15, 1983, in Nashville, Tennessee, at which time the foliowing

appearances were entered:
APPEARANCES :

Mr. Raymond Whiteaker, General Counsel, South Centrai
Bell Telephone Company, P. 0. Box =10, 318 Green Hills
Office Building, Nashville, Tennessee 37215, appearing
on behaif of Petitioner, South Central Bell Telepnone
Company .

Mr. Mark D. Hallenbeck, Counsel, South Central Bell
Teleonone Company, P. 0. Baox =771, 600 Nortnh 19th
Street, 3irmincham, Alabama 35201, appearing on
benais of Petitioner, South Central 3eil Telepnhone
Company .

Mr. 7. G. Paopas, Attorney, 2700 First American Center,
flasnvilie, Tennessee 37233, appearing on benalf of the
Petitioner, Scutn Central Bell Telecnone Company.

Mr. Henry Walker, General Counsel, and Mr. Don Schoies,
Assistant General Counsel, Tennessee Public Service
Commission, C-1 102 Cordell Hull Buiiding, Masnville,
Tennessee 37219, appearing on behal® of the Commission
ChaFF
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Ms. Susan Fenaell, Attorney, LSUET. 311 West Walnut
Street, Johnson City, Tennessee 37601, appearing on
behalf of [ntervenors, Low-Income Telephone Users.

Mr. William Allen. Attorney, P. 0. Box =33%8, Qak
Ridge, Tennessee 37831, appearing on behalf of
Intervenars, Lcw-inccme Telephone Users.

Mr. Jerry Scanlon, Attorney, West Tennessee Legal
Services, Jackson, Tennessee, appearing on behalf of
Intervenors, Low-inccme Telepnone Users.

Mr. John W. Kelley, Attorney, 23rd Floor Life and
Casualty Tower, Nashville, Tennessee 37219, appearing
on behalf of Intervenor, United Inter-Mountain
Telephone Company.

Mr. Val Sanford, Attorney, and Ms., Jean Nelson,
Attorney, P. Q. Box =2757, Nashville, Tennessee

37219, appearing on behalf of ATAT Communications,
Inc. of the Souzh Central States, Intervenor.

Mr. Gene V. Cocker, Attorney, 1200 Peachtree Strest,
N. E., Atlanta, Georgia 30357, appearing on behaif of
Intervenor, AT&T Communications, Inc. of the South
Centrai States.

Mr. Lon P. Macfarland, Attorney, P. 0. Box #1121,
Columbia, Tennessee 28401, appearing on behalf of
Intervenor, General Telepnone Company of the Southeast.
Mr. Dan H. Elrod, Attorney, and Mr. Cdward C. Blank,
I[I, Attorney, 26th Floor Life & Casualty Tower,
Nashville, Tennessee 37219, appearing on behalf of

the State of Tennessee, and Tennessee Association of
Radio-Telephone Utilities, Intervenors.

At the hearings, South Central Bell presented the following
witnesses:

Mr. J. D. Mathescn, Yice-President-Revenue Requirements; Mr. John
E. Ebbert, Operations Staff Manager; Mr. E. C. Roberts, Operations Staff
Manager; Mr. 0. M. Ballard, Assistant Chief Accountant; Mr. E. W. Parish,
Jr., Operations Manager; and Mr. James L. Johnsoﬁ, Vice-President of
Tennessee QOperations for South Central Bell Telephone Company. The
Company also presented the testimony of Mr. J. W. Glass, Operations Manager-
Executive Support of the BellSouth Corporation; HMr. Joseph M. Robbins,

Division Manager cf the Central Services Organization; Mr. David L. Laurent,

us

Jr., Zconomerrician for 32ilScutn Servicas: Mr. Sosworth #. Todd. President

oFf Todd Investrment Advisors; r. Cornelius 3. Prior, Jr., Vice-President

for Kidaer-Peaboay and Co.; and Dr. Eugene F. Brignam, Professor of

Finance at the University of Florida.

-2 -
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The S:zz77 presented the testimony anc exni
westfield, Protfessor of Economics at Vanagertili Un
Hickerson, Assistant Director of Accounting; and §

Mike Gaines, 2onald Sanderson, Robyn Yazdian, and

AT&T Communications of the South Central S
testimony of Mr. Roy A. Billinghurst, Externa! Aff
with the Southern Region of AT&T Communications.
of Radio-Telephone Utilities presented the tzstime

dr., Manager of Cellular Planning for the Mokile C

of America.

Low Inccme Telephone Users presentez tnhe ¢
H. Miller, Associate Professor of Eccnomics &t Yer
Mr. Frea J. Kelsey, regulatory consultznt anc for—
specialist for the Federal Communications Cormisst
Professor of Marketing at the University of Saitinm
Chairmen of the Department of Sociclogy at Zzst
and Ms. Rozella Peebles, a low income subscrizer o

At the public hearing on Decemper 7, 123z,
witnesses including Representatives Martin Sir zn:z
testimony. Petitions protesting the propcssz incr

the Commission.

Mr. il Cooley, Attorney for the Ceczrzzen
and the other Federal Executive Agencies, was unis
hearing. With the consent of all parties, however
testimony of Dr. Charlie A. McCormick, testityving
entered into the record. The testimony of Louis C
Administration of United Inter-ilountain Teiezncre
entered by stipulation. Although crantea '2ive I
case on August i7, 1253. Tennessezns Yor if<irzaz.

f

not appear 2t the rata nearings ana no ex
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Sththe Lormissicn denied the petition for a 5230 millicn rate increase
tut determinea, 0y a two to one vote, that an increase of approximately
$39.3 million in annuai revenues would provide Bell a fair and
reasonaple rate of return. The Commission directed the Companv to file

revised tarif{fs which would produce the indicated addf*tional revenue.

On January 6, 1984, the Company filed its revised tariffs,
which we approved in a brief Order issued that same day. In that Order,
we also said that the Commission would issue a detailed statement of
our findings of fact ana conclusions of law in a second Order and
Memorandum Qpinion no later than January 18, 1934. Counsel for the
Company and the Commission Staff stipulated that this procedure and
schedule would comoly with the six-month time limit set forth in T.C.A.
£5-2-2C3 (b} and also that, for purposes af aaministrative and judicial
review, the Memorandum Opinion would be considered as the Commission's

final Crder in this proceeding.

FIiDINGS OF FACT AND CONCLUSIONS OF L2W

The Commission's statutory duty in the proceeaing is5 ta fix
just and reasonable ratas far the Company as provided by T.C.A. 63-3-232.
In so doing, we must take into account the safety, adequacy, and
efficiency or lack thersof to the service or services furnisned by the
utility, ana it is our duty to approve all or any porticn of a proposed
increase in rates if we are satisfied that the increase is just and

reasonable.

In this case, we will follow our standard practice of chaasing a
test period and then making findings of fact in regard to four major
areas (1) the size of the Company's rate base; {2) total revenues received
during the test period; (3) total expenses during the same pericd; and

1) zhe rate of return which the utility shouid be allowed to earn.

Once trkese jssues are detzrmined, we will then calculate the
amount of the revenue award in this case. Finally, we will consider
questions of rate design and issues raised by some of the intervenors in

this proceeding.
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Test period is a term peculiar to reguiazizn. [t refers to e
perioa of time, usually twelve months, during wnicn tne Commission
examines the (ompany's revenues and expenses uncs” existing rates ang
calculates, for that twelve month period, the Ccr:any‘s rate of return

on its rate base investment.

There are generally two types of test pericds that are accepted
in rate-making proceedings: an historical test period, wnich looks at a
twelve month period in the recent past, and a fcrecaszies test period,

which attempts to predict revenues and expenses curing the year to come.

The Commission in most cases has used an rnistcric test period

: an recas cause "proshecy, however nonsst, is generaily a
rather th a forecast because "pro v, ho eraily

ecrcre and Telearaph Co.

pocr substitute for experience." Southern Bell =z

v. Tenn. Public Service Cormission, 304 S.W. 2d 3<J {1937), quoting from

284 U.S. 75 (1935).

West Chio Gas Co. v. Ohio Public Utilities Comm

Recardless of the type of test period chosen, hcwever, the ultimate ooal
of regulation is to select a period of time whicn wiil properly reflect
the representative relationships between revenu2s, excsnses, and rate
base expected to prevail during the period in wnizn the new rates will be
in effect. As the Tennessee Supreme Court saic in an unpublished opinicn

and order denying certiorari in Tenn. Public Service Cc—mission v. Scuth

Central Bell, 575 S.W. 2d 429 (Tenn. App. 1¢73) czrt. cen.:

(I)t rests within the sound discreticn of the
Commission to use an historical test perica, a
forecast period, or a combination of thess wnere
necessary or any other accepted method of rate
making necessary to give a fair rate of rzsrturn--
the ultimate goal being to assure efficient service
to the consumer and a fair return on ite investment
to the company.

The Company has proposed a forecasted zzst pericc-the calendar
year 1984-for whicih it has filea its buaget of zceraticns. One forecast,
preparea in Hay, 1983, was filea with the petiticn in July. A secend, up-
dated forecast, Jréoarec in September, was alsc “ilea with the Commission

and it is the letter view of 1984 which Bell ha:z zskec us to adoo: in

this proceeding.

i
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Seceus2 o7 the chances resulting from divestiture of South
Central Bell frem its parent, American Telannone & Telegraph, and its
erfects ucon the Company's operations in 1934, the Commission staff
also used the 1984 calendar year as the test period ip this case. 1In

his direct testimony, staff witness Hickerson explained:

The staff used a forecast of operations for calendar
year 1984, consistent with the test period proposed by
the Company. As a result of the reorganization of the
Company and the industry as a whole, it is our opinion
that the use of this forecast will produce a reasonable
basis for the Commission to evaluate the Company's
earnings under current rates and to determine the
revenue deficiency that mignt exist.

We agree with Mr. Hickerson's analysis.

Two parties in this procesding, the State of Tennessee and the
Low Income Telenhone Users (LITU), have questioned the reliability of the
foreczsted pericd in lignt of the immense changes occuring in the Bell
system ana the difficulty in precicting the Company's expenses, revenues,
and rate base following divestiture. Neither party, however, presented
evidence as to the Company's rate base, expenses, and revenues during an
historic test period. Furthertore, we cannot close our eyes to the
unusual circumstances presenctec by the reorzanization of the Sell system.
A forecasteq test period is not cenerally as relaible as an historic
pericc to measure a utility's earnings. In the present case, however,
the rate base, revenues, and expenses of South Central 3ell during the
past twelve months will be affected dramatically both by court-ordered
divestiture and regu]ato?y changes mandated by the Federal Communications
Commission. "At such times, an honest and intelligent forecast of
probable future values, made upon the view of all relevant circumstances
is the only organ at hand and hence the only one to be employed in order

to make a fair nearing.” Southern 8ell. suora. Where feasible, we

have useg hiszcric exsenses znd revenues o fuide us in forecasting

g4. Furtnerrore, our use of a forecasted test period

el

those figures in }
in this case should not be interpreted as a change in the Commission's
long standing policy of preferring an historic test period for rate making
purposes. On the basis of the record berore us, however, and the

recommendation of the Commission Staff, we find that a forecast of

r year 7984 is the 2 rest iperiod to 7




:dopt in this case.

IT.  CCHMISSION STANDARD ADJUSTHENTS

Before discussing the appropriate expenses, revenues, and rate
base to use in this case, we will first dispose of certain Staff
adjustments to the figures proposed by the Company. These adjustments,

collectively referred to as "Commission Standard Adjustments," have
been proposed in accordance with prior Commission decisions in cases
involving South Central Bell. In the Company's last rate filing,
Oocket U-82-7161, 3211 agreed to all Commission Standard Adjustments
(for that case only}; aﬁd in the present filing, the Company did not

present any rebuttzl evidence nor cross-examine Staff witnesses about

these accounting changes.

In lignt of the unrefuted adjustments made by the Staff ana the
Commission's established precedents on each of these issues, we again
affirm the use of those adjustments and adopt them in this case. Further-
more, we direct the Ccmpany in its next rate petition to include these
adjustments in its original filing as an alternative to the Company's
unadjustea figures. This will save time ana avoia unnecessary discovery

procedures for both the Company and the Stat?.

The Commission therefore adopts the 7Tollowing standard adjustments

to the Company's income statement &nd rate base.

A. Emploves Concessions

Bell managers receive local telepnone service free of charge. Non-
management employees receive local service at a forty per cent discount.
The purpose of this adjustment is to impute revenue to the Company as if
the management empioyees paid the same rate 7or local service as the non-
management employess. This agjustment zacs 111,232 to'1ocal service
revenue to bring The t2tai o 34 7=,CC20. Zoth empioyee grouos &zlso
receive disccunts on intra-uATA *cll <z2iis cut, gince we do not know at
this time how many such calls the average 2mnloyee will make, this benefit

cannot be quantified and no agjustment c2n be made in this case. The

Company is directed in its next rate filing to provide sufficient

information for the [ommission to cuantify the rewenue impact of the 1oll

Sgms fa_bath MARANSWENL 3N Memesssememsor smslosges. OO 3518




The Low income Teistnone YUsers fhave suggested that we =2)iminace
ail emnioyee concessions for both local zng zoll service. Cn tne basis
a7 testivony oy Cempany Vice Fresicent Jornson. we find that these
ccncassions are censidered by Bell ang i+s =npioyees as part of the

emplcyees' tot2l benefit package. 4hile manzgement emolovees do not
bargain coliectively for their ccmoensation, we beiieve it appropriate
that they should be treated equally to non-management{emoloyees for rate-

making purposes.

B. Short-Term Interest Ourinc Censtruction

In a prior rate case, the Commission ordered Sell to keep
separate recoras on interest capitalizeg during short-term construction
projects 30 that the Cocmmission could add it to interest capitalized on
long-term projeczs. See Docket No. U-6%36. The cepitalization of
interest during construction means that the capital cost of funds tied
up in a construction project is added to tne total cost of the groject
and recovered gragually as a depreciaticn excense after the project goes
into service. This means that future customers, not present custcrers, will
pay those costs at the time that they are receiving the btenefits of the
project. This logic applies both to long-term and short-term projects.

By capitalizing rather than expensing thess interest costs, the
Company's present interest exoense 15 recuced. In accocrgance with stangard
accounting practice, this adjustment is made Iy increasing tne Company's
interest inccme.

C. Lohbvina Expense Adjustment

The Stafi deducted from Bell's proposed budget fbr 1984 certain
expenses relating to lobbying activity. We believe that the first
obligation of the Company's lobbyists is to benefit the Company, not
necessarily the Company's customers. We maintain our policy that lobbying
experses shcuid not e considered for ratemaking purposes.

The tcw Incecme Teiephone Users zorrectly point out that the
Company's excenses in the lobbying acccunt are limitea to those lobbying
activities cefinea by 7.C.A. 3-6-102(11) ana the Staff, while recommending
that trese expenses be disallowed, has not looked closely at what is

included in this account nor considerea wnether the statutory definition

s iometn _an Ao
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Unferrunately, :rere is no basis in this recorcd on winich 2 cezermine
wnether or by wnat amount the Company may have under-regorIza its
lobbying expense as LITU alleges. We request the Staff to ccnsicer this

issue at the Company's next rate filing.

D. Accusulated Deferred Income Tax.

The Staff deducted from Bell's rate base the accurulated deferrea
tax account whicn represents non-investor supplied funds, %ax payments
that have been collected from the ratepayers but not yet zzid to the
government. The Company uses this customer-contributea canitel to
finance a portion of its investment.

We agree with the principle that the rate base shcuid represent
the investment financed by debt and equity investors, not the raterayers.
we, therefore, adoot the Staff recommendations that accumuiazed deferred

inceme tax be deducted from the Company's rate base.

E. Unamortized Investment Tax Credit. Pre-197i.

This item represents the unamortizea balance of inves:ment
tax credits generated under the 1962 tax act. [t is ncn-"nvesIcr
supplied capital used to finance a portion of the Caompany s invesIment
and, therefore, should be deducted in computing the Ccrzany's rate
base. (Company witness Ballard did not make this decuczics. The Zompany,

however, did reduce its revenue requirement soC &s TO prcc.cis the same

result as if the deduction had been made.

F. Unpaid for Materials and Supplies

The Staff has deducted the unpaid-for portion of the materials
and supplies account from the rate base because this portion of the
account will remain unpaid during the test periog. In‘other words, the
vendors who sell materiais and supplies to the Company hzve become a saurce
of capital to the Company. Since this capital is suppiisz v the vendor,
rather than the Company's stockholders, the Company shouid not receive

a return on this portion of its investment.
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zavertising exvenses increased dramatically in that year over all
previcus leveis. 4e nave not questionea that expense put telieve that
it is a fair inaication of Eell's advertising expenses in the post-
divestiture neriod. The Company's actual expenses in 1983, presently
well under the budget according to Staff testimony, réinforce our
conclusion that Bell's forecasted, 1984 figures are inflated. Finally,
while we agree that it is important to inform customers about changes

in the Bell system, we agree with the Low Income Telephore Users

that, "Mucnh of the advertising surrounding divestiture is, in actuality,
institutional advertising, the most hignly disfavored of all advertising

with respect to inclusion as an operating expense" (Post-nearinag Brief,

Witness Lee Richardsen from the University of Bzlitimore preovided
further evidence that the Company's advertising budcet shculd be rzaqucecd.
Testifying cn btenalf of the Low Income Users, Professor Richardson
discussed Beli's measured and message Sservice options wnich he saic were
being activeliy promoted by SC3 as a marketing device zo ennance the
Ccmpany's revenue stream. Saying that the widessreaa use of measured
ana message service would eventually drive up the cost of flat-rats
service without any benerit to the ratepayers, ProTessor Richardscn
reccrmended *hat we order Bell to discontinue its promecticnal campaign
until the Comoany can demonstrate that the service opticns are not being
subsidized by subscribers of flat-rate service. The Low Income Users

further suagest that we freeze at current levels the number of customers

wno subscribe to measured and message service.

WWe reject the proposal for a freeze. These are optional services
that many custcTers now use it considerable cost savings. In the absence
of any speciTic evidence that these services 2re actuaiiy priced Saiow
cosz. we will not decrive other Tennessezns Trom taking adventace o7
ihe savings. 'We agree. nowever, that there are sufTicient questicns
surrcunaing measured ana message services L0 justify reaucing 8eil's
1984 advertising budget wnich includes $200.090 to promote these

service options.
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Za“.na af ATAT 2re-perazisnel Exoense

(=]

Throucn the Generel Service and License Contract, South Centirz®

Bell ang ail 2747 suosidiaries paid ATAT for costs jnvolved in the

formation of a new ATAT subsidiary (eriginally named A81) and in the
develooment of customer premise eguipment (CPZ}. 8oth the subsidiary

and the equipment were subsequently deregulated by the Federal
Communications Commission. 1In its Order of ilovember 10, 1982, the

FCC directed AT&T to reimburse South Central and the other Bell telechere

subsidieries for these payments. Subsequently, SC3 reczorted to the

Cormission that it had recsived a retuna from A

The Crcer required that the refund be recorzed in acccunt
Other Deferred Credits and that the amount be "clezred from the bocks
once ratz making treatment has been arforced those amounts as parts o~
the reimbursement process or where 2 Commission has decicec no
reimbursement is required.” In eaddition the FIZ crcerzc, "In conjunciicn

with the first rate making proceeaing folleowing the rei-tursement 3

regulated affiliates, tne appropriate S0C shali crescent

pre-operationail expenses again to each state cormissicn
scrutiny." Paragrapn 70 of the Order statea, 'Sy recuiring ATAT ¢
reflect reimpursement amounts as liabiiities on re 3IC
tita IZTTISSions, &n

lines books and requiring special reporting to %

adequate mechanism has been established to assure that zctugl and :zccuraze

reimbursement will occur." (Empnasis added.)

There is no mistake that the intent oTf the FCC was to reimburss

the ratepayer for the funds that have been collected through the cuszcwers'
TaT

bills to pay for projects which will only benefit A

A

1/ Subsequent to the close of the hearings the Tomozny filed wi
Executive Director a suoplemental report 1cer JINT an 3adits
refuna of pre-operational expenses of S1,437.,i72. This refun
be consicered along with the $3,294,011 inciucec zs an expens
reduction in the Staftf's exnibit. This reauc2s tne Senerzi §
and License expense on Scheaqule 4 of the Sta7¥’s exnibic from

$7,720,000 to 56,273,000.

- 14 -

003522



The Si:77 is 1n agrecment witn the FCC and proposes that
reimpurseq 7uncs 2 paia back to the custoiners in the form of reduced
ratas. In orcer =2 acccmplisn this objective the Staff has oreoocec
that the entire rerfunc Se amortized anc creditea to the Generzl Service

and Licenses expense in 1G84.

Company witness Johnson explained that Bell w&u]d "like to
be able to keep the 3.3 million dollars since we have ups and downs
in expenses and revenue through the years." He cited as an exampie
a retroactive 52.6 million increase in the Company's gross recaipts tax.
He further exolained that the Company has not earned its authorized
rate of return in 1943 and that the Commission should therefore allow

the Company to keep the entire refund.

We recccnize that fluctuaticns in revenues and expenses occu
and that unexpectsd events such as the increase in the geross receiots
tax have an impact on the utility's earnings. Such events, however,
do not justify the Company's proposal to retain funds that were wrongly
collected freom the ratsnayers to pay for costs related to non-utility

operztions.

In arguing that it be allcwed ¢ kee> the retuna in lignt of its
current rate of return, the Compény has 'moiiea that there is some

n the reTund and the 1933 acccounting pericd. In fact,

relaticnship pez
none of the amount refunced relates to 1%33; all of the Toney was
collectea frcm the ratenayers between 1975 and 1982, and in three ofT
those four years, Bell earned more than its authorized rate of return,
according to Staff figures. The only factor that links the refund to
the 1983 accounting period is the accidental timing of the FCC's
investigation and Order. Had the FCC ordered AT&T to delay the rerund
until 1984, we wonder if the Company would propose to recogni:e the
refund as a revenue or as an expense reduction in the 1854 buacet,

We agree with the Staff, the Low Income Users, and tne FCC that
these funds represent costs improperly ccllected from the rataepayers
who are entitled to be reimpursed. The amortization of the refuna cver
the twelve montns deainning January 1, 1284 will provide an equitadle

method of implementing the refuna.
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estimate of Yeiicw Fige rsver.as

with the acccunting grocacurss =
in setiling ratss for Souin Cantrsd
Two months latar, however, in izs revisea budgei figuras

1984, the Cempany changea its gositicn beczuse of the creaticn 57

BeilSouth subsidiary which wiil puclish ail Yeilow Pages for 3cuth

Central 8ell ang Southern Sell ana payv each ccmpany a licensa “as
The effsct of this zrrarcement in the present case is o
increzse the rates of Tennessze more than £3 millicn.

S8ell's plan will reduce sutsztz

Yellgw Page revenues,

E

telechone servicas. Under 2eil's procosai, significant perzian

those profits wiil go ts Beiifcuth's new, unragulated subsidi

operating ccmoanie

eli

than to the

Tor

g new

of

~y rather

"""" cany

At scre tTime in the Com Cir snCw

that these savings will incr

to South Central 8ell. Unzii that time, however, we wiil nct zcza

Bell's attempt to siphon of? part of these revenues which ars 2irs

generated from the custcmer lists developed and maintained = the

companies. [n future cases, we will continue w0 monitcr this situ

ne requirement ot in

Moaiftiad rinzt Jud

closely, keecing in mind

T&T orozosed,

a requirement wnich A

with the Sell operzting comoanies 2nd URCEY Ine Jurisciciian 7 st
recuiatery cormissions =¢ tne provizs Trom otnat susipsss coul

usea to0 xeeo rates cown.
The Staff's estimate oF Yelilw Faqe 9rotits wes creczren
accordance with the prccscirs ysea oy the Ccrmission in thes zzst 3
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the exnibits crizinally filed by the Company in this case. In doing so
the Staff reccgnized Yellow Page revenue. the related expenses, and
investment as part of SCB's regulated operations. This approach

permits full recognition of directory revenues and expenses and provices
the Company an opportunity to earn a fair return on tﬁe investment
related to the directory operations. To reccgnize the full benefit of
Yellow Page profits to local rates, the Commission adopts the Staff's

2/

treatment of Yellow Page revenues and expenses.~
D. Toll Revenues

In an earlier Order issued in this proceeding on December 16,
1983, we stated that the parties had agreed upon the dollar amount of
access charces to be collected from ATET by Sauth Central Bell. Counsel
for Bell statad that this amount, approximately S61.5 million, would
fully reimburse SC3 for the loss of inter-LATA toll revenue following
divestiture. In light of this agreement, there is apparently no longer
a dispute concerning the proper amount of Bell's toll revenue during the
test period. The calculation of this amount, $202,606,000, is shown in

Appendix A (aztacned).

E. Gross Peceints Taxes

Two other issues, gross receipts taxes and 8ell's proposea
payments to the Central Services Organization (CSO}, are not raisea in
the Company's post-hearing brief and proposed findings. We assume that
these matters are no longer in dispute. Since they were discussed at the

hearings, however, we will briefly explain our findings on both issues.

2/ We also reject Bell's proposal because the Company did not correctly
transfer to the new subsidiary all of SCB's Yellow Page expenses.
In determining the costs to be transferred from SCB to the new
subsidiary, Bell inciuded an amount to provide the new subsidiary a
return on its investment in the prepaid directory exbense account.
This transier is proper if one assumes that this investment is also
transfervea Trem 505 to the new subsidiary. However, the Company
mage no adjustment to show this reduction in its rate base and
therefore failea to transfer to the subsidiary all of the costs
related to direczory operations. As a result, South Central B3ell's
projected cost of operations, as reported in the September forecast,
is overstated.
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At the nearing, Company witness Parrich proposea to increzse
the pudgered G3iL 2xpense because of additional (SO expenses whicn

would be charged to Scutn Central Bell in Tennessee.

He agreea to furnish after the hearing adaitional information
on how each of the CSQ projects would benefit the ratepayers cof
Tennessee and alsa a breazkdawn of the costs involved in each of the

projects.

The Commission has reviewed this information and, in our apinion,
it is not sufficient ta justify the increases in the (SO budgeted
expense proposed by Mr. Parrish. We therefore find that the expense
shown on Exhibit 23, Schedule 26, should be usad as a basis Tor setting
rates in this case. That expense is hased cn Mr. Parrish’'s original
estimate of the CSO ex:énse as correctad by the Sta7vf. It also includes

the FCC ordereg refunc discussed previously.

G. Lecw Incore User Issues

1. <Charizasle Contributions

The Low Inceme Users ask us to reconsiaer our past pclicy
of recocnizing that reasonable charitable contritbutions by South Centrzl
Bell are legitimate, business expenses and may prcperly be chargec to
the ratepayers. Qur view, which is apparently shared by the majority of

state regulatcry commissions, is that utility "gcod will" is a vaiuable
asset, though admittedly difficult to gquantify, which ultimately benefits

ratepayers. See A.J. Priest, Principles of Public Utility Regulaticn

(1969), Vol. L, p. 87. Utilities, like all major corporations, are
expected to contribute their fair share to charitable activities in the
community. As long as these contributions are reasonable (there is no
evidence in this recard to indicate otherwise), we will recognize Bell's
charitzbie contributicns and concassions &s Just and reasonaole business

expenses.
2. Goverpment Concessions

The Lcw Income Users also request us to disallow Company

concessions to various local governments and agencies. We doubt that we
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pave zhe 1€2ai 2uIndrity o Take tis ecticn in regare o3 -unicical

i I

francnisss orevicusiy approvec by this CIamiission and now in effsct.

[
[¥1}

“ile record inaicatas, nowever. :hat SC2 last 3319,000 for the twelve
monchns endea rarcn 31, 1933, on concessicns to governmental agencies
granted in compiiance with various rwnicizal franchisés. The revenue
loss for 1984 is estimatea to be $332,020. To deal with this growing
problem, the Staff{ reccmmends, and we acree, that from this date
forward, the Commission will not approve local franchises that provide
for government ccncessions. OQur cecisicn 1s in concert with Hr.
Johnson's testimony that SC3 is opposed to francnises that reaquire
concessions. The present system is hignly discriminatory. Some
cities enjoy concassicns while otners c¢o nct. OQOur policy will help
provide unifcrmity througncut the S:iziz in recgara to government
concessions.

3. Tax Issues

y ey

In its post-hearing brief LITU proposed several adjusiments

through of deferres texes related to:

(1) Vaczticn accruals; (2) Canitzlizea overheads reiating
to censtructicn worx in procress; (3) Accsleratea depreciation at rates

in excess of 46.; ana (+4) Pre-1971 investment tax credits.

LITU based its motion to immecdiately flow through the tax benefits
resulting from expensing vacations wher accrued for tax purposes on page
15 of its brief cn information supplied in late filed Exhibit 13, which
was filed after clarifying cross-examinazion of Company witness Ballard
about SCB's tax écccunting releting to the four items. The response

.3 millian cefarra2i gaducted from rate base reduced

o
o

points out that the
the Company's gross revenue recuirements oy 1.5 millicn in 1934,
Assuiming the balancz stayed 3t ne fereczsz level, recucticns in revenue
requirements of similar Tevels woula centinue in the future, depending,
of course, on the rate of return granzec. The reauction in rate base is

rore

consistent with the proposal on page Z cf LiTU's brief but conflicts with
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the crozosed “lcw thrcucn adgvocatea cn page 13 of tne o2

The normaiizatizn procedure followed ny the Comzeny Nas besn

sizn in zast

(%]

apgroved by the FCI inc has been recognized tv tne Comai
cases. LITU has preoncsed contflicting treatment of this iten and in
our opinion has not presented sufficient evidence or arguments to justify

changing the procedure followed in the past.

LITU next proposed an immediate flow throuch of arior defarrals
relating to the capitalization of relief and pensions anc payroll taxes
on the books of SC3 and the expensing of them on its tax returns. As
properly pointed out on page 2 of the Company's responses in Exhibit 13,
no deferred taxes exist as the differences in book and Iix treatment
are permanent. Ffor book purposes relief and pensicns.
and payroll taxes relating to the salaries capitalizss on constructicn
projects are aiso capitalized. for federal tax purzcses these overneads

are taken as tax deductions in the year paid.

As the staff has pointed out on many occasions anc as this
Commissicn has recognized in several récent cases invaiving United Inter-
Mountain Telephore Ccmzany, South Central Bell doe:s “icw througn the
effects of these capitalizea overheaas as do ciner telaznone utilities.

The staff has oprposez the normaiization of the tax e7 szzs of thess

-

items and this Commission has agresa. Since the Comcany is doing wnat

LITU requested us to orcer them to do, this issue is meat.

LITU also proposed, without quantification or witness on the
subject, that this Commission order the Company to immeciately refund
federal income taxes deferred in previous years when the tax rate was
greater than the current 46%. During cross examinaticn, Company witness
Ballard pointed out that vor a number of years the Seli System haa
followed the Average Rate itetnce tc flow back these ax ceferrals 2s
provided by the Internal Revenue (ode. wnich is consistant witn tne rats
making treatment afforced this itenm in tne cast. Again LITU has croposec

conflicting treatment in advocating the irmeciate refund wnile cdecucting

the deferral from rate base; we @o not Ielieve that the intervencr nas uijy

analyzed all the ramifications of the proposal or offerea sufficient

.eyidence tn change the procedure used in past cases.



The final orooosal of LITY 4t page 17 of its brief was to
immecizately flgw througn the pre-1371 investment tax credits of
$927,000 propcsea as a rate base deduction by the staff and suprorted
by LITU on page 6 of its brief. Again LITU can't have it both ways
as proposed. Several years ago this Commission gave the utilities an
option as to the treatment of investment tax credit. SC3 chose
the normalization option. IITU's proposal would have a one time
immediete effect wnile the reduction of federal ‘incocme tax expense
by its amortization has more stable long range benefits. In summary
LITU has not presented convincing arguments for us to change our
positicn and nas in fact proposed contlicting treatment of the same

item.

Cost of Service:

In the hearing and in their brief LiTU raised issues concerning
the Company's ¥ailure to provice detaiied cost data concarning various
types of telepnone service. Althcugh the Company provided its Embeccad
Direct Snalysis (EDA), we believe that this subject warrants additionai
investigation. Theretcre, we direct the Comsany to conauct a study to
seiect an epprosriace metnocoiogy wnich will then be applied to determine

g5

the costs of the various types oT services provided by the Ccmpany,
including specifically business, residential, and local measured and Af;?ﬂ¢£y
message service. The study should specify the service identifications,

study methodolcgy, and the uses and limitations of the results. The

study should identify the source of all figures and variables used in

study so that the data provided can be traced to the Company's books and

accounting reccrcs.

The stucy snculd e submitiad ta the Commissicn by June 1,

1934.

- 22 -
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G. Casn Zdvanced Throuch Ooerations

Statt also decucted from the rate base casn advanced througn
operations, the smount of which was determined through the use of a
leaa-lag study. 7Tnis figure represents the cash wnich 8ell collects
from its customers but has not yet paid to meet experises. This is
anather source of non-investor suypplied funds which have been used
to finance a portion of the Company's investment ana should be deductad 7rzr

Bell's rate base.

H. (Cus*omer Deposits and Interest on Customer Debosits

The Staff has properly excluded custcmer deposits from the
rate base because these deposits also represent non-investor suppiied
funds. In maxing this adjustment the Staff also recommenaed that interes:
paid by the Company on these aeocsits be ccnsigered an above-the-iine
expensé. We will adopt the Staff's adjustment by decreesing net

operating income to acccunt for interest on customer decosits.
III. RATZ BASE

Company witness Ballard testified that Seil's rate base for the
test period would be $1,601,423,300. Sta77 witress Xnicht recommeraed
a §1,296,215,320 rate base wnich reflectac tre Commission Standarz
Adjustrments.

For the rezscns expiainea above, we aoprove the use of the
Commission Standara Adjustments and adopt the rate base recommended by

Mr. Knight.

The Low Income Telephone Users suggested that we should make an
additional adjustment to the rate base by deducting all plant under
construction. 'We have conrsistently held, however, that investors whose
capital is committed o constructicn programs are entitled to a return
on that investment. In the long run, we betiave this policy encourages
new investment and promotes a healzhy canstructicn procram to maintzin

and improve service. In the absence of any tastimony to the contrary,

we will permit the Company to include construciion work in progress in

the rate base.
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The Commission therefore adopts the following rate base as
appropriate for use in this case.
SQUTH CEHTRAL BELL TELZPHOHE COMPANY
TENNESSEE INTRASTATE

AVERAGE RATE BASE

1984 (000)

Line No.

1. Telephone Plant in Service $1,935,662
2. Telephone Plant Under Construction 32,564
3. Property Keld for Future Telephone Use 38
4, Materials and Supplies 9,650
5. Cash Recuirements 2,705
6. Total $1,980,000
Deductions

7. Depreciation Reserve S 417,53s
8. Accumulated Ceferred Federal Income Tax 244,320
9. Unamortized [TC-Pre-197] 927
10. Unpaid for Materials and Supplies 1,239
1. Cash Advancea Through Operations 13,562
12. Customer Deposits 6.500
13. Total Deductions $684,585
14. Rate Base $1,296,215

IV. REVENUES AND EXPEISES

Althoucn there 2re a number of differences between the Company's
projected revenues ana expenses for 1924 ana the fiqures recommended by
the Staff, the Company reputted only two of the Staff's adjustments, the
advertising budget for 1984 and the FCC-ordered refund of AT&T pre-

operational expenses. In its post-hearing brief and proposed findings of
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The Low Income dsers suprorted tn

issues wnicn we will now discuss.

A. Advertising Zxpense H

The Staif recommended that the Company's zavertising expense
for 1984 be recuceg from $5,732,000 te $4,221,300 because $885,C00
of toll advertising will be transferrec <o A

advertising for terminal equipment (trans<erreg to A

fn
ot

In arriving at the 354.3 ficure for 123<, the S:a?7 lcokez
Bell's actual acvertising expense in 1982 {S6 =i}
recuced it by 32 million to account for the reduczicn in tarminel
equiprent ang o1l advertising. The resyit was then increased to reflect
the growth in the Consumer Price Ingex in 1983 and 193:2.

Bell opposed the Staff's adjustzent on the grouncs that its
advertising expenses in 1984 are necessary to inform cus:zcmers cof
changes in the 3ell system during the coming yezr. Beli ercued Inat the
loss of any of its advertising buaget &t this time wiil caorive customers
o7 this informacion.

Stati wiztness Gaines repiisg that nis metnca oF Yarscisting
cell's advertising expense recognized the reez Tor more informezicnal
advertising since the 1982 base period frem whicn the 1384 budcet was
developed incliuded a S.5 million increase in informational advertising
over 1981. Mr. Gaines also said that he was making no recommendation as
to the amount cof the advertising budget which 8eil should spend on customer
information rather than promotional advertising. The {ompany may c<pend
as much, or as little, of its budget cn informzticnal advertising
as 1t feeis is recessary.

We agres with ir. Gaines' reccmmencaticn.  This Commission has
never attemptea zo tell SC8 how to spenc its zcvertising budget; we only
require that tne total expense be just and re:scnacle. Beczuse of

an

divestiture, which was announced on January 2, 3282, the Company's
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The Ccurt approvea Plan cr Rearzanizazion Tor -
that "the azmount oF precaid taxes :zssocizied with 7aciiities cor functions
assicgnea ta ATLT will be assigred to A

will take over inter-LAVA toll and “erminal equismsnt rental operaticns,

the Sta7f's posizion is that ATAT should te required 10 reimburse SC3
for all preraid taxes associatea with these cperzzicns. Staff witness
Knight, therefore, recommended thet SC3 bill AT&T 32,273,000 for prepaicd
gross receipts taxes that relaze to revenues from tarminal egquipment
rentals and inter-LATA state toll generatad in 18E2.

In a letter dated Cecemcer 21, 1233, <o Ine Icmmission from the

xnitiz 37, the Cepartment

m

A
—
(1]
(5N
i
>
3
4
t

B

f

Tennessee Department of Revenue {lat
states that the prepaid gross receists Tzx relating T3 ATET Communicaticns

rimert letiar also states,

(o]
w
5
™
)
)
(o]
118
3

i

is transtferaple zo AT&T Communic

i

n

however, that AT&4T Infecrmation Systems {ATTIS;, & taiscnone egquicment

company, is not subject to the gross recsipts tax. Bsii argues that
AT&T may therefore refuse, in viociation of the PCR, tc reimburse Zell

7 transterrea o

bo]

for taxes associzted with the terminal equipmant kei

ATTIS.

while the ruiing of the Revenus Cecartmant satisfies part of
SC3's concern, the Commissicn celieves that trne PCR is controlling in
this matter and that AT3T is ctiigea =3 abics oy it. Therefore, the
Commission adopts the Staff's level of ¢ross receipts tax expense of
$9,702,000 and directs SC8 to seek reimourssment of the full $2,470,000

from AT&T and to take appropriata acticn, if necessary, to enforce

the terms of the Plan of Reorgznization.
F. (SO Budcet

The Staff proposad &cjustments to reduce the £12,060,000 Generai

Services ana _icamses exgense 2uacat T2 corract 31,032.2C0 in arithmetical

errars wnicn tha Staff foune in tne {Izzany's procosec Zentrai Services

284, Thess zorrections were not challenced

Organization (CSI) budget “or

by the Company.

003533



Y. FAIR 2ATT OF

A Tinaing on fair rate of return is cne of tie most subjective
determinations this Commission must make in arriving 2t a decision
concerning the proper level of rates a company charges i3 custowers.
We make this determination in light of the con:roliinb iegal stanaards
laid down by the United States Supreme Court in the iandmark Bluefield

and Hore cases. In Biuefield case, the Court stated:

(A) public utility is entitled to such rates as will
permit it to earn a return on the value of the
procperty which it employs for the convenience of the
public eaual to that generally being made at the same
time anc in the same general part of the country

on investments 1in other business undertakings wnich
are attended by corresponding risks and uncertaiunties;
but it has po constitutional rights to profits such

as are realized or anticipated in highly profitable or
specuiative ventures. The return should be reasonaply
sutriicient to assure confidence in the financial
soungness of the utility, and should be adeauate.
under efficient and economical manacement to maintain
and support its credit and enable it to raise the
money necessary for the proper discharge of its

public duties.

Bluefiald Water “orks and Improverent Companw v. Public Service

682-

"W

Commission of the State of YWest Yirainia. 282 U.S. 67¢, 3 (1923},

Later in the Hope case, the Cour:i refinea these cuidelines

holding that: ({FPC_v. Hooe Natural Gas, 322 U.S. 291, 503 {1942))

"From the investor or company pcint of view it is
important that there be enougn revenue not only for
operating expenses but also for the capital costs of
the ousiness. These include service on the debt and
divigends on the stock. By that stangard the return
to the equity owner should be commensurate with
returns on investments in other enterprises having
corresponding risks. That return, moreover, should
be sufficient to assure confidence in the financial
integrity of the enterprise so as to maintain its
credit and to attract capital.”

W“ith tnese basic standards in mind, we wiil discuss some of the

imporIint consicerations that were Sresenta2 3t ine nearing on the subjec:

of fair rate ¢f return. ‘e believe th2t the stznazras, as sect out in

these two cecisions, point out an imporiant Tact: the setting of a

fair rate of return is not &n exact scierce. As the Tollowing discussion

illustrates, & return that one informea person believes is fair ang

necessary to provide a comparable return enjoved by other similar
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Tro came rsturn

enterprises ena T2 atiract necessary capital —aey not be

ds anotner infcrmeq person mignt delieve. Neecless o 53, Cur

(31

discussion is o7 necessity limited and cznnot ang will nct g Tully

comprenensive of all relevant mattaers and components that go intc

the maxe-up of the determination of a fair rate of retarn.

Four witnesses presented direct testimony concerning the cecst
of capital for BellSouth. Three witnesses, Matheson, Tocd, and Prior,
testified on benalf of the Ccmpany. Todd and Prior, both investrent
counszlors, saig that based on the earnings of other corcora:ions, they
would not advise their clients to buy BellSouth stock unless they
anticipated at ieast a 167 return. Hr. iathesor, who aisc Taszified
that the return cn BellSouth's common equity snould be in tne rangs
of 16-13", reccmmended that the Commissicn ¢rant the Ccmziany 2n coverzll
rate of return of 13.22. based on a debt-equi*y ratio 57 <t., 2 16. rezurn

on comnon equity and 9. as the cost of embeccad debr.

Testiiying on benelf of the Staff, Dr. Westfielc reccmmengel
an overall return in the range of 10.3 to 11.7. basea orn 2n 2.3, ccst
of debt, a 12.%2 to 14. cost of equity, anc the sare deczi-scuify ratid usec
by HMr. Mathescn

After reviswing the extensive evicenca in the -~2cZrz, wnicn
incluaes the rebutzal testimony of Professcr 3rignam inc .2 surrsluIiz)
testimony of Dr. wWestfield, we find Dr. West®ieid's anzivsis persuasive
and adopt the mid-point of his recommended cost of equity. ‘e believe
that he underestimated the Company's cost of debt, however, and will adogt
an 8.9 cost of debt, mid-way between Westfield and Matrescn. for use in
this case. Since there is no dispute on the appropriata capital siructure,

our finaings on the costs of equity and debt result in zn averali razz-of-

[¢F]

return ot 11.3. for Seutn Central Zeil's investment in inlrzsiite szerations

for Tennessee.

Dr. West7Tigld's estimate of IRe COst of equit, was calcuizizz using

[

the Discountec Casn Flow (DCF) formula wnicrn both he zne -nis CeTmission

have consistently relied upon in getermining the cost 27 =2nuity caorzzl.

aT
i

Using information contained in AT

S proscectus descrizing the socn-to-be




"eil, Or. westiield

.

ed by Scutn Cenzrad

ana nistoriczi cata suooi
arrivea &t astimates of 3211Scuth's proizcies dividencs durina 1234,

the equilibrius orice of its steck, ana the enticipated growth in the
stcci Drice zna the Company's aividenas. Using :his;information, he
calculated the cost of equity to be approximateiy 13.37 (midpoint).

Dr. Westfield tested the reasonableness of this reccmmendation by
calculating the cost of equity of five, independent telephone companies
Tisted on the ilew York Stock Exchange. The average, expected rate of
return for tne Tive companies is 13.3%, the mid-point of Dr. Westfield's
reccmmences range for Be1)50uth (Tr. Dec. 8, p. 253). He ais0 calculeten
the cost of capital for BellSouth using the Capital Asset Pricing Model
ang once acain concluded that the cost of equity was in the range of

12.5 o 147 (1d. p. 255).

Two additional factors lend support %o Dr. dWestfield's conclusion.
BellScuth s:tock is presently selling at a market-to-book ratio of one
whicn is an indication that the utility is earning a Tair rate of return.

See ~osh, "Recant Trends 1n Cost of Capitel,” 72-Public Utilities

Fcrtnichtly, 79, 21-256 (Sest. 26, 1%63). EellSouth’'s two operating
utilities, Soutn Central Sell and Soutnern 32ll, earnea approximately

13.€°. on th2ir combined book eauity in 1382 ana the first half of 1983

{Id. 2. 25Z). In other worcs, ZellScutn's pressnt rat2 cf return on equity,
13.6°., is a fair guide to its market cost oT equity since the stpck is
presently selling at a market to book ratio of ane and it is not anticipated

that the Company will need to raise additional equity during the next year.

A secord factor to be considered is that, based on testimony in
August, 1982, this Commission determined that the cost of equity for South
Central Beil was 15.2. in the Company's last rate case. As Dr. Westfield

TestiTiea 237, 231-333} the dramatic rise in the sT0Ck market since

leaves iitzie doudt that equity is cheaper now than it
was 2t that zime wnen the prime interest rate was two and one-halif to
five coints hizner than the present rate.

The Company's witnesses testified that the cost of equity to

Bellsouth was no lower than that of an averagce inoustrial company, a

- 2 - 003536



Dr. sestTield’s sogreoacn loonec scasificaliy Et

gt
and usea the Cemozny's actuzl, past ezrninss =g groject Zivicens

growtn during tne coming year. His metnczclozy was usec o onz Is

witness {Tr. Dac. 2, p. 32-33}, thcoucn not 23 catermine tra €25t

iy

-~

capital for 8eliScuth, ana sncorsea oy anciner 2s anataf <he cereraily

accepted methoas of determining growin (Tr. Zec. 3, o. Furthermore,

Or. Westtield's estimate of 32i1Souzh's divicerd yieia in ;321 is
consistent with the prediczicns of gther analysets (Tr. Z2z2. 2, 2. 297)
and his reccrmended return cn equity is apcroximately ithe szTe 35 the
forecasted returns of other teleoncre csmcanies whose sI2c<s are
publicly tracsec [Tr. Dec. &, p. 233). For tnese raascns w& ~ing Tnat

the appreprizte <25t of equicty to usa in this case s 12.23°, *ne —~id-

point of Dr. W
yI. DEsTMuLATIIN
In zetsrmining the amount 0Ff ravenue to be gersrzted by the

to quantify the imozct of gemanc

propcsed tariffs the Company atiem
stimuiation and cestimulation resuiiing from the orogcsac ratz changes.
Althouch the impact as dste=mminec from the Companv's socnc—etric studies

was $11,602.300 cniy wwo zna one half

entered inta the reccrc.

Dr. Wes:z7ield
most detailed anaiysis of the econometric demanc moceis used by the
Company in determining the impact and after citing numercus flaws
concluded that 1ittle if any use could be mades of the mogels usea by
the Company in this proc2eding. He did however, agrees that properly
developed and utilized the eccnometric demand studies, and econometric
cost studies should be c¢cnsigered in the reculatary process. On the
basis of Dr. WestTield's testimony, we Tind th2t zhe stucgises 25 used
by the Company in this groceecing 2re in2S2CQUETE anc -here<sre snculd

not te consicersz in ce ar*]nma wng rag

required revenuss. [n ¢reer that we T&y ccnsider this :tyoe of infcrmaticn
in Tuture cases, we request the Ccmpany %3 explore furtner —ethods faor

c*

developing econcmic demanc stuaies in Tizat of <he criticisms rzised in

-.20— 003537



The Jcmpanv, thrcucn the tastimony and 2xnizits of witness Jonn Zinert,

sconsorea revisea tarifis desianeg to oroduce an annual revenue increase of
S272,332,32G6 Far tne “rracasted test period enaing Decerner 31, 1984, The

follicwing scnedule summarizes the prcposed rate channes af the Comdany:

Scuth Central Bell Teleonnone fyrmoanv

3asic local flat rate excnange and S 264,043,320
related services:

Including residence and business

basic local service, exchange trunks,

grouoing service, etc.

Long distance service - 17,014,000
Zane charcas 2,249,000
Coin teleoncne service 6,678,000
Service charges 8,008,000
Directary assistance renricing 10,388,000
Miscellaneous services: 7,302,000

Inclucing operator assistance,
verriczaticn, directory listings,
touch tone service, DID service, etc.
Indepenasnt company settlements - 2,

~n
o

00.23920

w

=4

(93]

o

Total annual revenue inCrease S 279, ,000

The Company's orooesed tariffs for basic local flat rate exchange service
include a reduction in the number of groups used to determine the level of local
service rates in eacn exchange from the existing 12 groups to 5 Qroubs. In
acdition, customers fFrom exchanges which do not presently have the capacility to
furnish measured servic2 would receive a 1C7 iower »ate until measured service was
providea. Increases range from 314.80 tc S16.00 pver mcnen for residential flat

rate lines, while cusiness {iat rate lire incre2ses rangs frem

(S1)

29.35 to 532.325

“

per montn.

The Company procicsed to reduce the factors used o detarmine the P2X Trunk
rate and the grouoing charge for multi-line systems from 1.75 to 1.55 times the
business 1-party flat rate charge. The minimum for measured rate lines would also
go down from .70 to .50 times the flat rate line charges.

The proposed tariffs contain rates for long distance service which produce
an gverall reduction of 30% in long distance Direct Distance Dialed revenues, these
reductions would recuca intra-LATA toll revenues by $17,014,000.

The Cemsany's crooosal inciuges an increase in zone charges of aporoximately
25, Tnis would incrazse *he zdne Znarge “Ir 2 i-narty Jine from 51.35 to S1.70
ger montn, cer zone. -his pronosed incr22se wiil sroduce $2,329,000 in additional
annual revenues.

The local coin talaphone rate is orooosed ta increase 7rom 10c to 25¢c per call.

The Company's rewvenue projection estimates that the pronpsed increase in the local




Directaorv Assiszirce Charces

The (omoany requested & Directory Assistance Reoricing Plan
which would establish a charce of 3Cc per call for aM calls o directory
assistance apove an allowance of five {3) calls per month. The
Commission is of the opinion that the Directory Assistance Repricing
Plan should be denied. We realize that the general custcrer body is
paying for direczecry assistance throuch leczl service ratss; however,

we believe thet the customer body at this time is satisfied with the

current pricing Tetnod.

Coin Telechene -a%es

South Cenzral Bell nas preooosec raising the cost of a coir
telepnone call from 10c to 2Zc, anag presented a study by Shocxley
Researcn, Inc. purporting to sncw atzituces of Tennessee residentia
customers towarac the proposal. The survey reveaied that residential
customers wouid rather have the coin rate raisad than their resicential
rates increased. Low-income inisrvensr wizness Dr. Michael
testified that the Shockley survey was ciassd heczuse it incugsc a

specific resconsz; bec2use The CUESIicn wé&s net neultrally worcsa.
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Because jocal ceoin
service some citizens have availazdie to them and many OThers use this
service as an emergency network, we find that the public's intarest is

best served by denying the proposed increase in the locail coin rate.

Direct Inward Dialing Servics

In its March 23, 1883 ordger in Docket Mo. U-82-7173, the
Commission directed the Compary tc vile tariffs in its next general rate
filing to rescructure 2nc reorices 'Is CIT ratss consistant w
recommendaticn cn DID service. Tre next zeneral rate

oraer was this 2roceeding, 2nC tng (&mlény's proposec

with that orager.
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Direct Inward Cialing service ailcws calls to a FEX to be

switched directly to e number terminating cenina the F3X.

The DID

service requires central office DID number assignmencs anag specially

equipred incoming FBX lines. Under the Corpany’s priér DID offering,

the charges for reserving number blocks and for equipping trunks were

bundled together. However, under the proposed tariff, the charges for

number blocks will be separate from the charges for specially equipping

the incoming trunks.

The prooosal to unbundle CID service is particularly appropriate,

because custcmer needs for trunks vary wicely. Many custcwmers require

specieily equipcec trunk for every ten DID nuncers while otner cusicmers.

with mucn snhor:er holding times, can accommoaate 100 DD numters on two

specially egquipoea trunks. Theretore, the nraoposed tarist will allow

the customer to obtain service tailored to his specific needs but to

avcid suncliea charges for services that he does not need.

The only »marty who opposed the 01D proposal was the RCC interverar,

TARU. That opposition was basea on a desire to continue the presant

arrancement pursuant to which RCCs purchasea 21D numbers unaer contract

rates lower than the proposed tariff. The RCCs contend that they are

entitled to nore favorable rates because (1) they purchase DID numcers

in mucn greater quantity than other subscribers and (2) they use DID

numbers, in connection with paging services, for only one-way communications,

while other subscribers use the DID numbers for two-way communications.

South Central Bell has indicated that it intends to continue

providing DID numbers to RCCs under contract until the Commission decides

whether access service tariffs should be appiied to R(CCs.

07 a pre-nezrina motisn by TARU, a separate cocker will de

consicer ine z:xciicetion of accass serwvice fxriffs to RCCs.

As a result

established o

i appears

that tne {:sue 27 DiU service =c RCCs is reiztea £0 the access service

tariff issue ceczyse at least one charoe unuer the DID tariff, the "trunx

termination cnarce,"” would be also containea in the access

proposed for RCCs.

services taritf
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In view o7 (1) South Central 8el1'; expresseg intention to
contirue the ceniracts with BCCs, end {2) the relationshio between the
01D service provided to RCCs and the access services tariff praposea
for RCCs, the (ommission approves the DIC tariff as 7iled, with the
exception that the provision of DID numbers to RCCs will continue unaer
present contiracts and tne level of rates in these contracts will be
considered bty the Commission in the docket estab]ished‘re1ative to the

anplication of azccess service tar1ffs to RCCs. 5/

Comolex Inside Wiring Service

The Ccrmoany has propcsed a change in its method of charging
for complex inside wiring. The flat recurring charges would be eliminated
and replaced with a time-zna-materials charging (TiiC} plan for maintenance
functions. The cost of maintenance is currently included in the recurring
wiring rate, but the availability of alternative subpiiers makes the
identification ot South Central Bell provided wire difficult. The
provision of maintenance under the proposed TMC plan eliminates the
mismatcnes of provision of maintenance and billing for maintenance.
The new environrent also eliminates South Central 8elil's source of
information on giscrete cuszomer wiring activity, thereny making tre

continuation of the recurring cnarges difficult.

The stz7f croccses the continuaticn of recurring charges for

v

customers with Souch Central Bell compliex inside wiring for embedded
systems &s a means of recovering the remaining net investment. The
staff also reccmmends TMC for the maintenance function and the
development of a sales plan which would establish purchase prices for
complex inside wire based on a relationship to the monthly rate of each

customer.

As an alternative that addresses the staff's interests, yet
recognizes the administrative problems attendant to theéir proposal.
the Company prcsoses & "frozen' recurring pilling to custcmers of
reccra on Dece—cer 31, 1963, The billing to these customers would

continue at the Cecemper 31, 1233 level and provide a revenue stream toward

the empeddea investment. aintenance would be provided unaer the

5/ Docket !lo. U-6703 is a tariff filing by South Central Bell to
no longer provide series 5000 wide band channe1s for ey 1nsLa]]at1ons
after Becemper 7. T8 T BT i
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THC olan.

The Cowmmission is of the opinicn that the monthly recurring
cnarges for complex inside wiring should be continued to aid in the
recovery of the cost of this wiring. We also believe that the Company
should offer this wiring for sale to its customers at prices based
on the recurring monthly billing to each customer. Therefore we
direct the Company to file a plan within sixty (60) days of this order,
that establishes sale prices for complex wiring, based on the recurring

charges customers pay.

Local Measured Service

South Central Bell currently offers three optional local mezsurec
service plans to its residence customers. The Commission has previously
approved these plans in order to permit cusicmers to choose one of these
lower priced options, if their telephone usaoe is such, that it permits
them to save money. The Low Income Intervenors have proposed to hait
the offering of all local measured service until stucies are concuczed
showing the costs, impact con universal service and alternative raca

designs.

The Cormission believes that the continued offering of local
measured service is in the public interest. All subscribers, including
Low Income Subscripers can elect to receive service uncer one of these
optional plans, which can save a customer up to 607 of the montnly
residential flat rate. [f experience or future study indicates that
equity and fairness to subscribers require changes in the local measured
service plans, the Commission will move swiftly to implement those

changes.

Telzak Service

On Zecsmher 3, 1933, &s @ preliminary matter, the Commission

u

approvea the motisn of Intervenor. Siate of Tennessee, o remove +rom
South Central Beli's proposed tariff the elimination of the Telpak

offering, subject to the following conditions:

1. Effective January 1, 1984, the Inter-LATA parcs
of the Telpak offering will be provided by AT&T
_Cemmunirarions of ‘the South Central States. Inc.

) — ik BT Te ok TTET ing

=
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2. Effective January 1, 1934, the applicatle
for coth the Inter-LATA and the intra-Lata
o7 the Teipak offering will be increasaa ty 20
over the existing rates.

3. Soth the Inter-LATA and the Intra-LATA parts of
the Telpak offering wiil terminate on Decamper 21,
1984, .

4, The maximum capacity for each Inter-LATA end Intra-

LATA Telpak billing option group, respectively, wili

be the present combined capacity for existing

Telpak billing option groups currently obtaining

an Inter-LATA and Intra-LATA mix, and is limited tc
parallel service between the points currently receiving
Telpak service.

Therefore, the tariffs filed should reflect the continuation of

the Telpak offering subject to the above stated qualificztions.

The Commission further adopts the faollaowing, staff recommended,

modifications to the tariffs as filed by the Company on July 8, 1983:

filed by the Ccmpany on July 8, 1283 shouid be denied. The Ccmoany nas been

A. Basic Local Service Rates:

1. Five group local service rate scheduias with no
premium for exchanges which have measurea service
available.

2. PBX and ESSX trunk rate establisned at 1.75
times the business flat rate charge.

3. Apply a grouoing charge of 75. unifor-iy to all
classes of customers.

4. HMake no changes in the existing rate siructure
of measured rate service.

B. Service (Charges:

1. Eliminate the access line costs from che Centrai
Office Line Connection Rate.

C. Other Services:

1. Reduce the group emergency alerting and dispatc
service rate increase to 25%.

2. No change in the existing rates for message toll,
WATS, and zone charges.

In summary, the Commission is of the cpinion that the <ariffs

directed to Tile revised tariffs wnicn procuce the agditicnal annual

revenue requirerent of $39,301,C00 in accora with the findingcs ctrevicusly

’

set forth in this order.

6/

See Appendix B for a calculation of ‘the rate awarc.
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1. 7That the tariffs filed by Soutn Central 321l on July 2.

1333, Zlesignec to orocuce $279,353.300 in adcitional annuai revenues

be. 3nag the same are hereby, denied.

2. That the tariffs filed by the Company in response to

our findings, designed to produce additional anrual revenues not to

exceed 539,301,000, are hereby made permanent and our Order of

January 6, 1984, approving those tariffs is incorporatad hersin.

3. That the MNovember 25, 1983 Order of Administrative Judge

Mack Cherry on the applicability of the Company's intrastate access

charges to Radio Common Carriers is incorporated nerein bv refarence.

A docket capticned "Proposed Application of Intrastate Accass Charge

and Direct Inward Dialing Tariffs by South Central Beil te¢

Redio

Common Carriers" shall be established as Docket U-84-7275, to deal

with these access charges and the DID charges discussed on rage 3% of

this Order.

4. That our Order of December 22, 1983, relating to the

applicztion of the Company's Intrastate Access Chargss to authorized

inter-LATA toll carriers is incorporated by referencea.

A docket

captioned "Intrastate Access Charge Tariff Filing o7 South Central

Bell Telephone Company" shall be established as Docrer U-

34-7230.

5. That our QOrder of December 30, 1983, relating to Wide

Area Toll Service (WATS) shall be incorporated by reference.

6. That South Central Bell is ordered to file

the "Cost

Studies"” discussed on page 22 of this Order at least one month berfore

jts next general rate filing.

7. That South Central 3ell is oraerez o Tile
. .
1

tracking reports discussea on paga 23 of this Oraer wit
Accounting Division on a monthly basis.

8. That South Central Bell is orasred tc file
within sixty (60) days of the date of this Order setiing

sales prices for complex intrasystem wiring as discussad

b
b

the tuacert

the Ccmmission's



9. That the Company in its next rate filing shall
incorporate the Commission's Standard Adjustments as an alternative

to the Company's unadjusted figures.

10. That the Company's next rate filing shall include a

quantification of employee concessions Tor intra-LATA toll calls.

11. That all motions not previously ruled upon are hereby

denied.

12. That any party aggrieved with the Commission's decision
in this matter has the right of judicial review by filing a Petition
for Review in the Chancery Court of Davidsen County within sixty (60)

days frcm ana after the date of this orger.

AN
/,'-,) - )
- A / s
.. e . .
— 1= s < L~
- 7 WCZTIRMAN b
. AN
i
COMMISIIGNER

CCMMISSIONER

ATTEST

EXECUTIVE DIRECIOR
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Previausiv it was explaineg that as & rasylt oF 72 unusull
circumstances in this case we have utilizeg the forecast 3T revenues,
expenses, ana investment for the calendar year 1934. e rave adepted
the forecast rveluctantly and as a result will require the ccopany to
file monthly tracking reports showing the actual combined &nd intrastzta
revenues, expenses, investment etc. in ccmparison with the budgetes
amount in the same format as identified in the September view of the
budget. The company shall also provide a detziled comparison of the
actual construction program with the September budget view and shall
provide detailed explanations of significant deviations.

In light of these findings, the following table of revenues and
expenses incorrcoratas the adjustments heretofore discussez. We find thi

revised inccome statement appropriate for use in this procssfing.

<

SCJUTH CENTRAL B5zZil ZCHEANY
Tennessee
Revized Inccma <
1933
(202)
Line taff =xh.
No. Scnedu~e 4 Adjustmens
Revenues:
1 Local Service $ 453,574 3 2 s
2 Toll 3ervizs 204,222 -1.3:%2
3 Miscellzneous 71,232 2
4 Interast Curing z
Construczioan 3,233 ! 3,322
Lass: S
5 Uncollactibles -2,£84 s -2,507
6 Total Revenues $ 730,25~ $  -1,30Z 5 729,3-Z
Expenses:
7 Interest on
Custcmer Deposits g 650 $ 0 $ €32
8 Maintenance 159,210 0 159,2°=
9 Depreciztion 114,414 2 114,25
10 Trarfic 37,893 0 37,833
11 Commercial and
Markecing 69,700 0
12 Accounzing 14,165 0
12 General 25,383 J
14 17,2072 J
13
48,243 z 4R, 23
156
7,722 -1, =T 6,272
17 a
Income Charges us7 2
18 Federal Income Tax 47,322 23
19 F.0.A.5. and U.C.Tzx 15,433 3
29 State and Local Tax 54,282 -3
21 CPE Cost Allocated
To Interstare b}
2z [Heal Sieemes 2 7,78
22 § 126210 & =34




On Decemper 15, 1983, AT&T Communiczzicns, Souts Central Zell,
General Teleshone ¢f the Southeast, United intar-tountiis, and the Starf
stipuiated to an interim procedure providing zhe use ¢ 2cc2ss charges
designed to provide South Central Bell and tne otner lccal telephone
companies with the level of toll support that wouid ha&e seen realized
had the current division of revenue approach been continued in 1583.
In an Order issued December 22, 1983, in this proceeding, the Commission

approved the interim procedure which reduced the revenuz requirements

of South Central Bell.

In arriving at the interim settlement, however, the Stafi used
different figures to calculate ATTCOM's cost of servicz than were used in
developing the Staff's exhibits previously filed in this rate case. In
developing the cost of service for AT&T Communications zs originzily
filed in this case, as shown on schedule 10 of tne StaT<s exhibit, it
was assumed that ATTCCM would be liable for the gross receipts tax only
on the revenue it will retain after paying access charzzs to SC5. During
the development of the interim access charge arrancemanz, the Tennessee
Departrment of Revenue determined that AT&T Communicaticns will be liable
for gross receipts tax computed on the basis of the zz:zi inter-LATA
revenues it collects. As a result, AT&T Cozmunicaticns ccst of service
must be increased. This increase and other changes ¢ recccnize interest
during construction, capitalized relief and pension c2st, ana disallowed
depreciation resulted in AT&T Communications cost of sarvices being
increased from $19,333,000 to $20,929,000. As a result, South Central
Bell's toll revenue under current rates as shown on Statf Exhibit 28
schedule 4 was reduced from $204,202,000 to $202,606,22C. The revenues

and uncollectibles as presented on schedule 4 and as adjusted are

presentea below:

Stari Ixnhioit Adiustmen: Restated
Scheaule =
(000) (000} (000"
Revenues.:
Local S453,674 5453.,674



Toll Service 204,222 1,385 202 €06

Miscellaneous 71,382 71,382

Interest During

Construction 3,580 3280

Less: !

Uncollectible 2,684 24 2,5002/
$730,634 $1,512 §729,142

4/ Toll Revenue Sxnhibit 28 Scheaule § $222,400 + 135 - 520,929 = 5202.506
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SOUTH CENTRAL SELL TILIPHONE CQupAY

Line Mo.

1. Net Operating Income Under Present Rates as
Adjusted - Page 23 $126,185

Met Operating Income Effect for Change in Debt Cost:

2. State Excise Tax - 37 A/
3. Federal Income Tax - 281 B8/
4. Net Operating Income Available for Return $126,503
{L1+L2+L3)

5. Net Operating Income Required

Rate Base Page 11 51,296,215 X .113 = $146,472
6. Additional Net Operating Income Prepaid (L5-L3) $ 19,969
7. Additional Gross Revenue Required (L6 x .5081C/) $ 39,301

A/ Increased Interest using 2.97 debt cost x Excise Tax £x. 23Scn. 22, 3648 x 5.537 = §37

decrease.
B/ Jlogmemcont Ingmpact plus excise chanae x 467 SRAB + (37) = 877 v (<f =.S0R)gdermeane.
/ A pAEal :C_,- ek |
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MHASHYILLE, TENNESSEZ

I RE: PETITION CF SOUTH CENTRAL BELL
TELZPUNNE COMPARY TO CHANGE AND
INCREASE CZIRTAIN RATES AND CHARGES
FOR INTRASTATE TELEPHONE SERVICE
DOCKET 0. U-83-7248

DISSENT

1 dissent “rom the majority decision finding an overall return of
11.3% for South Central Bell in this proceeding. The majority has placed
sole reliance on the testimony of the Commission staff witness, Dr. Fred
Westfield, and has not given any weight to other evidence submitted by four
expert witnesses who also testified on this important issue. In view of the
wide variation between the statf witness and the other experts (11.37 vs.
13.287), [ think the conclusion reached is erroneous in light of the entire
record.

The determination of the averall cost of capital is, on its face,
apparently a simple process. The starting point is the capital structure,
and in this receora, it is uncontroverted that South Central 8ell's capital
structure is made up of 45, debt and 555 ecuity. To obtzin the weighted ccst
of the Company's casital, one must determine the cost of debt and multinly it by
457 and follow the sama process using a 537 multiple for the cost of equity.

The nroduc*s are Inen acded together to detarmine the overall, weichted cost of

capital.

My principal concerns arise from clearly erroneous debt and equity costs
relied upon by Dr. Yestfield. In computing the cost of debt, Dr. Westfield
acknowledged he substantially understated the cost of short term debt. Both
Chairman Bissell and I commented on that error in the Commission Conference,
but the 11.3% overall cost of capital adopted by the Commission does not correct
Dr. Westfield's error. The record only sugports a conclusion that the cost of
short term debt in 1984 will be over 9.03, not the 8.20% used by Dr. Westfield.
Therefore, if Dr. WestTield had made no other errors, the overall cost of debt
should be increased by 0.2% to 97 and the overall cost of capital by 0.17%.

However, Dr. {estfield also erred in his calculation of the cost of equity.
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Sp. vestiield utilizea the "Disccuntad Cash Flow” [ICF) method which,
althougn criainaliy preoosed by its author for another puroose, is fEchnized

as a means of determining investor expectations and inferentially the cost of
equity caonital to the utility. The problem, [ find, nowever, is that in the
application of the 0CF Formula there are judgement decisions on the part of tre
expert, but unless that judcement is sound and reasonab]e.;it is as with any
gocd computer badly prograrmed. "garbage in, garpage out." The resulting cost
of capital approved by the majority is lower than that approved for this Company
by the Commission in 1981 and, according to the statement of the Chairman during
the Commission Conference, is the lowest return approved by any of the state
commissions for Bell in the country.

The obvious errors in judgement by the staff witness are as follows:

a) Dividend Yield -- To compute the prospective dividend yield in the
DCF formula, it is necassary to determine both the prospéc:ive annual dividend
and the appropriate market pric2 of the stock. Generally, that market price is
developed from either the currsnt market price or from some averaged, historical
market prices. The record in this case shows that on the two days before Dr.
Westfield testified, the closing price for SellSouth stock had been $86.00.

The record also shows that the hicn and low prices at which the stock had ever
been traded were $90.30 and $3:3.75, with the averaae price being S87.63.
Significantly, the market price for 3ZeliSouth stock had never been outside the
forsgoing range.

In his DCF formula comcuzation, Dr. Westfield used a market price rance
for BellSouth stock of $90.00 to $100.00 with a midzcoint of $95.00. The impact
of his relying on that erroneous and unrealistic range of market prices is to
understate the cost of equity capital by 0.8%. A similar error is also present
in his growth range.

b) Growth -- To determine the growth component in the DCF formula, it is
possible to rely on different sorts of arowtn projections related ta a particular
stock. Two ccmmon projections used in calculating a DCF groﬁth rate are projected

growth in dividends ana in earnings. In fac:t, Cr. Uestfield relied upon dividend

growth projections found in Yaiua Line aralyses in Zxhibit 2 to his testimony.

At the time Or. Wes:ifield tastifiec a similar, ZellSouth-specific VYalue
Line analysis was available. [t projectea 3 dividend arowth rate for 5ellSouth
of 6.53 and an earnings growth rate of 8.07. A range of growth estimates between

6.07 and 8.07 was supported by other invesiment service projections introduced
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into cne record. GHewever, Or. Uestrield re-used 1T 2CC20T 3uCh growth rales Tor

pel11Scuth, despite nis reliance on the same estimates elsewnere in h1s testimony.

Insteac, he offerea Nis own earnings growth factors of 2.2 2 4.9%, wnich apsexr
unsupported and arbitrary. The impact of his srowth rate 2rror alone was to
understate the cost of equity capitsl by at least 1.17. The combined impact on the
overall cost of capital of 3r. Wes=field's 2CF input srrors is to understate that
cost by 1.0Q%. {

The foregoing departures from fact by Dr. destfield in his applicatien of
the DCF formula are obvious and egregious errors which subs<antially detract from
the merit of his testimony. Furthermore, the proof in this record supports the
conclusion that there has been no material change in the overall cost of capitz)
since this Commission‘s decision of September, 1982 in Locket Ho. U-82-7161 wherein
the Commission authorized South Central Sell to earn a 12.2%7 overall rate of
return. The cost of debt and the cost of eguity capital, as determined througn
the OCF formula, were essentially the same in September, 1922 and in December, 1983.
Theretore, the significant change in the authorized rate of return ordéred in the
majority opinion cannot be predicated upon the preconderance of, cr even
substantial, credible evidence in this reccrd. Additional confirmation of Dr.
Hestfield's errors is found in the proof regcarding the current yield of 12.78% on
South Central Beil's bonds. It is generally accepted that a company's long-term
debt cost s 27 to 37 lower than the same comoany's equity cast. Such should be
the case here, but isn‘t.

Moreover, the record contains the testimony of Messrs. Matheson, Todd,
Prior and 8righam, all experts in the field, who adree that the proper return on
equity would be in the range of 167 - 18%. The lower end of this range, 163, is
significantly higher than the top of Dr. Westfield's range of 14%. To accept Dr.
Westfieid's mid-range finding without giving any weight to substantial testimony
based on experienced judgments, in addition to his misuse of the DCF formula, is
not consistent with our statutory duty. In fact, the result is so one-sided as
to appear to indicate an objective of reducing the Company's ‘previously authorized
return of 12.5% overall, 15.25% on eauity, tc the lgwest nossible level. Sucn
action is unreaiistic if at the same time one expects the Combany to Fairly

compensate its equity holdars under the stznaarcs st the Hone and Bluefield

decisions and to meet the service demands of its customers and the standards

legally required by this Commission.
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c

Court of Appeals of Tennessee, Middle Section.
SOUTH CENTRAL BELL TELEPHONE
COMPANY, Petitioners,

V.

TENNESSEE PUBLIC SERVICE COMMISSION,
Respondent.

Jan. 3, 1979.

Certiorari Denied by Supreme Court March 19,
1979.

The Public Service Commission denied telephone
company's application for rate increase, and
company filed petition for review. The 7th
Chancery Court, Part 1, Davidson County, Ben H.
Cantrell, Chancellor, reversed and remanded for
Commission's reconsideration, and Commission
appealed. The Court of Appeals, Middle Section,
Todd, J., held that: (1) under circumstances, it was
not reversible error for chancellor to consider
record of informal conference discussion of
decision to extent that it may have been material to
issues on review; (2) there was nothing in
chancellor's memorandum or order which
improperly precluded Commission from refusing to
consider any proposed company expense or
investment which was deemed by Commission to be
unnecessary, improvident or improper; (3)
chancellor did not err in finding that Commission's
order did not take into account nor make proper
provision for effect of attrition; (4) chancellor did
not err in finding that rate of return found by
Commission was not supported by substantial
evidence; (5) “bare bones” rates are not reasonable;
(6) Commission's order was contrary to
uncontradicted evidence that certain expenses and
investments of company would substantially
increase during 1977 and 1978 and was not based
upon substantial evidence but upon speculation, and
(7) under circumstances, Court of Appeals, pursuant
to its statutory authority, would authorize a
temporary implementation of rate increases not
exceeding 10% Of existing rates.

Page 2 of 21
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Affirmed in part, reversed in part and remanded.
Lewis, J., filed concurring opinion.

Shriver, P. J., filed opinion concurring in part and
dissenting in part.

West Headnotes
[1] Public Utilities 317A €194

317A Public Utilities
317ATI Public Service Commissions or Boards
317AII(C) Judicial Review or Intervention

317Ak188 Appeal from Orders of

Commission
317Ak194 k. Review and
Determination in General. Most Cited Cases
(Formerly 317Ak32)

Under applicable statute, which contains a list of
seven classes of items which shall be included in “
record” in a contested administrative case, the
making or preservation of a record of informal
conference discussion of a decision was not deemed
to be mandatory under ordinary circumstances, but,
when parties were present to hear such discussion or
same was recorded by Public Service Commission,
there was no valid reason why it would be
reversible error for reviewing court to consider such
record to extent that it may be material to issues on
review. T.C.A. § 4-514(f).

[2] Telecommunications 372 €973

372 Telecommunications
372111 Telephones
372I1I(G) Rates and Charges
372k966 Administrative Procedure
372k973 k. Findings and
Determination; Modification and Revocation. Most
Cited Cases
(Formerly 372k337.1, 372k337)
In proceeding involving  Public Service
Commission's denial of telephone company's
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application for rate increase and chancellor's
reversall and remand for Commission's
reconsideration, Commission's assignment of error
contending that chancellor had exceeded his
jurisdiction was overruled for lack of specificity and
nonconformity with rules requiring that each
assignment of error specify where in record alleged
error occurred, wherein action was erroneous, and
wherein appellant was prejudiced by alleged error.

[3] Telecommunications 372 €988

372 Telecommunications
372111 Telephones
37211(G) Rates and Charges
372k974 Judicial Review or Intervention

372k988 k. Findings and
Determination; Modification or Vacation and
Further Review. Most Cited Cases

(Formerly 372k343)

In proceeding involving Public  Service
Commission's denial of telephone company's
application for rate increase and chancellor's
reversal and remand for Commission's
reconsideration, chancellor did not erroneously
require Commission to consider set rates based
upon company estimates of future expenses and
investment, but, rather, merely stated that
Commission should take into consideration
estimated effect of reasonably expected expenses
and investments, and there was nothing in
chancellor's memorandum or order which precluded
Commission from refusing to consider any
proposed expense or investment which Commission
deemed to be unnecessary, improvident or improper.

[4] Telecommunications 372 €988

372 Telecommunications
372111 Telephones
372111(G) Rates and Charges
372k974 Judicial Review or Intervention
372k988 k. Findings and
Determination; Modification or Vacation and
Further Review. Most Cited Cases
(Formerly 372k341)
In  proceeding involving  Public  Service
Commission's denial of telephone company's
application for a rate increase and chancellor's

Page 3 of 21
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reversal and remand for  Commission's
reconsideration, chancellor did not err in finding
that Commission's order did not take into account
nor make proper provision for effect of attrition,
since  chancellor properly concluded that
Commission's decision to deny any increase was
conclusive evidence that Commission failed to give
sufficient and proper weight to uncontroverted
evidence of probabie increases in certain expenses
and investment during effective period of
Commission's order.

[5] Telecommunications 372 €964

372 Telecommunications

372111 Telephones

372111(G) Rates and Charges
372k960 Evidence as to Rates
372k964 k. Weight and Sufficiency in

General. Most Cited Cases

(Formerly 372k330)
While, in a proceeding on a telephone company's
application for a rate increase, Public Service
Commission, utilizing its own special expertise,
may disregard some uncontroverted expert
testimony, Commission may not arbitrarily and
unreasonably disregard uncontradicted testimony;
that is, if uncontradicted testimony is to be
disregarded, a valid reason for so doing should be
stated.

[6] Telecommunications 372 €964

372 Telecommunications

372111 Telephones

372111(G) Rates and Charges
372k960 Evidence as to Rates
372k964 k. Weight and Sufficiency in

General. Most Cited Cases

(Formerly 372k330)
In proceeding involving  Public  Service
Commission's denial of telephone company's
application for rate increase and chancellor's
reversal and remand for  Commission's
reconsideration, chancellor did not err in finding
that 8.7% rate of retumn found by Commission was
not supported by substantial evidence, since expert's
testimony that 8.55% was at edge of confiscatory
level, was not substantial evidence that such rate of
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return was fair and reasonable, and since such
expert's testimony that he recommended rate of
return of no more than 8.9% would not be equated
with an expert's factual opinion.

[7] Telecommunications 372 €933

372 Telecommunications

372111 Telephones

37211I(G) Rates and Charges
372k933 k. Reasonableness in General;

Confiscatory Rates. Most Cited Cases

(Formerly 372k310)
A telephone company's rate may produce a profit
for present that is acceptable, but, if it is so near
edge of confiscation that changes in conditions of
each succeeding month are calculated to render
established rate confiscatory, then established rate is
not reasonable; a reasonable rate should not be on
outer edge of reasonableness, but should be
sufficiently inside bounds of reason to provide some
cushion, or room for variation without penalizing
company; “bare bones” rates are not reasonable; a
reasonable rate is something more than bare
minimum.

{8] Telecommunications 372 €988

372 Telecommunications
372111 Telephones
372I1I(G) Rates and Charges
372k974 Judicial Review or Intervention

372k988 k. Findings and
Determination; Modification or Vacation and
Further Review. Most Cited Cases

(Formerly 372k343)

In proceeding involving  Public  Service
Commission's denial of telephone company's
application for rate increase and chancellor's
reversal and remand for Commission's
reconsideration,  chancellor's  statement  that
company would earn only 7.5% to 7.6% in 1978
was a mere reference to conclusions of Commission
staff and evidence in record, and did not purport to
be findings by chancellor, and even if chancellor
had stated such findings in his memorandum, and
even if they had been incorrect, error, if any, would
be harmless if ultimate conclusion stated in order
was correct.
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[9] Telecommunications 372 €=940(1)

372 Telecommunications

372101 Telephones

372III(G) Rates and Charges
372k937 Determination of Rates
372k940 Expenses
372k940(1) k. In General. Most

Cited Cases

(Formerly 372k313)

Telecommunications 372 €964

372 Telecommunications

3721 Telephones

3721II(G) Rates and Charges
372k960 Evidence as to Rates )
372k964 k. Weight and Sufficiency in

General. Most Cited Cases

(Formerly 372k330)
Public Service Commission's express policy to
squeeze™ efficiency and economy out of telephone
company by maintaining existing rates in face of
rising costs was not reasonable; it was unrealistic
and unjust to say to regulated utility that
Commission would not allow utility a fair profit
upon its reasonably anticipated operating statistics,
but, rather, utility must derive its profit from
economies and efficiencies devised by it to offset
normal increases in costs, since such represented a
decision based upon speculation, and not substantial
evidence.

13

[10] Telecommunications 372 €986

372 Telecommunications

372111 Telephones

372I1I(G) Rates and Charges
372k974 Judicial Review or Intervention
372k986 k. Standard and Scope of

Review; Powers of Court. Most Cited Cases

(Formerly 372k341)
If, in a proceeding on a telephone company's
application for a rate increase, Public Service
Commission considered all proper factors and
arrived at a rate structure which is low, but not
unreasonable, courts may not reverse on petition for
review.
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[11] Telecommunications 372 €986

372 Telecommunications

372111 Telephones

3721I1I(G) Rates and Charges
372k974 Judicial Review or Intervention
372k986 k. Standard and Scope of

Review; Powers of Court. Most Cited Cases

(Formerly 372k330)
If, in a proceeding on a telephone company's
application for a rate increase, Public Service
Commission, acting upon pure speculation, ignores
uncontradicted material evidence and refuses to
give any weight or consideration to it, and if such
evidence is of a kind or character that it would
naturally be expected to produce a more favorable
ruling if considered, then Commission has acted
illegally and courts are authorized to vacate order of
Commission and to require reconsideration on a
proper basis.

[12] Telecommunications 372 €987

372 Telecommunications

372101 Telephones

37211I(G) Rates and Charges
372k974 Judicial Review or Intervention
372k987 k. Review of Valuation and

Fact Questions. Most Cited Cases

(Formerly 372k342)
In a proceeding involving a Public Service
Commission's denial of a telephone company's
application for rate increase, court, in order to set
aside a Commission finding, must find as a matter
of law, not fact, that Commission's order is not
supported by substantial evidence, is based upon
speculation or is contrary to uncontradicted
evidence.

[13] Telecommunications 372 €964

372 Telecommunications

372111 Telephones

37211(G) Rates and Charges
372k960 Evidence as to Rates
372k964 k. Weight and Sufficiency in

General. Most Cited Cases

(Formerly 372k330)
In  proceeding involving Public  Service
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Commission's denial of telephone company's
application for rate increase, and chancellor's
reversl and remand for  Commission's
reconsideration, Court of Appeals found as a matter
of law that Commission's order was contrary to
uncontradicted evidence that certain expenses and
investments of company would substantially
increase during 1977 and 1978 and was not based
upon substantial evidence but upon speculation,
and, on such basis, chancellor's action of
invalidating Commission order and requiring
reconsideration was affirmed.

[14] Telecommunications 372 €988

372 Telecommunications
37211 Telephones
37201(G) Rates and Charges
372k974 Judicial Review or Intervention

372k988 k. Findings and
Determination; Modification or Vacation and
Further Review. Most Cited Cases

(Formerly 372k343)

In proceeding involving  Public  Service
Commission's denial of telephone company's
application for rate increase and chancellor's
reversal and  remand for = Commission's
reconsideration, chancellor's action and Court of
Appeals' action of affirming chancellor had no
effect except to declare Commission's order invalid
because of failure to give consideration to
uncontradicted evidence of certain increased
expenses and investment and speculation as to facts
without substantial evidentiary basis, to vacate such
order, and to remand cause to Commission for
reconsideration; court's action did not “mandate”
any specific findings by Commission.

[15] Telecommunications 372 €-940(1)

372 Telecommunications

37201 Telephones

3721I(G) Rates and Charges
372k937 Determination of Rates
372k940 Expenses
372k940(1) k. In General. Most

Cited Cases

(Formerly 372k313)
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Telecommunications 372 €942

372 Telecommunications

372I1I Telephones

37211(G) Rates and Charges
372k937 Determination of Rates
372k942 k. Rate Base; Property and

Revenues Included. Most Cited Cases

(Formerly 372k315)
In a proceeding on a telephone company's
application for a rate increase, Public Service
Commission has power to reject and disregard for
cause any projected expense or investment which it
considers unwarranted; however, it would be
unreasonable and illegal for Commission to require
performance or expansion of services for which
reasonable allowance has not been made in fixing
rates.

[16] Telecommunications 372 €986

372 Telecommunications

372111 Telephones

3721II(G) Rates and Charges
372k974 Judicial Review or Intervention
372k986 k. Standard and Scope of

Review; Powers of Court. Most Cited Cases

(Formerly 372k341)
In proceeding involving  Public  Service
Commission's denial of telephone company's
application for rate increase, Court of Appeals, in
order to find reversible error, must find error in
ignoring uncontroverted evidence or lack of
substantial supporting evidence, and prejudice, i. e.,
that some rate increase would probably have been
allowed if Commission had given proper
consideration and effect to uncontroverted evidence.

[17] Telecommunications 372 €989

372 Telecommunications

372111 Telephones

372I11(G) Rates and Charges
372k989 k. Temporary, Emergency or

Test Rates; Procedure. Most Cited Cases

{Formerly 372k344)
In proceeding  involving  Public Service
Commission's denial of telephone company's
application for rate increase and chancellor's
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reversal and remand for Commission's
reconsideration, Court of Appeals, pursuant to
statutory  authority, authorized a temporary
implementation of rate increases not exceeding 10%
of existing rates, in view of applicable computations
and fact that, although such court did not consider
that there was a strong probability that entire
proposed increase would be approved, such court
did consider that there was a substantial probability
that some rate increase would ultimately be
approved. T.C.A. § 65-520.

[18] Telecommunications 372 €988

372 Telecommunications
372111 Telephones
372I1I(G) Rates and Charges
372k974 Judicial Review or Intervention
372k988 k. Findings and
Determination; Modification or Vacation and
Further Review. Most Cited Cases
(Formerly 372k343)
Review of a Public Service Commission decision
denying a telephone company's application for a
rate increase is upon record preserved by
Commission and transmitted by it to chancellor.
T.C.A. § 4-523.

[19] Telecommunications 372 €986

372 Telecommunications
372111 Telephones
372III(G) Rates and Charges
372k974 Judicial Review or Intervention
372k986 k. Standard and Scope of
Review; Powers of Court. Most Cited Cases
(Formerly 372k341)

Telecommunications 372 €987

372 Telecommunications
37211 Telephones
37211(G) Rates and Charges
372k974 Judicial Review or Intervention
372k987 k. Review of Valuation and
Fact Questions. Most Cited Cases
(Formerly 372k342)

Telecommunications 372 €988
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372 Telecommunications
372111 Telephones
372II(G) Rates and Charges
372k974 Judicial Review or Intervention
372k988 k. Findings and
Determination, Modification or Vacation and
Further Review. Most Cited Cases
(Formerly 372k343)
On petition for review of a Public Service
Commission's decision denying a telephone
company's application for a rate increase,
chancellor and Court of Appeals are limited to a
determination of whether actions of Commission
are unconstitutional or illegal, are arbitrary or
capricious, or are unsupported by evidence which is
both substantial and material in light of entire
record.

[20] Evidence 157 €597

157 Evidence
157XIV Weight and Sufficiency

157k597 k. Sufficiency to Support Verdict or
Finding. Most Cited Cases
Substantial and material evidence is such that a
reasonable mind might accept as adequate to
support a rational construction and furnish a
reasonably sound basis for action under
consideration.

[21] Public Utilities 317A €123

317A Public Utilities

317AII Regulation

317Ak119 Regulation of Charges
317Ak123 k. Reasonableness of Charges

in General. Most Cited Cases

(Formerly 317Ak7.4)
In order to be valid, a rate fixed by a regulatory
body must be reasonable not only as to facts in
existence on effective date of rate but also for a
reasonable time in future.

*432 T. G. Pappas and J. O. Bass, Jr., Bass, Berry
& Sims, Raymond Whiteaker, Jr., Gen. Atty.,
Nashville, for petitioners.

Eugene W. Ward, Gen. Counsel, Thomas E.
Midyett, Jr., Asst. Gen. Counsel, Public Service
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Commission, Nashville, for respondent.

OPINION

TODD, Judge.

The Tennessee Public Service Commission denied
an application of South Central Bell Telephone
Company for a rate increase. South Central filed a
petition for review in the Chancery Court. The
Chancellor reversed and  remanded  for
reconsideration by the Commission. The
Commission has appealed.

A brief chronology of proceedings will contribute to
an understanding of the issues on appeal.

A Previous application for rate increase was filed
on November 4, 1976, and the Commission
rendered its decision thereon on May 4, 1977. This
former proceeding is referred to in the record and
briefs and has some relevance to the present
proceeding; however, records of the former
proceeding or the results thereof are not a part of
this record.

On July 1, 1977 (58 days after the previous decision
by the Commission) South Central filed with the
Commission a petition for approval of rate increases
in the total amount of $92,000,000.00 per year.
The *433 petition, itself, specifies no details of the
proposed rate increase, but refers to “rates to be
filed with the Commission.” The voluminous
record does contain a volume entitled, “proposed
tariffs”, and an analysis of the revenue expected to
be generated by increases in charges for various
services identified by code letters, but nothing has
been found in the record to show the amount of
present rates in conjunction with amount of
proposed increase and proposed new rates. In
short, this Court has been unable to ascertain from
the record the exact amount of the proposed
increase in any given size telephone bill. This
difficulty is a significant detail but not material or
determinative of the questions on appeal.

On December 30, 1977, after extensive
investigation and  hearings, two of the
Commissioners disapproved of the proposed
increase and filed a majority opinion. The third
Commissioner's dissenting opinion approved an
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increase of $32,992,000.00.

On February 17, 1978, the Company filed its
Petition for Review in the Chancery Court.

On March 17, 1978, the Chancellor entered an
order denying an application of the Company to
place the proposed rates into effect pending the
final disposition of the cause, or in the alternative,
to place into effect increases to the amount of
$32,992,000.00 per year.

On September 26, 1978, the Chancellor entered an
order providing:

1. The order of the Commission is declared illegal
and void as confiscatory and is vacated and set
aside.

2. The cause is remanded to the Commission for
setting just and reasonable rates.

3. The Company is authorized to place in effect as
of October 6, 1978, all of its proposed rates except
pay phone rates and charges for directory assistance.
4. The Company is required to give bond for the
refund of any increases not ultimately approved
with 8.7% Interest.

The Commission appealed from the action of the
Chancellor and, pending the appeal, this Court
superseded and suspended the part of the
Chancellor's order allowing implementation of
proposed rate increases.

Filing of briefs on appeal was completed on
November 16, 1978, and, with the consent of
counsel, oral argument was specially scheduled and
heard on December 1, 1978. The cause has been
accorded precedence and its disposition has been
expedited to the utmost possible extent by this
Court.

The Commission has filed the following
assignments of error:

“l. The Chancellor erred in overruling the
Tennessee Public Service Commission's motion to
strike portions of the Petition for Review and
appendices attached thereto which attempted to
bring before the Court the transcript of the
deliberative session of the Tennessee Public Service
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Commission pursuant to TCA 8-4401, et seq.

2. The Chancellor has exceeded his jurisdiction.

3. The Chancellor erred in mandating to the
Commission specific test period adjustment
methodology and in requiring the Commission to
consider and set rates based upon company
estimates of future expenses and investment.

4. The Chancellor erred in finding that the
Commission's Order did not take into account nor
make proper provision for the effect of attrition.

5. The Chancellor erred in finding that the rate of
return found by the Commission is not supported by
substantial and material evidence.

6. The Chancellor erred in finding that a rate of
return can be within the zone of reasonableness but
yet not be “fair” and therefore be confiscatory.

7. The Chancellor erred in concluding that the
company will earn only 7.5% To 7.6% In 1978.

8. The Chancellor erred in finding and concluding
that the Commission's Order was illegal and void.*

[1] The first assignment of error complains that the
Chancellor considered the record of a “deliberative
session” of the *434 Commission which was not a
proper part of its record of proceedings. However,
the Commission fails to point out, as required by the
Rules of this court, wherein such action of the
Chancellor was prejudicial to the Commission.

T.C.A. s 4-514(f) contains a list of seven (7) classes
of items which Shall be included in the “record” in
a contested (administrative) case. The making or
preservation of a record of the informal conference
discussion of a decision is not deemed to be
mandatory under ordinary circumstances. However,
when the parties are present to hear such discussion
or same is recorded by the Commission, counsel
have presented no valid reason, and none occurs to
this Court, why it is reversible error for the
reviewing court to consider such record to the
extent that it may be material to the issues on
review.

This Court is not impressed that the refusal to strike
the record of “deliberative session” resulted in
prejudice to the Commission.

The first assignment of error is respectfully
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overruled.

[2] As to the second assignment of error, counsel
has again ignored the Rules of Court which require
that each assignment of error specify where in the
record the alleged error occurred, wherein the
action was erroneous, and wherein the appellant
was prejudiced by the alleged error. The 124 page
brief of appellant is a ponderous and heavily
documented treatise on the subject of utility
regulation, but it is not specific as to the second
assignment. It is assumed that the gravamen of the
assignment is that some aspects of the Chancellor's
decision were outside his prerogatives in review of
administrative decisions. If so, the error, if any,
should appear from other, more specific
assignments.

For lack of specificity and non-conformity with the
Rules of this Court, the second assignment is
respectfully overruled.

[3] The third assignment likewise lacks conformity
to the Rules of this Court, but an effort will be made
to deal with the question presented therein.

The order of the Chancellor makes no specific
reference to the matters complained of in the third
assignment. The only pertinent language in the
order is as follows:

“2. This cause is remanded to the Tennessee Public
Service Commission for further proceedings for the
purpose of setting rates that are just and reasonable
for South Central Bell Telephone Company as
required and provided by law.” (TR 139-A)

There are no other words in the order which
remotely suggest a “mandate”.

The “Memorandum” of the Chancellor,
incorporated by reference into his order, under the
heading, “The Test Period”, contains the following
material statements:

“The Commission contends that there is no
accepted rule that a Commission can follow in
selecting a test period. The petitioner agrees with
that conclusion and so does the Court. Selection of
a test period is simply a way accountants go about
matching the property of the utility used in serving
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its customers with the revenues and expenses
connected to such service.

However, rates are set for the future. “The
propriety or impropriety of a test period or a test
year depends upon how well it accomplishes the
objective of determining a fair rate of return in the
future.” (citing authorities)

The words most often used in the cases are “but
also for a reasonable time in the immediate future.”
(citing authority) Where the order of the
Commission entered on December 30, 1977 sets the
rates for the company, the Court is of the opinion
that the year 1978 is a “reasonable time in the
immediate future” which must be taken into account
in the Commission's order. This does not mean that
the year 1978 must be the test period; it simply
means that the test period results must be adjusted
to take into account known changes that are likely
to occur in the immediate future. (citing authority)
*435 The Commission argues that the test period
need only be adjusted to take into account the
changes up until the time of the order. The Court is
of the opinion that the authority cited above answers
that contention contrary to the position of the
Commission. A rate order which only takes into
account the changes that have taken place before
the effective date of the order and ignores changes
reasonably certain to occur after the date of the
order is looking backward and not to the future.

Only two days after the entry of the
Commission's order the company was obligated to
pay increased medical insurance premiums, wages,
and unemployment compensation. The wage
contract with the Union included increases certain
to take place in 1978. The construction program of
the company projected heavy expenditures for
1978. Although the Commission seeks to minimize
this item due to the control exercised over it by the
company management, the Court is of the opinion
that the estimated effect of the construction program
(both for the last nine months of 1977 and for 1978)
should have been included in the rate base. To
ignore these expenses and changes reasonably
certain to occur fails to follow the basic purpose of
rate making; to set rates for the future.” (TR 127,
128, 129, 130, 131)

This Court interprets the quoted language of the
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Chancellor's Memorandum to state that the
Estimated effect of reasonably expected increases in
expenses and investment should be Taken into
consideration in the establishment of a rate structure
for the future. So interpreted, it is difficult to
conceive how any reasonable person, much less a
knowledgeable utilities commission, could differ
with the Chancellor's quoted statements,

The Chancellor did Not state that the Commission
should set rates based upon company estimates of
future expenses and investment. He merely stated
that the Commission should Take into consideration
the estimated effect of reasonably expected
expenses and investments. Moreover, there is
nothing in the Chancellor's Memorandum or order
which precludes the Commission from refusing to
consider any proposed expense or investment which
is deemed by the Commission to be unnecessary,
improvident or improper. The opinion of the
Commission is replete with instances in which the
Commission made such determinations as to other
matters, and there is nothing in the Chancellor's
Memorandum or order to forbid reasonable
determinations as to future expenses and
investments.

For the reasons stated, the third assignment of error
is respectfully overruled.

[4][5] The fourth assignment apparently concedes
that the Commission was obligated to consider
attrition, but insists that proper consideration was
given to this aspect of the case.

The Chancellor's Memorandum states:

“Attrition is a term now familiar to rate regulation
since inflation and expansion have become a fact of
life. The term describes a decreasing return to the
company in the future, at fixed rates, because the
cost of building lines and installing telephones will
inevitably rise while the income produced by that
telephone remains the same. In addition, old lines
and telephones are constantly coming out of service
as old buildings are torn down, massive relocations
are necessitated by construction projects in urban
areas, and whole neighborhoods change where
telephones were in service. Revenue generated by
that investment, which is far below the present cost,
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is lost. Although generally treated separately in rate
orders, perhaps attrition is only one facet of the
requirement that a rate order look to the future
rather than the present or the past. A forward
looking order to forecast the property in use and the
revenue it produces is one method of compensating
for the effect of attrition. Another is to allow a
higher return on the present investment so that an
average over the foreseeable future will be just and
reasonable.

*436 The Court is of the opinion that the
Commission's order does not take into account nor
make proper provision for the effect of attrition on
the rates of return allowed in the order . . .

The Court concludes that this effect on the rate of
return the company is earning is demonstrated by
the fact that the Commission staff concluded that
the rate of return the company would earn for the
year 1978 was only 7.57%, even though the
Commission's order found the company was earning
for the test year, ending March 31, 1977, 8.7%.%
(TR 131, 132)

From the naive viewpoint of judicial officers
untrained in the intricate mechanics and
terminology of utility rate-making, ‘‘attrition”
appears to be a reduction in rate of return on
investment because of increases in expenses and
investment without compensating increases in
revenue. The Chancellor concluded that the
decision of the Commission (to deny any increase)
was conclusive evidence that the Commission failed
to give sufficient and proper weight to the
uncontroverted evidence of probable increases in
certain expenses and investment during the effective
period of the Commission's order. This Court does
not interpret the Chancellor's Memorandum or
Order to unduly restrict or mandate the acceptance
or rejection of any particular projected or forecast
change in expenses, investment or income. The
Chancellor simply observed that the results reached
were inconsistent with the uncontroverted testimony
on the subject. While it is true that the
Commission, utilizing its own special expertise,
may disregard some uncontroverted expert
testimony, it is fundamental that the Commission
may not arbitrarily and unreasonably disregard
uncontradicted testimony. That is, if uncontradicted
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testimony is to be disregarded, a valid reason for so
doing should be stated.

The merits of the Chancellor's finding that the
decision of the Commission was unreasonable and
illegal will be discussed in connection with the next
assignment.

The fourth assignment of error is respectfully
overruled.

[6] The fifth assignment goes to the merits of the
appeal.

The brief of appellant states:

“The Commission, in this case, adopted a historical
test period for the 12 months ended March 31,
1977. It adjusted for the annualized effects of all
known changes occurring nine months subsequent
to the test period. It adjusted for attrition. This
produced an 8.7% Rate of return. The Commission
then made an analysis to determine if the company
would have a reasonable opportunity to earn this
rate of return for the foreseeable future. The
Commission found that the company would have
such an opportunity. After all of this, the
Commission found, based on the evidence in the
record, that the 8.7% Rate of return was still within
the zone of reasonableness.” (AE 68, 69)

Appellant cites the testimony of the expert, Kosh, as
follows:

“CHAIRMAN: Are you saying 8.55% Is the
confiscatory level?

A Just about at that level. You're just at the edge of
it,  would say.

Q But youre saying 8.55% Would not be
confiscatory?

A 1 think it is at the level. I don't think it's
confiscatory at all. But I think if you go
considerably below that you will get into the area of
what I call economic confiscation.” (AE 70)

While it is true that there is some testimony that
8.55% Is “at the edge of the confiscatory level”, this
testimony is not deemed to be substantial evidence
that such a rate of return is fair and reasonable. If
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the Commission is resorting to “brinksmanship” by
keeping the Company ‘“on the edge of the
confiscatory level”, the Commission is not acting
reasonably. This is so for two reasons, (1) a rate “
on the edge of confiscation” is not reasonable, and
(2) the trend of attrition is clearly such that a rate “
on the edge of confiscation” will become
confiscatory in a short time by the advance of
inflation and attrition.

*437 Thus, the testimony of Mr. Kosh is not
deemed to be substantial support for the action of
the Commission.

Kosh stated that he Recommended a rate of return
of no more than 8.9%. This Court does not equate
the Recommendation of an expert with the factual
opinion of an expert. For this additional reason the
testimony of Kosh is deemed to be less than
substantial support for the Commission's final order.
This view of his testimony is strengthened by the
fact that all other testimony in the record supports a
higher rate of return.

The fifth assignment of error is respectfully
overruled.

[7] The sixth assignment is largely argumentative,
and ignores the principle previously stated, namely,
that a rate may produce a profit For the present that
is acceptable; but, if it is so near the edge of
confiscation that the changes in the conditions of
each succeeding month are calculated to render the
established rate confiscatory, then the established
rate is not reasonable.

In other words, a reasonable rate should not be “on
the outer edge of reasonableness, but should be
sufficiently Inside the bounds of reason to provide
some “cushion*, or room for variation without
penalizing the Company.

The expression, “bare bones”, has no proper place
in establishing reasonable rates. “Bare bones” rates
are not reasonable. A reasonable rate is something
more than bare minimum.

The sixth assignment of error is respectfully
overruled.
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[8] The seventh assignment complains that the
Chancellor was of the opinion that the earnings of
the Company would not exceed 7.5% To 7.6% In
1978. Again, counsel has ignored the Rule of this
Court requiring citation to the record where any
alleged error occurred. By searching through the
Memorandum and Order of the Chancellor, the
following is found in the Memorandum:

“The Commission staff also Concluded that the
rates in effect under the May 4, 1977 order would
produce a rate of return in 1978 at 7.57% On a rate
base of $1,860,464,000.00. The Company's
evidence using the same adjustments made by the
Commission staff Showed a projected rate of return
of 7.62% For 1978.” (TR 126, 127) (Emphasis
supplied)

“The proof in this record, analyzed and carefully
audited by the Commission staff, Supports a
conclusion that the company will earn only 7.5% To
7.6% On its rate base for the year 1978.” (TR 135)
(Emphasis supplied)

No other references to 7.5% Or 7.6% Are found in
the Memorandum or Order. The quotations above
are mere references to Conclusions of the
Commission staff and evidence in the record, and
do not purport to be findings by the Chancellor.
Even if the Chancellor had stated such findings in
his Memorandum, and even if they had been
incorrect, the error, if any, would be harmless if the
ultimate conclusion stated in the order was correct.

The seventh assignment of error is respectfully
overruled.

The eighth assignment of error is a general
complaint of the finding of the Chancellor that the
order of the Commission was illegal and void.

[9] Agreement has already been expressed herein
with the view of the Chancellor that the
Commission erred in ignoring the uncontroverted
evidence that, during the years 1977 and 1978,
substantial increases would take place in certain
expenses and investment of the Company without
compensating increase in revenue. Disapproval has
already been expressed in respect to the apparent
policy of the Commission to enforce a “bare bones”
(minimum possible) rate of return in the face of an
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established trend of increase in expenses and
investment and of earnings and cost of living
generally. This Court does not consider reasonable
the expressed policy of the Commission to “squeeze
” efficiency and economy out of the Company by
maintaining existing rates in the face of rising costs.
It is unrealistic and unjust to say to a regulated*438
utility: “We will not allow you a fair profit upon
your reasonably anticipated operating statistics.
You must derive your profit from economies and
efficiencies devised by you to offset normal
increases in costs.” This represents a decision
based upon speculation, and not substantial
evidence.

[10] If the Commission considers all proper factors
and arrives at a rate structure which is low, but not
unreasonable, the Courts may not reverse on
petition for review.,

[11] If, however, the Commission, acting upon pure
speculation, ignores uncontradicted material
evidence and refuses to give any weight or
consideration to it, and if such evidence is of a kind
or character that it would naturally be expected to
produce a more favorable ruling if considered, then
the Commission has acted illegally and the Courts
are authorized to vacate the order of the
Commission and to require reconsideration on a
proper basis.

On these broad considerations, the eighth
assignment of error is respectfully overruled.

It should be emphasized that this Court makes no
specific finding of fact as to rates, percentages of
fair return or any other factor under consideration in
this cause.

[12] The finding of the Commission is analogous
(though not identical) to a verdict of a jury. In
order for this Court (or any court) to set aside a
finding of the Commission, the Court must find As
a matter of law (not fact) that the Commission's
order is not supported by substantial evidence, is
based wupon speculation or is contrary to
uncontradicted evidence.

[13] This Court finds as a matter of law that the
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order of the Commission is contrary to
uncontradicted evidence that certain expenses and
investments of the Company would substantially
increase during 1977 and 1978 and is not based
upon substantial evidence but upon speculation. On
this basis, the action of the Chancellor invalidating
the Commission order and requiring reconsideration
is affirmed.

[14] In spite of the inclusion of the Chancellor's
Memorandum in his order by reference, it is not
considered that such order was a specific “mandate”
requiring the Commission to make any specific
findings. Neither does the opinion of this Court nor
its decree “mandate” any specific findings by the
Commission.

The action of the Chancellor and of this Court have
no effect except to declare the order of the
Commission invalid because of failure to give
consideration to uncontradicted evidence of certain
increased expenses and investment and speculation
as to facts without substantial evidentiary basis, to
vacate such order, and to remand the cause to the
Commission for reconsideration of All proper
factors, including any additional evidence offered,
and a redetermination of the issues based thereon.

The Commission insists that its previous decision
on May 4, 1977, was designed to and did provide a
fair rate of return to the Company during the
remainder of the calendar year, 1977, and the entire
calendar year, 1978. The Chancellor and this Court
disagree. However, 1977 and 1978 have now
passed, and any rate structure set hereafter will be
effective in 1979 and until approval can be obtained
for further adjustments. Therefore, after all of the
delay heretofore encountered, justice requires that
fair rates be expeditiously established and placed
into effect without the time-consuming procedure of
a new original application to the Commission.

[15] On remand, the Commission will have the
benefit of actual operating experience in 1977 and
1978, rather than estimates and projections. It may
then hear evidence of probable changes in revenue,
expenses and investment during 1979 and
succeeding years. As it has done previously, the
Commission has the power to reject and disregard
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For cause any projected expense or investment
which it considers unwarranted. However, it would
be unreasonable and illegal for the Commission to
require the performance or expansion of *439
services for which reasonable allowance has not
been made in fixing rates.

The foregoing disposes of the issues presented by
the assignments of error. However, one additional
matter before this Court merits discussion,
consideration and action. As previously stated, the
Chancellor, acting pursuant to T.C.A. s 65-520,
authorized the Company to temporarily effectuate
its proposed rate increases in their entirety (with
certain exceptions); and this Court vacated such
action by supersedeas. In so doing, this Court
stated:

“T.C.A. s 65-520 authorizes the court having the
cause under consideration to permit all Or any part
of the proposed increase to be placed in effect under
bond. ...

1. Among the considerations involved in allowance
of temporary relief before final decision are:

A. the probability of irreparable harm to the
applicant if the relief is not granted.

B. the probability of irreparable harm to the
opposite party if the relief is granted.

C. the probability that the temporary relief will be
affirmed by the final decision.*

Having more adequate opportunity to study the
record and having benefit of more comprehensive
briefs of counsel since the granting of supersedeas,
this Court has found reason to revise somewhat its
preliminary findings as to the probability of the
approval of a rate increase in the ultimate
disposition of the cause.

[16] As previously indicated, in order to find
reversible error (illegality) in the order of the
Commission, it is necessary for this Court to find
(1) emor (in ignoring uncontroverted evidence
speculation or lack of substantial supporting
evidence) And (2) prejudice (in that the result
would probably have been different but for the
error).

In short, in order for this Court to reverse the
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Commission, it is necessary for this Court to find as
a matter of law that Some rate increase would
probably have been allowed if the Commission had
given proper consideration and effect to
uncontroverted evidence.

This Court has so found.

[17] Consequently and consistently, this Court
considers itself obligated in honor and justice to
consider and grant some temporary relief based
upon what it considers the probability of ultimate
approval of some increase in rates.

This Court does not consider that there is a strong
probability that the entire proposed increase will be
approved. This Court does consider that there is a
substantial probability that some rate increase will
be ultimately approved.

A statement filed by the Company indicates that the
revenues received from local service in the year
ending June 30, 1977, was $298,641,000.00.

The Company proposed to increase its revenue by
$92,000,000.00 per year by increasing various
charges on local service. This would increase the
$298,641,000.00 previous annual local revenue by
approximately 31%.

The staff of the Commission estimated the “revenue
deficiency” (need for increased revenues) during
1978 at $27,994,000.00. A rate adjustment in this
amount would increase the previous annual local
revenue by approximately 9.3%.

In view of the computations just stated, the
uncontradicted evidence in the record, and the
statutory authority granted by T.C.A. s 65-520, this
Court deems it proper to authorize a temporary
implementation of rate increases not exceeding 10%
Of existing rates.

It is recognized that If the Commission had given
proper consideration to uncontroverted evidence,
and If, as found probable by this Court, the
Commission had approved Some increase in its
order of December 30, 1977, Such increase would
have been reflected in income and earnings of the
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Company during the entire calendar year, 1978,
which will end before the action of this Court
becomes final. It is therefore probable that the
Company has already irretrievably*440 lost the
benefit of some rate increase for the entire year,
1978. This is a matter for some consideration in
allowing a temporary increase and in future rate
fixing by the Commission.

The bond, heretofore filed with the Chancery Court,
will be continued in effect to guarantee proper
refund of increased charges collected but not
ultimately approved, with interest, as provided in
the Chancellor's order. The authority granted herein
for such temporary increase shall become effective
if and when the decree of this Court becomes final
by affirmance or failure to timely seek review and
shall continue in effect during the further
consideration of the cause by the Commission and
during the pendency of any further judicial
proceedings for review of further action of the
Commission on the presently pending application
for approval of rate increases.

This Court has given due consideration to the
record, the briefs and arguments of counsel, and
authorities cited therein, but has refrained from
citations of authorities to support general
propositions which are well established or conceded
in the abstract.

Among such propositions and authorities, with
which this opinion is deemed to be consistent, are
the following:

[18] The review of the decision of the Commission
has been upon the record preserved by the
Commission and transmitted by it to the Chancellor.
T.C.A. s 4-523, United Inter-Mountain Telephone
Company v. Public Service Commission,
Tenn.1977, 555 S.W.2d 389; Public Service
Commission v. General Telephone Co. of the
Southeast, Tenn.1977, 555 S.W.2d 395.

[19] On petition for review, the Chancellor and this
Court are limited to a determination of whether the
actions of the Commission are unconstitutional or
illegal, are arbitrary or capricious, or are
unsupported by evidence which is both substantial
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and material in the light of the entire record. Metro.
Government v. Shacklett, Tenn.1977, 554 S.W.2d
601.

[20] Substantial and material evidence is such as a
reasonable mind might accept as adequate to
support a rational construction and furnish a
reasonably sound basis for the action under
consideration. Pace v. Garbage Disposal District,
54 Tenn.App. 263, 390 S.W.2d 461 (1965) and
authorities cited therein.

[21] In order to be valid, a rate fixed by a regulatory
body must be reasonable not only as to the facts in
existence on the effective date of the rate but also
for a reasonable time in the future. Southern Bell
Telephone and Telegraph Company v. The
Tennessee Public Service Commission, 202 Tenn.
465, 304 S.W.2d 640 (1957).

This Court has likewise refrained from any
discussion of the distressing inefficiency of the
ponderous judicial procedure prescribed for review
of such administrative decisions, the difficulty of a
quasi-judicial-quasi-legislative body undertaking to
act (through its staff) as an adversary party and at
the same time to render an impartial decision, or the
position of thousands of small patrons whose
individual interests may not be properly represented
and protected in such a large, mass proceeding as
this. Such matters are of great concern to the
members of this Court, but are immaterial to the
merits of this appeal and have received no
consideration in the disposition of the appeal.

The order of the Chancellor invalidating the order
of the Commission and remanding the cause to the
Commission for further consideration is affirmed.
The supersedeas heretofore granted in respect to
other actions of the Chancellor is now reiterated,
and his said other actions (in allowing
implementation of the full proposed rate increase
and enjoining interference with same) are reversed
and set aside.

Effective upon the finality of the decree
implementing this opinion and continuing until the
final determination of the present cause by the
Commission and/or the courts, the Company is
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permitted to place into effect that part of its
proposed rate increases which does not exceed 10%
Of the previously approved and charged rate for
each service.

Affirmed in part, reversed in part, remanded.

*441 LEWIS, J., concurs.

SHRIVER, P. J., concurs in part, dissents in
part. LEWIS, Judge, concurring.

I agree that the assignments of error are without
merit, that the Chancellor's decree should be
affirmed and this cause remanded to the
Commission for setting just and reasonable rates.

I also agree that if the Commission had given
proper consideration to uncontroverted evidence, it
is probable that some increase would have been
approved in the Commission's order of December
30, 1977, and such increase would have been
reflected in income and earnings during the entire
calendar year 1978. I also agree that it is probable
the Company has irretrievably lost the benefit of
some rate increase for the entire year 1978.

In the present procedural posture and under the
confined facts of this case, I agree that this Court, as
a court considering an appeal from an order of the
Commission, has the power to permit the Company
to place all or any part of the rates into effect under
bond (see T.C.A. s 65-520(b)), and I am of the
opinion, under these confined facts, we have a duty
to authorize such a temporary rate increase.

However, I am compelled to point out that the
Chancellor, in his order of September 26, 1978,
authorized the Company to place into effect as of
October 6, 1978, proposed rates and required the
Company to give bond for a refund of any increase
not ultimately approved with 8.7 per cent interest.

We superseded and suspended that part of the
Chancellor's order allowing the implementation of
proposed rates and, as such, have denied the
Company an increase since October 6, 1978. We
now say that at least a part of that rate increase is,
under the record before us, justified.

If the Company is ultimately successful, as it was in
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the Chancery Court and as it has been in this Court,
it will have been caused to suffer great and
irretrievable losses. It has no remedy to recoup
these losses. If the Commission finally fixes
compensatory rates, it has no authority to make
them retroactive.

If the Company had been allowed to put the rates
into effect, under bond, pursuant to the Chancellor's
order, and ultimately the increase had not been
allowed, there would have been no loss to the
utility's users. They would have received a full
refund with 8.7 per cent interest.

The Chancellor's order came to us with a
presumption of correctness. The burden of
overturning this presumption was upon the
Commission. I was of the opinion in my Dissent
from the Majority Opinion, upon Petition for
Supersedeas filed October 24, 1978, that the
Commission had not carried its burden. I am, at
this time, of the opinion that the Commission has
still failed to carry its burden.

While I reluctantly concur with the holding
authorizing the Company to implement a temporary
rate increase not exceeding ten (10) per cent of
existing rates, I would have reinstated the
Chancellor's order of September 26, 1978, allowing
the Company “proposed rates, except pay phone
rates and charges for directory assistance”, because
I am of the opinion that T.C.A. s 65-520, the facts
of this case and the equities require reinstatement.

As Judge Todd so aptly states, it is “. . . probable
that the Company has already irretrievably lost the
benefit of some rate increase for the entire year,
1978.” By our approval of only a temporary rate
increase, not exceeding ten (10) per cent, and if
ultimately, as could very well be under the record,
the Company is granted compensatory rates in
excess of ten (10) per cent by the Commission, we
have compounded the irretrievable loss.

On the other hand, if the Company is allowed to put
into effect its proposed rates and they are ultimately
denied, the Company's users do mnot suffer
irretrievable losses. They will receive a full refund,
with interest.
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*442 SHRIVER, Presiding Judge, concurring in
part and dissenting in part.

In the principal opinion Judge Todd sets forth in
chronological order the proceedings before the
Public Service Commission and in the courts
concerning this rate case, hence, in this opinion I
will confine my review to the Chancellor's decision
and the steps taken to have that decision reviewed
in this Court and the Supreme Court.

On September 30, 1978, a Petition on behalf of the
Public Service Commission was filed in this Court
seeking to supersede and suspend the decree of the
Chancellor entered September 29, 1978, wherein it
was ordered that the proposed rates of the
Telephone Company become effective immediately.
So as to preserve the status of the matters in dispute
until requisite notice to opposing counsel could be
given and a hearing had, I, as Presiding Judge,
entered an order providing in pertinent part

“Upon application of counsel for the Public Service
Commission of Tennessee, it is hereby ORDERED,
ADJUDGED AND DECREED:

1. That the effectiveness of the aforementioned
Decree entered by Chancellor Ben Cantrell in this
cause on September 29, 1978 be and the same is
hereby suspended pending a hearing of the Petition
for Supersedeas, which is set for hearing and
consideration on Thursday, October 5, 1978, at
2:00 P.M. in the chambers of this Court.

2. That all other matters herein are reserved.

This 30th day of September, 1978.

/s/ Thos. A. Shriver

Presiding Judge, Court of Appeals*

At the conclusion of the hearing on October 5 an
order was entered continuing in effect the Stay
Order of September 30, “pending a decision and
decree disposing of said Petition for Supersedeas.”

On October 11, we filed an Opinion and Decree
wherein, Inter alia, we observed that the
Commission had filed “Notice of Appeal” from the
Chancellor's decree pursuant to T.C.A. s 4-524 and
we mistakenly assumed that we might, therefore,
allow the case to be presented on the merits. We
considered that the previous stay order was
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continued in effect and proceeded to hold that the
Chancellor's decree was final in substance and
therefore subject to appeal as a matter of right.

Upon application to the Supreme Court for a writ of
Supersedeas to Nullify and set aside the Court of
Appeals’ decree of October 11, wherein Judge
Lewis had filed a dissent, an Opinion and Order by
Mr. Justice Harbison, concurred in by Justices
Cooper and Brock, was filed holding that the
Chancellor's decree was final and appealable and
saying that the issue regarding the Chancellor's
decree placing into effect the proposed rates “Is
now pending before the Court of Appeals as a result
of the filing before it of a Petition for Supersedeas
by the Public Service Commission on September
29, 1978.” (Emphasis supplied)

Chief Justice Henry filed a separate Opinion
concurring in part and dissenting in part stating, “I
respectfully dissent from so much of the majority
opinion as holds that the decree of the Chancellor is
final.” After discussing the purpose and function of
supersedeas and insisting it is not a proper method
of procedure in this case his opinion says, “We first
treat the decree of the Chancellor as being final for
purposes of this discussion. A simple appeal would
obliterate the Chancellor's decree. For reasons
heretofore pointed out, the decree has not been so
nullified.” (Emphasis supplied).

By addendum it was pointed out that, while this
matter was not before the appellate courts on
appeal, “ (it) is appealable at this time” but that no
appellate court had up to that time considered the
correctness of the Chancellor's action in placing the
rates in effect under bond.

Mr. Justice Fones in his partial dissent agreed with
the Chief Justice that the Chancellor's decree of
September 29, 1978, was not a final decree but he
reached a different result in applying the principles
governing supersedeas in this case. He states, *
Unquestionably the Writ of Supersedeas has as its
sole purpose the preservation of the status quo.”

*443 On October 18, 1978, following the filing of
the foregoing Opinion and Order of the Supreme
Court, and the separate partial dissents as above
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noted, our Court filed an Opinion and Order, Lewis
dissenting, noting that the Supreme Court order
stated, “The effect of our ruling today is to return
this case to that court” (Court of Appeals) “for
disposition of that issue” (placing the rates in effect
under bond by the Chancellor) “and any other
issues which may bear upon the resolution of the
Petition for Supersedeas.”

Our Order stated:

“It is thus seen that the petition filed by the
Telephone Company seeking to have the cause
removed from this Court and to stay and superseded
the Orders of this Court in this cause was denied
and the cause left pending in the Court of Appeals
on Petition for Supersedeas . . .”

“Thus, it would seem that the decree entered
October 2, 1978 suspending the effectiveness of the
Chancellor's decree of September 28, 1978 pending
a hearing and consideration of the Petition of the
Commission for Supersedeas, and especially this
Court's Stay Order entered October 5, 1978 is still
in effect.”

We then took note of the fact that on that date,
October 18, 1978, the Chancellor, pursuant to
Motion of the Telephone Company, entered a
decree amending his decree of September 29, 1978,
by enjoining the Commission, its agents and
representatives from attempting to enforce its order
of December 30, 1977, or from interfering with the
putting into effect the proposed rates. The said
decree also granted the Commission an appeal to
the Court of Appeals.

We were thus confronted with what appeared to be
an anomalous situation. The only way this case has
been before the Supreme Court up to this time is by
Petition of the Telephone Company for Supersedeas
to set aside the orders of the Court of Appeals
which had simply issued a stay order to preserve the
status quo until the application for supersedeas
could be heard and determined. After a third
Petition for Supersedeas was filed in the Supreme
Court and heard by that Court, another and last
order was entered November 8, 1978 Per Curiam
(with dissent by the Chief Justice joined in by
Justice Fones), which Per Curiam Order is as
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follows:

“ORDER

On October 26, 1978, South Central Bell Telephone
Company filed in this Court a petition, requesting
the Court to supersede an interim order of the Court
of Appeals. The appeal of the case is pending on its
merits in that Court.

In our opinion, the petition fails to demonstrate a
sufficient basis for the extraordinary relief
requested, and it is accordingly denied at the cost of
the petitioner.

Enter this 8th day of November, 1978.

PER CURIAM*

It thus seems that, although the Supreme Court
consistently denied the Petitions for Supersedeas
and refused to interfere with the jurisdiction of the
Court of Appeals, it, nevertheless, apparently,
issued certain instructions to the Court concerning
our consideration and decision of the issues
involved.

Whether the said pronouncements or instructions be
regarded as extra jurisdictional and in the nature of
dicta, or otherwise, we respect them and certainly
have not intentionally ignored them although we did
not interpret them as “Mandates” concerning our
procedure and ultimate decision of the issues
involved.

ABUSE OF DISCRETION

No reference to the question of abuse of discretion
is made in the final Per Curiam Order of the
Supreme Court of November 8, 1978, wherein it is
stated: “The appeal of this case is pending on its
merits in that Court.”

One reference was made to that issue in a previous
order of the Court denying supersedeas. However,
the Chief Justice in his dissenting opinion of
November 8th discusses the question at length and
notes that the *444 Court of Appeals had not
addressed that subject in its previous orders in this
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case.

Now addressing this question, it was my conception
and that of Judge Todd as we considered the
Petition of the Commission for Supersedeas, that
the final decree of the Chancellor wherein he
reversed and set aside the Commission's order, was
based squarely on the facts as he found them and on
his conclusions of law, and was, in no sense, a mere
matter of exercising his discretion. Our preliminary
examination of the record together with the briefs
and arguments of counsel led to the conclusion that
the stay order previously entered should remain in
effect pending a hearing and determination on the
merits regardless of whether the question of judicial
discretion or abuse thereof was involved.

This was true because, on its face, the complex rate
structure proposed by the Company and sought to
be put into immediate effect by the Chancellor,
appears to be highly discriminatory, preferential and
lacking in uniformity. If this is true, it would seem
to follow that the Chancellor's action was erroneous
and, if his action was merely the exercise of his
judicial discretion, I would have to say that it might
reasonably be characterized as an abuse of
discretion.

On the other hand, considering the Chancellor's
action in granting the Company's motion to enter an
amendatory decree on October 18, 1978, Enjoining
the Commission, its agents and representatives from
attempting to enforce its order of December 30,
1977, or from interfering with the putting into effect
the proposed rates, this action was taken while the
case was pending in the Court of Appeals on the
Commission's Petition for Supersedeas and while
this Court's stay order was in effect ordering the
preservation of the status of matters involved
pending further action.

In these circumstances, it seems that propriety
would have impelled the Chancellor to refuse to
entertain the motion for injunction and, certainly, if
the injunction meant what, on its face it appeared to
mean, it was improper and I do not hesitate to hold
was an abuse of discretion.
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THE MERITS

We begin our deliberations concerning the merits of
this case by remembering that rate making of a
public utility such as the Telephone Company is a
legislative function which has been delegated by the
Legislature to the Public Service Commission.
Hence, the primary duty of regulating and fixing
rates to be charged telephone subscribers by the
Company rests with the Commission and not with
the courts. When the Commission, pursuant to its
statutory power and duty hears evidence and
reaches a decision fixing rates to be charged by the
utility, that decision is binding on said utility unless,
on appeal to the courts the presumption of
correctness is overcome by a showing that the
decision of the Commission is arbitrary, capricious
or illegal and/or that it will result in economic
confiscation of the company's property.

As to the factual grounds of the Commission's
decision, the courts, in applying the statute, T.C.A.
ss 65-501, et seq., if the order is supported by any
material, substantial evidence it will not be set aside
or disturbed by the reviewing court. Thus, even
though the court may not agree with the conclusions
reached by the Commission on the facts appearing
in the record, it will not substitute its judgment for
that of the Commission in the absence of a clear
showing of capriciousness or arbitrariness.
McCullom v. Southern Bell Tel. Co., 163 Tenn.
277, 43 S.W.2d 390; R. R. Co. v. Pub. Utilities
Commission, 38 Tenn.App. 212, 271 S.W.2d 23;
Hoover Motor Exp. Co. v. R. R. & Pub. Utilities
Com., 195 Tenn. 593, 261 S.W.2d 233.

Section 65-401, T.C.A., defines Public Utilities as
including telephone, telegraph or any other like
system dedicated to public use.

Section 65-404 vests control and regulation in the
Public Service Commission.

Section 65-422 prohibits any regulation, practice, or
measurement which is unjust, unreasonable, unduly
preferential or discriminatory.

*445 Section 65-514 makes preferences to any
person or locality unlawful.
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Section 65-520, Change of utility rates, fares,
schedules Suspension Bond Refunds, inter alia,
provides that any increase or change placed in
effect pursuant to this subsection (b) under bond
may be continued in effect by the utility pending a
final determination by the Commission or, if the
matter be appealed, by final order of the Appellate
Court. In the instant case, there was no increase or
change put into effect by the Commission. The
statute continues:

“In the event that all or any portion of such rates or
charges have not been placed into effect under bond
before the commission, the court considering an
appeal from an order of the commission shall have
the power to permit the utility to place all or any
part of said rates or charges into effect under bond.”

While the Court had the power to permit the utility
to place all or any part of the said rates or charges
into effect under bond, in my view of the matter
there was not a proper exercise of discretion on the
part of the Chancellor to order the rates or charges
placed in effect if, as is seen in this record, the
proposed rates, on their face, appear to be excessive
and/or discriminatory.

Section 65-521 prohibits unjust rates, schedules or
classifications. It provides:

“65-521. Unjust rate, fare, schedule or
classification prohibited. No public utility shall

Make, impose, or exact any unreasonable, unjustly
discriminatory or unduly preferential individual or
joint rate, or special rate, toll, fare, charge, or
schedule for any product, or service supplied or
rendered by it within (the) state.”

In the Brief and Argument filed by counsel for the
Commission in support of its Petition for Writ of
Supersedeas, it is asserted, “This is the largest
utility rate increase ever requested or granted in the
State of Tennessee. Examples of the magnitude of
this increase for residence one-party lines and
business one-party lines, respectively, are:
Chattanooga 41% (Residence) 40% (Business);
Clarksville 47% (Residence) 49% (Business);
Knoxville 41% (Residence) 40% (Business);
Lynchburg 69% (Residence) 85% (Business);

© 2006 Thomson/West. No Claim to Orig. U.S. Govt. Works.

003570
http://web2.westlaw.com/print/printstream.aspx ?sv=Split&destination=atp&prid=B005580000005... 7/25/2006



579 8.W.2d 429

31 P.U.R4th 172, 579 S.W.2d 429
(Cite as: 31 P.U.R.4th 172, 579 S.W.2d 429)

Memphis 40% (Residence) 39% (Business);
Murfreesboro 47% (Residence) 49% (Business);
Nashville 41% (Residence) 40% (Business);
Springfield 58% (Residence) 65% (Business).”

We have searched this voluminous record for
evidence supportive of the above quoted argument
and data showing the effect of the proposed rates as
applied to the various localities mentioned. Much
of the record in the seven or eight volumes of tariffs
and other exhibits are well nigh unintelligible to one
who is not trained in the rate-making process.
However, in the testimony of witnesses and the
various exhibits I have found evidence supporting
the above quoted statement and figures.

For example we find among the exhibits certain
estimated monthly increases per line ranging from
$1.85 to $20.40. In Book III, Ex. 5 “Data
Supporting Filing T.P.S.C. Docket U 6493 July
1977,” various rate groups are listed showing
Present IFB rates,” also there are schedules showing
“Proposed IFB rates” along with proposed revenues
as compared with existing revenues and many
variations are to be observed in the schedules as
they apply to the several groups.

In this volume rate changes in the proposed
schedule as compared to the existing schedule of
charges are shown as they apply to various cities
and towns in Tennessee and these together with
other evidence in the record support the above
quoted statements made in the Brief and Argument
of counsel for appellant.

This being true, it appears to me that the proposed
rates, on their face, are unduly preferential and
discriminatory. In view of these facts how can it be
successfully argued that the proposed rates are just
and uniform across the State as is required by the
statutes of Tennessee?

For the reasons indicated I conclude that the
Chancellor's decree putting the proposed rates into
effect should be reversed.

*446 Accordingly, I concur in the opinion written
by Judge Todd in overruling Assignments 1, 2 and
3 for the reasons given therein.
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As to the fourth assignment, I do not fully agree
with the Chancellor's conclusions regarding attrition
and the alleged lack of consideration given it by the
Commission, hence, I do not fully agree with Judge
Todd's conclusions concerning the assignment.
However, I would not reverse the Chancellor on this
assignment alone.

I would sustain Assignment No. 5 which charges
error in finding that the rate of return found by the
Commission is not supported by substantial,
material evidence.

I would also sustain Assignment No. 8 which
charges error in concluding that the Commission's
Order is illegal and void.

As to Assignment No. 6, it seems to me that if a rate
is found to be within the range and zone of
reasonableness it is illogical to hold that,
nevertheless, it is confiscatory.

In Southern Bell Tel. & Tel. Co. v. Pub. Serv.
Com., 202 Tenn. 465, 304 S.W.2d 640, it was held:
“What is a reasonable rate of return for utility is not
necessarily any particular figure or decimal point
but is one that is in the zone of reasonableness.”

Concerning Assignment No. 7, I think the
Chancellor's conclusion as to the rate of return to
the Company afforded by the rates in effect is not
fully supported by the record. However, I do not
find it necessary to discuss and pass on these two
assignments (6 and 7) in view of my decision as to
the other assignments.

MY CONCLUSION

Thus it is that I concur in the results stated in the
last two paragraphs of Judge Todd's Opinion, as
follows:

“The order of the Chancellor invalidating the order
of the Commission and remanding the cause to the
Commission for further consideration is affirmed.
The supersedeas heretofore granted in respect to
other actions of the Chancellor is now reiterated,
and his said other actions (in allowing
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implementation of the full proposed rate increase
and enjoining interference with same) are reversed
and set aside.

“Effective upon the finality of the decree
implementing this opinion and continuing until the
final determination of the present cause by the
Commission and/or the courts, the Company is
permitted to place into effect that part of its
proposed rate increase which does not exceed 10%
Of the previously approved and charged rate for
each service.”

Tenn.App., 1979.

South Central Bell Tel. Co. v. Tennessee Public
Service Commission

31 P.UR.4th 172, 579 S.W.2d 429

END OF DOCUMENT
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Supreme Court of Tennessee.
POWELL TELEPHONE COMPANY, Appellant,
V.

TENNESSEE PUBLIC SERVICE COMMISSION
and Frank D. Cochran, Keith Bissell and Jane
Eskind, Commissioners, Appellees.

Nov. 14, 1983,

Telephone company appealed from judgment of the
Equity Court, Davidson County, Robert S. Brandt,
Chancellor, upholding accounting method used by
the Public Service Commission in determining
appropriate rate increase to be awarded. From
affirnance by the Court of Appeals, telephone
company applied for discretionary review. Upon
grant of application, the Supreme Court, Fones,
C.J., held that the Public Service Commission was
not required to use year-end rate base rather than
average year rate base in determining appropriate
rate increase to be awarded to telephone company.

Affirmed.
West Headnotes
Telecommunications 372 €=945(1)

372 Telecommunications
372111 Telephones
372111(G) Rates and Charges
372k937 Determination of Rates
372k945 Valuation
372k945(1) k. In General. Most
Cited Cases
(Formerly 372k318.1, 372k318)
Public Service Commission was not required to use
year-end rate base rather than average year rate base
in determining appropriate increase to be awarded
to telephone company.

*44 Rebecca Thomas, Howser, Thomas, Summers,
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Binkley & Archer, Nashville, Hermann Ivester, H.
Edward Skinner, Little Rock, Ark., for appellant.
Henry Walker, Attorney for the Tennessee Public
Service Commission, Nashville, for appellees.

OPINION

FONES, Chief Justice.

We granted the Powell Telephone Company's
[Company] application for discretionary review that
presented a single issue which, in essence, was
whether the evidence required the Public Service
Commission [Commission] to use a year end rate
base rather than the average year rate base in
determining the appropriate increase to be awarded.

The Commission held extensive hearings and heard
highly disputed testimony and evidence concerning
which method to use in determining a proper rate
base upon which *45 the Company should be
allowed to eam a fair rate of return. The Company
sought an annual increase in revenues of $760,422.
The Commission used the average year rate base
method, which the Commission staff had advocated,
which resulted in approval of an increase designed
to yield $484,444 in additional annual revenues.
The chancellor found that he must give deference to
the Commission's expertise and technical
competence in the rate making process and found
substantial evidence “for the Public Service
Commission's decision on rate of return on equity”
and affirmed the Commission's order. The Court
of Appeals affirmed the chancellor's decree. We
also affirm.

The issue of whether and under what circumstances
a regulatory commission should use an average rate
base or a year end rate base has been frequently
litigated in our sister states but the issue has not
been addressed in any reported decision of
Tennessee courts. See, Legislative Util.
Consumers' Council v. Granite State Elec. Co., 119
N.H. 359, 402 A.2d 644 (1979); Citizens of
Florida v. Hawkins, 356 So.2d 254 (Fla.1978);
Providence Gas Co. v. Burman, 376 A.2d 687
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(RIL1977); Pub. Serv. Com'n. of Maryland v.
Baltimore Gas & Elec. Co., 273 Md. 357, 329 A.2d
691 (1974).

The weight of authority appears to favor use of an
average rate base on the premise that in normal
economic times average rate base is more realistic
and projects more accurately the cost of plant that
produces the revenue under investigation.
However, there is well recognized authority that in
an abnormal and less stable economic climate, year
end rate base may be more appropriate and should
be used to balance out the financial problems
caused by an abnormal and uncertain economy.

The Tennessee Public Service Commission has
utilized both accounting methods in determining
rate base. According to the Commission one of the
key factors in choosing one method over another is
a company's rate of return. The ratio of the
company's net income to its rate base provides its
rate of return. The Commission contends that
when a company's return on investment is relatively
stable the average rate base method is used.
Conversely, when a company is experiencing
extraordinary growth which outstrips growth in
revenues, then an end of year rate base method is
used.

In this case both the Commission staff and the
Company used as the test period the calendar year
1979. The use of the average investment over the
test year assumes that, even though the actual
figures for expenses and revenues will rise in the
future, the relationship between investment and
income will not change significantly.

The Company concedes that the average rate base
method may be appropriate during times of stable
prices, wages and investment but asserts that it is
clearly inadequate when the utility faces the ravages
of inflation.”

Suffice it to say there was an abundance of evidence
and argument presented to the Commission by the
Company in support of its position that the year end
rate base should be used in this case and the
Commission staff presented an abundance of
evidence and argument in support of the use of the
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average rate base.

The Commission decided that the average rate base
developed by the staff presented a proper and
accurate indication of the results of operations to be
expected in the immediate future of the Company,
and set rates accordingly.

Appellant relies heavily upon language from an
unpublished opinion and order denying certiorari in
South Central Bell Telephone Co. v. Tenn. Pub.
Serv. Comm'n, 579 S.W.2d 429 (Tenn.App.1979),
cert. den. The statement relied upon is:

We do not construe the opinion of the Court of
Appeals as mandating the use of a forecast year test
period, but merely as requiring that the Commission
take into consideration not only all known changes
but also all that are fairly and reasonably
anticipated, with due consideration to past
expenditures and those required to permit the
Company to render efficient service.

*46 The Company asserts that the above statement
mandated the use of the year end rate base method
because the difference between the Company's
12-31-79 rate base and its average 1979 rate base is
a known and measurable change in investment.

The Company makes no reference to the paragraph
in that order immediately following the
above-quoted statement, which paragraph reads as
follows:

Moreover, it rests within the sound discretion to use
an historical test period, a forecast period, a
combination of these where necessary or any other
accepted method of rate making necessary to give a
fair rate of return-the ultimate goal being to assure
efficient service to the consumer and a fair return on
its investment to the company.

We find it unnecessary to analyze what this Court
said in denying certiorari in South Central Bell
Telephone Co. v. Tenn. Pub. Serv. Comm'n., supra,
in the context of the Court of Appeals' opinion in
that case. The controlling exposition of the law
applicable to the instant case was set forth in the
later case of CF Industries v. Tenn. Pub. Serv.
Comm., 599 S.W.2d 536 (Tenn.1980). Therein,
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the Court clearly negated the idea that the
Commission is bound to follow any particular rate
making methodology.

There is no statutory nor decisional law that
specifies any particular approach that must be
followed by the Commission. Fundamentally, the
establishment of just and reasonable rates is a value
judgment to be made by the Commission in the
exercise of its sound regulatory judgment and
discretion. /d. at 542.

The Court also held that the scope of review was
governed by T.C.A. § 4-5-117, now T.C.A. §
4-5-322, which restricts reversal or modification to
those cases where the reviewing court finds that the
Commission's decision is

(4) Arbitrary or capricious or characterized by
abuse of discretion or clearly unwarranted exercise
of discretion; or

(5) Unsupported by evidence which is both
substantial and material in the light of the entire
record. In determining the substantiality of
evidence, the court shall take into account whatever
in the record fairly detracts from its weight, but the
court shall not substitute its judgment for that of the
agency as to the weight of the evidence on questions
of fact.

We find that the Commission's use of the average
year rate base was supported by ample material and
substantial evidence and involved no abuse of
discretion.

The judgment and opinion of the Court of Appeals
is affirmed. Costs are adjudged against Powell
Telephone Company.

BROCK, HARBISON and DROWOTA, JJ., and
HUMPHREYS, Special Justice, concur.

Tenn.,1983.

Powell Telephone Co. v. Tennessee Public Service
Com'n

660 S.W.2d 44

END OF DOCUMENT
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Supreme Court of Tennessee.
CF INDUSTRIES, Appellee,
V.
TENNESSEE PUBLIC SERVICE COMMISSION
et al., Appellants.
May 19, 1980.

Public Service Commission appealed from order of
the Court of Appeals reversing the Chancery Court's
affirmance of a natural gas rate increase approved
by the Commission. The Supreme Court, Henry, J.,
held that: (1) Commission's action in eliminating the
special rate given to the largest industrial user of
patural gas and raising rates for other industrial
users was supported by material and substantial
evidence; (2) Commission's findings of fact were
adequate for judicial review; (3) Commission did
not exceed its regulatory judgment and discretion in
changing rate design without use of a cost of service
study; and (4) there was a lack of pleading and
procedural predicate for consideration of the issue
that exempting residential customers from the rate
increases was discriminatory, and there was no
evidence that there was no material basis for the
differing rates, and thus, Commission did not
establish unjustly discriminatory or preferential
rates.

Reversed.
West Headnotes

[1] Administrative Law and Procedure 15A<=
683

15A Administrative Law and Procedure
15AV  Judicial Review of Administrative
Decisions
15AV(A) In General
15Ak681 Further Review
15Ak683 k. Scope. Most Cited Cases
Supreme Court cannot, as a general rule, afford any
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broader or more comprehensive review to cases
arising under Uniform Administrative Procedures
Act than is afforded to them by trial court in the
first instance. T.C.A. §§ 4-5-117, 4-5-117(g, h).

[2] Administrative Law and Procedure 15A€=
683

15A Administrative Law and Procedure

15AV  Judicial Review of Administrative
Decisions

15AV(A) In General
15Ak681 Further Review
15Ak683 k. Scope. Most Cited Cases

Concurrent finding between agency and trial court
on any issue of fact is conclusive upon Supreme
Court.

[3] Public Utilities 317A €195

317A Public Utilities
317AII Public Service Commissions or Boards
317AIII(C) Judicial Review or Intervention
317Ak188 Appeal from Orders of
Commission
317Ak195 k. Presumptions in Favor of
Order or Findings of Commission. Most Cited Cases
(Formerly 317Ak33)
There is presumption that rates established by
Public Service Commission are correct and any
party who attacks Commission's findings has burden
of proving that they are illegal or unjust and
unreasonable. T.C.A. § 65-520.

[4] Gas 190 €214.3(3)

190 Gas
190k14 Charges
190k14.3 Administrative Regulation

190k14.3(3) k. Proceedings in General.
Most Cited Cases
Action of Public Service Commission in eliminating
special rate given by utility to largest industrial user
of natural gas and raising rates for other industrial
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users was supported by material and substantial
evidence. T.C.A. §§ 4-5-117(h)(5), 65-520.

[S] Administrative Law and Procedure 15A€—=
489.1

15A Administrative Law and Procedure

15AIV  Powers and Proceedings of
Administrative Agencies, Officers and Agents

15AIV(D) Hearings and Adjudications

15Ak489 Decision
15Ak489.1 k. In General. Most Cited
Cases
(Formerly 15Ak489)

Requirement under Uniform  Administrative
Procedures Act that “A final decision shall include
findings of fact, conclusions of law, and reasons for
the ultimate decision,” is a statutory imperative; it
is not a mere technicality but is an absolute
necessity without which judicial review would be
impossible. T.C.A. § 4-5-113.

[6] Administrative Law and Procedure 15A€=
486

15A Administrative Law and Procedure

15AIV  Powers and Proceedings of
Administrative Agencies, Officers and Agents

15AIV(D) Hearings and Adjudications

15Ak484 Findings
15Ak486 k. Sufficiency. Most Cited

Cases
Where there is no disputed issue of fact and sole
question before agency is proper conclusion to be
drawn from undisputed facts and application of the
correct legal rules, record need not be burdened
with detailed findings of fact; in such a case facts
need only be recited.

[71 Administrative Law and Procedure 15A€=
486

15A Administrative Law and Procedure
15AIV. Powers and Proceedings of
Administrative Agencies, Officers and Agents
15AIV(D) Hearings and Adjudications
15Ak484 Findings
15Ak486 k. Sufficiency. Most Cited
Cases
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In cases wherein issues of fact before agency are
sharply contested and proof is conflicting, a detailed
finding of fact dovetailed to the record is a practical
and legal imperative.

[8] Gas 190 €=14.4(1)

190 Gas
190k14 Charges
190k14.4 Reasonableness of Charges
190k14.4(1) k. In General. Most Cited
Cases . :
Cost of service is not an exclusive method of
determining rate design.

[9] Gas 190 €=14.3(4)

190 Gas
190k14 Charges
190k14.3 Administrative Regulation

190k14.3(4) k. Findings and Orders. Most
Cited Cases
In proceeding resulting in elimination of special rate
for natural gas provided to largest industrial
customer of gas utility, Public Service
Commission's findings of fact were adequate to
allow judicial review. T.C.A. § 4-5-113.

[10] Public Utilities 317A €120

317A Public Utilities

317AII Regulation

317Ak119 Regulation of Charges
317Ak120 k. Nature and Extent in

General. Most Cited Cases

(Formerly 317Ak7.1)
Establishment of just and reasonable public utility
rates is a value judgment to be made by Public
Service Commission in the exercise of its sound
regulatory judgment and discretion. T.C.A. §
65-518.

[11] Public Utilities 317A €165

317A Public Utilities
317ATI Public Service Commissions or Boards
317AIII(B) Proceedings Before Commissions
317Ak165 k. Evidence. Most Cited Cases
(Formerly 317Ak15)
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Public Service Commission in rate making and
design cases is not solely governed by the proof,
although there must be adequate evidentiary
predicate; Commission may consider all relevant
circumstances shown by the record, all recognized
technical and scientific facts pertinent to the issue
under consideration and may superimpose upon
entire transaction its own expertise, technical
competence and specialized knowledge. T.C.A. §
4-5-1097.

[12] Gas 190 €=14.1(2)

190 Gas
190k14 Charges
190k14.1 In General

190k14.1(2) k. Uniformity of Charges;
Discrimination. Most Cited Cases
Action of Public Service Commission in changing
rate design so as to eliminate special rate for natural
gas provided to largest industrial customer of gas
utility without use of a cost of service study did not
exceed its regulatory judgment and discretion.
T.C.A. § 65-518.

[13] Gas 190 €14.5(6)

190 Gas
190k14 Charges
190k14.5 Judicial Review and Enforcement
of Regulations
190k14.5(6) k. Scope of Review and Trial
De Novo. Most Cited Cases

Gas 190 €14.5(9)

190 Gas
190k14 Charges

190k14.5 Judicial Review and Enforcement

of Regulations
190k14.5(9) k. Determination and

Disposition. Most Cited Cases
In rate-making cases, sole concern of courts, at each
stage of appellate review, is to determine whether
Public Service Commission's action on the matters
raised by the application meets the requirements of
the law; rate making is not a judicial function and
courts are powerless to remand for determination of
a new cause of action.
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[14] Gas 190 €=14.5(9)
190 Gas
190k14 Charges
190k14.5 Judicial Review and Enforcement
of Regulations

190k14.5(9) k. Determination and
Disposition. Most Cited Cases
If Public Service Commission's action in
rate-making cases is invalid in that rate design
approved is discriminatory and without rational
basis, only appellate remedy is to strike the
increase, in whole or in part, or remand for
reconsideration of respective rights of contending
parties.

[15] Gas 190 €=14.3(3)

190 Gas
190k14 Charges
190k14.3 Administrative Regulation

190k14.3(3) k. Proceedings in General.
Most Cited Cases
In proceeding before Public Service Commission
involving natural gas rate increase for industrial
customers, there was no pleading or procedural
predicate for consideration of issue that exempting
residential customers from rate increase was
discriminatory, and there was no evidence that there
was no material basis for the differing rates, and
thus, Commission did not establish unjustly
discriminatory or preferential rates. T.C.A. §
65-518.

[16] Gas 190 €14.1(2)

190 Gas
190k14 Charges
190k14.1 In General
190k14.1(2) k. Uniformity of Charges;
Discrimination. Most Cited Cases
A public utility may impose differing rates among
customer classes.

*537 Eugene W. Ward, Gen. Counsel, Mack H.
Cherry, Asst. Gen. Counsel, for appellant Public
Service Commission.

Eugene N. Collins, City Atty., Gary D. Lander, Sp.
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Counsel, Chattanooga, for City of Chattanooga.

Jack M. Irion, Bomar, Shofner, Bomar & Irion,
Shelbyville, W. D. Spears, Spears, Moore, Rebman
& Williams, W. L. Taylor, Jr., Chattanooga, for
Chattanooga Gas Co.

James Clarence Evans, Nashville, Anthony E.
Cascino, Jr., Longrove, Ill., for appellee.

OPINION
HENRY, Justice.
This is a utility rate case.

L

A. Pleadings and Proceedings before the Public
Service Commission

On May 31, 1977, Chattancoga Gas Company, a
division of Jupiter Industries, filed its application
before the Tennessee Public Service Commission
seeking to place into effect a revised natural gas
tariff and to amend a special contract with CF
Industries, Inc. Chattanooga Gas is a natural gas
distribution company serving franchises in
Chattanooga, Cleveland and environs in Hamilton
and Bradley County. CFI is its largest consumer,
using approximately 30% of the petitioner's total

gas supply.

The proposed rate increase applied to large
industrial and commercial customers but did not
affect small commercial users nor residential
customers. The basic *538 premise of the
application is that a declining gas supply has
prohibited the pursuit of practices designed to
increase sales volumes to offset heavy increases in
operational costs, resulting in an inadequate rate of
return. Thus, Chattanooga Gas urges upon the
Commission a need to redesign its rates.

It is the theory and philosophy of Chattanooga Gas
that there has been a regulatory shift from the
traditionally accepted criteria for valuing utility
service from “cost of service” to an “intrinsic value”
rationale and that this operates to protect
residential consumers from absorbing more than
their fair share of rates. Chattanooga Gas insists that
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volume discounts resulting in price advantages to
industrial users tend to encourage over-consumption
at a time when conservation is a national priority.

CF Industries protested the petition, taking the
position that it is the largest customer of
Chattanooga Gas, using the gas as a raw product
ingredient in the production of fertilizer, and that
this unique use justifies a separate rate classification
and a continuation of its contract with Chattanooga
Gas. [FNI1] Its unique use can best be summarized
by noting that it is the only customer of
Chattanooga Gas which utilizes gas as a raw
material; all others use it only as a fuel. CFI can
use no other fuel because of the design of its
nitrogen complex. It is CFI's further position that
its proposed share of the rate increase is
disproportionate and discriminatory. CFI insists on
the cost of service vis-a-vis the intrinsic value
approach.

FNI1. CF Industries relies heavily on the
terms of a contract entered into July 6,
1966, between Chattanooga Gas and its
predecessor, Farmer's Chemical
Association. This contract was assigned to
CFI on May 20, 1976.

The Town of Lookout Mountain, Tennessee,
intervened in opposition to the increase. The City
of Chattanooga intervened for the purpose of
preserving its contracts with Chattanooga Gas and
protecting the interests of its citizens and rate
payers.

To put the entire controversy into focus, we point
out that essentially the contending parties are the
Chattanooga Gas Company and CF Industries.
Under the scheme proposed by Chattanooga Gas the
Commission was asked to approve a two-step
approach. First, the special rate to CFI would be
eliminated and the Gas Company's industrial rate
schedule would be made applicable to CFI.
Secondly, a general rate increase would be applied
to all industrial users, including CFI. The first step
would increase CFI's rates by approximately
$562,867 annually; the general rate increase would
add approximately $157,133. The result would be a
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total increase of approximately $720,000, with CFI
assuming the same proportionate burden as all other
industrial consumers.

B. Findings and Order of the Commission

On November 30, 1977, the Public Service
Commission entered its findings and order. The
Commission approved the increase in net operating
income in the amount of $910,226. It ordered that
CFI be charged at its “existing I-1 rate tariff,” with
the result that approximately $394,866 or 43.4% of
the total increase was assessed against CFI with
approximately 56.6% being assessed against the
remaining 742 industrial consumers. The 25,000
residential users were not affected. The result was
that other industrial users were raised and CFI
continued to pay at a lower rate. After discussing
the testimony relating to the cost of service versus
intrinsic value approach, the Commission noted that
“CFI is receiving gas at bargain prices under the
special contract at a time when natural gas is a
scarce commodity.”

The Commission treated “‘cost of service” as “one
of many approaches” but held that it was “not
bound to a strict cost of service approach in
designing rate schedules.” The Commission
summarized its holding:

Rate-making is an extremely complex process
which involves much more than inputting cost
figures into a computer and waiting for the results
of the machine's mathematical functions. We *539
must consider all aspects surrounding the
determination of just and reasonable rates. In our
opinion, a strict cost of service approach is not at
this time of decreasing energy supplies the best
approach to setting rates. . . . We, therefore, order
the company to change the existing rates charged to
CF Industries for firm gas to the existing I-1 rate
tariff,

The Commission pointed out that “CFI will still be
able to purchase gas at a lower effective rate than
other industrial customers due to its high load factor.
* Further the Commission specificized this finding
by noting that “on average the industrial customers

Page 6 of 13

Page 5

other than CF Industries are paying $1.46 per McF
under existing rates, while CFI will pay $1.35 per
MCcF under the same rate schedule.”

It should be noted that while under the
Commission's holding CFI's rate was increased to
that being paid by other industrial users at the time
the petition was filed, it was not subjected to the
general rate increase with the result that it continues
to pay at a lower rate than all others in the same
class.

C. Action of the Chancery Court

Pursuant to a petition for judicial review, the
Chancery Court of Davidson County affirmed the
Public Service Commission. Citing Allied
Chemical Corp. v. Georgia Power Co., 236 Ga.
598, 224 S.E.2d 396 (1976), the Court held that the
failure of the Commission to follow a cost of
service approach “does not make its decision unjust
and discriminatory.” Further citing the requirement
of Section 65-518, T.C.A., that the Commission
modify any rates found to be “unjust, unreasonable,
excessive, insufficient, or unjustly discriminatory or
preferential,” the Chancellor noted that CFI “had
been obtaining gas at special contract rates lower
than other industrial users.” The Court held that the
Commission's  findings were supported by
substantial and material evidence.

D. Action of the Court of Appeals

The Court of Appeals for the Middle Section
reversed, disagreeing with the Commission and the
Chancellor in every material particular. The Court
held that (1) the Commission violated Section
4-519, T.C.A., by failing to make findings of fact;
(2) that the Commission failed to require and
consider cost of service data; (3) that with a general
cost of service study there is a reasonable
probability that the result would have been
different; and (4) that there was no substantial
evidence to support the action of the Commission
and its action was “discriminatory” and “patently
arbitrary.”
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The thrust of the opinion of the Court of Appeals is
that the Commission increased rates to large
commercial and industrial users to the exclusion of
smaller commercial and residential users “without
any evidence to justify the discrimination.” The
matter was remanded to the Public Service
Commission for a “redetermination of rates of the
customers of Chattanooga Gas Company,” to
include small commercial and residential users.

We sustain the Public Service Commission and the
Chancellor and reverse the Court of Appeals.

II.

Standard of Review

Section 4-5-117, T.C.A., covers judicial review
under the Uniform Administrative Procedures Act.
Sub-section (g) provides that review shall be “
confined to the record.” Sub-section (h) restricts
reversal or modification of the agency's decision to
those cases where the decision violates
constitutional or statutory provisions, or is in excess
of the statutory authority of the agency, or is made
upon unlawful procedure, and to those instances
where the decision is

arbitrary or capricious or characterized by abuse of
discretion or clearly unwarranted exercise of
discretion; or

unsupported by evidence which is both substantial
and material in the light of the entire record.

*540 Further narrowing and restricting the review
in the Chancery Court is the statutory command:

In determining the substantiality of evidence, the
court shall take into account whatever in the record
fairly detracts from its weight, but the court shall
not substitute its judgment for that of the agency as
to the weight of the evidence on questions of fact.
(Emphasis supplied). Section 4-5-117(h) (5),
T.C.A.

Thus the UAPA requires that the trial court review
factual issues upon a standard of substantial and
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material evidence. But this is not a broad, de novo
review. It is restricted to the record and the agency
finding may not be reversed or modified unless
arbitrary or capricious or characterized by an abuse,
or clearly unwarranted exercise, of discretion and
must stand if supported by substantial and material
evidence.

[1][2] The same standard of review prevails on the
appellate level. We cannot, as a general rule, *
afford any broader or more comprehensive review
to cases arising under the Act than is afforded to
them by the trial court in the first instance . . . .”
Humana of Tenn. v. Tenn. Health Facilities Com'n.,
551 S.w.2d 664, 668 (Tenn.1977). Further a
concurrent finding between the agency and the trial
court on any issue of fact is conclusive upon this
Court. This Court so held in Blue Ridge
Transportation Co. v. Hammer, 203 Tenn. 398, 313
S.W.2d 433 (1958):

Unless there is a plain abuse of discretion by the
Commission, its orders will not be disturbed on
appeal. And more especially where the Chancellor
has considered the record on the common-law writ
of certiorari and affirmed the order of the
Commission, we feel that this concurrent finding is
conclusive of the issue. (Emphasis supplied). 203
Tenn. at 404, 313 S.W.2d at 436.

The Uniform Administrative Procedures Act, to the
extent of the standard of review, did not make
significant changes in prior decisions and statutory
law. In view of the fact that the functions of the
Commission are solely administrative or legislative
as distinguished from judicial, this Court has
consistently held that the review is for the “very
limited purpose of determining whether the
Commission has acted arbitrarily, or in excess of
jurisdiction, or otherwise unlawfully.” City of
Whitwell v. Fowler, 208 Tenn. 80, 83, 343 S.w.2d
897, 899 (1961).[FN2] This, of course, would
require that it be supported by substantial and
material evidence.

FN2. See also, Hoover Motor Exp. Co. v.
Railroad & Public Util. Com'n., 195 Tenn.
593, 261 S.W.2d 233 (1953), for complete
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discussion of the legislative character of
the Public Service Commission.

[3] Moreover, under Section 65-520, T.C.A., the
power to determine whether rates are ‘“just and
reasonable” is reposed in the Commission. There is
a presumption that the rates so established are
correct and any party who attacks the Commission's
findings has the burden of proving that they are
illegal or unjust and unreasonable. Southern Bell T.
& T. Co. v. Tenn. Pub. Serv. Com'n., 202 Tenn.
465,304 S.W.2d 640 (1957).

Consideration must also be given to the statutory
recognition of the “agency’s experience, technical
competence, and specialized knowledge.” Section
4-5-1097, T.C.A. See also, Blue Ridge
Transportation Co. v. Hammer, supra ; Section
65-209, T.C.A.

[4] When the evidence is considered “in light of the
entire record,” Section 4-5-117(h)(5), T.C.A., and
in accordance with the established statutory and
decisional law, we find and hold that the
Commission's action was supported by ample
material and substantial evidence. We have neither
the disposition nor the power to substitute our
judgment for that of the Commission as to the
weight of the evidence on any factual issue. This
leaves only questions of law for our determination.

IIL.

The Sufficiency of the Commission’s Finding of
Fact

The UAPA provides that:

*541 A final decision shall include findings of fact,
conclusions of law, and reasons for the ultimate
decision. Findings of fact, if set forth in statutory
language, shall be accompanied by a concise and
explicit statement of the underlying facts supporting
the findings. Section 4-5-113, T.C.A.

[5] This is a statutory imperative; it “is not a mere
technicality but is an absolute necessity without
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which judicial review would be impossible.” Levy
v. State Bd. of Examiners, Etc., 553 S.W.2d 909,
911 (Tenn.1977).

Able counsel representing CFI eamnestly urges that
the Commission's order was fatally defective. The
Court of Appeals held that the Commission's order *
fails to disclose any finding of fact supporting the
apparent discrimination against the appellant.” The
Chancellor, on the other hand, correctly noted that “
(t)he purpose of findings and conclusions is to aid
the court in determining the reasons behind the
agency decision, and whether the agency's
conclusion is based on sufficient evidence,” and
held that “the order . . . reflects findings of fact and
conclusions of law which are sufficient to enable
this court to review the decision.”

[6] The sufficiency of an agency's findings of fact
must be measured against the nature of the
controversy and the intensity of the factual dispute.
It is obvious that where there is no disputed issue of
fact and the sole question before the agency is the
proper conclusion to be drawn from the undisputed
facts and the application of the correct legal rules,
the record need not be burdened with detailed
findings of fact. In such a case the facts need only
be recited.

[7] At the other end of the spectrum are those cases
wherein the issues of fact are sharply contested and
the proof is conflicting. There a detailed finding of
fact dovetailed to the record is a practical and legal
imperative. Thus, the nature of the finding
necessarily varies from case to case.

The Commission had before it in this case other
significant issues which normally carry through to
the chancery and appellate review, but which are no
longer at issue. Among these was the basic rate
increase, an issue separate and apart from rate
design. In reaching a decision on this threshold
question the Commission was required to consider
the rate base, revenues and expenses of the utility,
and the significant matter of a fair rate of return
based on the petitioner's long term, debt, common
equity, and other underlying considerations. These
are issues that normally provoke controversy and
prompt appeals, and on them the Commission made
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detailed findings of fact.

We have examined CFI's 15-point proposed finding
of fact filed with the Commission. The first two
suggest that the Commission find that CFI is the
largest customer of Chattanooga Gas using
approximately 30% of the total gas supply. There
was no dispute as to this and its inclusion in the
finding would have served no useful purpose.

[8] The third proposal related to the uniqueness of
the use CFI makes of the gas, a fact that we find to
have no material bearing on any issue. Number 4
sets out that the rate originally approved by the
Commission was based on a cost of service
presentation and was fair and reasonable. Number
S relates to the original gross profit increases and
would have the Commission hold that in the
absence of a cost of service study, it cannot
ascertain gross profits or the trend thereof in
relation to other classes of customers. The original
rate has no controlling significance and cost of
service is not an exclusive method of determining
rate design.

The proposed sixth finding sets forth the reasons
Chattanooga Gas has not found it necessary to
request a rate increase since 1959. This is
argumentative and not of controlling significance.
The proposed seventh finding merely relates to an
amendment to the pleadings.

The eighth proposal basically relates to an item not
allowed by the Commission. The ninth, tenth and
eleventh proposals deal with the results of the
requested increase.*S42 Some of the figures are
admittedly incorrect. These three proposals relate
basically to discriminatory aspects of the rate design
and are argumentative in nature. All concerned
knew the end results; there was no basic dispute and
its inclusion in the finding would have served no
useful purpose.

The twelfth proposal was that Chattanooga Gas had
used the intrinsic value approach and the thirteenth
asserted a general practice to include a cost of
service approach. This is the crux of this
controversy and the Commission made full
conclusions in this regard. The fourteenth proposal
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merely argues CFI's insistence that a full cost of
service study would substantially decrease its share
of any increase. The last proposal urges hardship
on farmers and on CFI and is not sufficiently
documented to form a basis for a finding.

In summary, the proposed findings incorporate
agreed facts, background information, results and
argument. Pertinent and essential to this issue are
only those relating to cost of service data vis-a-vis
intrinsic value. These call for conclusions of law
and, as to them, the findings and conclusions
contain full discussion.

The primary difficulty in proposing and making
findings of fact in this case is that there were no
disputed facts pertinent to the issue. Essentially,
this controversy raises a single issue, a question of
law, viz.. May the Public Service Commission
adopt a rate design without having before it for
consideration a cost of service study? [FN3] A
secondary issue relates to a charge of discrimination
against CFL.

FN3. Counsel for CFI made it clear in
beginning colloquy that the controversy
was “basically in the area of allocation of
cost of service to different customers, and
the rate structure as to who is going to bear
the burden.”

[9] We hold, in the context of this case, that the
Commission's finding was adequate and proceed to
discuss the controlling questions of law.

Iv.

Cost of Service versus Intrinsic Value

[10] The polestar of public utility rate establishment
and regulation is the “just and reasonable”
requirement of Section 65-518, T.C.A. There is no
statutory nor decisional law that specifies any
particular approach that must be followed by the
Commission. Fundamentally, the establishment of
just and reasonable rates is a value judgment to be
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made by the Commission in the exercise of its
sound regulatory judgment and discretion.

Specifically, there is no requirement in any rate case
that the Commission receive and consider cost of
service data, or that such data, if in the record, are
to be accorded exclusivity. It is self-evident that
cost of service is of great significance in the
establishment of rates but is of lesser value in
arriving at rate design. A fair rate of return to the
regulated utility is one thing; the establishment of
rates among various customer classes is quite
another.

Moreover, the intrinsic value of the service
rendered, while not controlling, is a proper element
of consideration and is, perhaps, of more value in
establishing rates among customers than in
determining a fair rate of return to the utility itself.

The criteria by which the Commission should be
guided have received only generalized comments in
our reported decisions. This is proper because the
courts are playing a limited role in reviewing
actions which essentially are legislative in character.
Rate making is not a judicial function and we
accord the Commission great deference in
reviewing its decisions. On fixing rates in general
the Court has spoken in terms of what is just and
reasonable “under the proven circumstances,” of “
regard to all relevant facts” and to a rate “in the
zone of reasonableness.” Southern Bell Telephone
& Telegraph Co. v. Tennessee Public Service
Com'n., 202 Tenn. 465, 304 S.W.2d 640 (1957).

The Uniform Administrative Procedures Act
authorizes the agency to take notice of “generally
recognized technical and scientific*543 facts
within the agency's specialized knowledge,” and in
the evaluation of evidence the agency is specifically
authorized to utilize its ‘‘experience, technical
competence, and specialized knowledge.” Section
4-5-1097, T.C.A.

[11] Thus, the Public Service Commission in rate
making and design cases is not solely governed by
the proof although, of course, there must be an
adequate evidentiary predicate. The Commission,
however, is not hamstrung by the naked record. It
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may consider all relevant circumstances shown by
the record, all recognized technical and scientific
facts pertinent to the issue under consideration and
may superimpose upon the entire transaction its
own expertise, technical competence and
specialized knowledge. Thus focusing upon the
issues, the Commission decides that which is just
and reasonable. This is the litmus test nothing
more, nothing less.

In United Inter-Mountain Telephone Co. v. Public
Service Com'n, 555 S.W.2d 389 (Tenn.1977), this
Court noted that “(t)he impact of the Administrative
Procedures Act on the review of the decisions made
by state boards, commissions and agencies,
including the Public Service Commission, is
massive ” (emphasis supplied), and pointed out that
“(i)t casts upon the Commission the heavy burden
of a sound, reasoned, and judicious approach in the
exercise of its jurisdiction.” 555 S.W.2d at 392.

We reiterate that neither the legislature nor the
courts have established any precise formula or
yardstick to guide the Commission. As pointed out
by the Georgia Supreme Court in Allied Chemical
Corp. v. Georgia Power Co., 224 S.E.2d 396
(Ga.1976):

The process of setting rates is not required to follow
any particular course, so long as the end result does
not violate the “just and reasonable requirement”
requirement . . . . 224 S.E.2d at 399.

The Oklahoma Supreme Court, in Application of
Arkansas Louisiana Gas Co., 558 P.2d 376
(0Okl1.1976), pointed out:

Commission is not bound by a single formula or a
combination of formulas in fixing rates and none is
exclusive or more favored than the others. (citation
omitted) There is no precise statutory or court
announced basis for determining the justness or
reasonableness of class rate level structures or
relationships, the Court generally holding that rate
making is the responsibility of a regulatory
commission effectively exercising its discretion
upon sufficient evidence before it. 558 P.2d at 379.

Finally, we adopt the concise and correct
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conclusions of the Minnesota Supreme Court in St.
Paul Area Chamber of Commerce v. Minnesota
Public Service Com'n., 312 Minn. 250, 251 N.W.2d
350 (1977):

(W)e must presume that the members of the
commission itself, with their supporting staff, have
in their grasp practical knowledge in the field of
utilities regulation not possessed by either the courts
or laymen in general.

The commission, in order to carry out its mandate
from the legislature to establish *“just and reasonable
” rates, must be able to draw on its own internal
sources of knowledge and experience. As with the
legislature itself, we assume that it does so in each
instance and that we ought not to interfere unless it
should clearly exceed its statutory powers. 251
N.W.2d at 354.

[12] We cannot say on this record that the
Commission exceeded its regulatory judgment and
discretion in acting without a cost of service study
in a rate design case. The imposition of this
requirement would be an unwarranted intrusion into
the rate making process.

The record shows that the Commission reached a
result that was just and reasonable and equitable.
V.
Discriminatory Rate Structure
CFl contends that the Commission acted
discriminatorily and without any rational basis in
imposing a rate increase on “743 *544 large users
to the exclusion of the 25,000 smaller users”
without any evidence to justify the discrimination.*

The Court of Appeals so held.

We should point out at the onset that 742 of the 743
large users have voiced no complaint.

The following tabulation is significant:
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Net
Increase Increase
CFI $394,866 434
742 others 515,360 56.6
25,000 residential -0- -0-

Thus, it will be seen that while CFI buys
approximately one-third of the total output of
Chattanooga Gas, it accounts for only 15.7% of the
profit. It uses almost four times as much as the
25,000 residential customers but contributes less to
gross profit. The 742 other industrial users
consume 22.5% more gas than CFI, but contribute
49.5% more to the gross profit.

Additionally, as found by the Commission, CFI
pays $1.35 per McF, while the 742 other industrial
users pay $1.46, and is “receiving gas at bargain
rates.”

But this is not the discrimination that CFI has in
mind. Its insistence and that of the Court of
Appeals was that exempting the 25,000 residential
customers from the increases was discriminatory. It
was apparently the view of the Court of Appeals
that when the rates charged one class of customers
are raised, all others must also be raised. This does
not necessarily follow.

[13] There was no pleading or procedural predicate
in this case which would have justified a revision of
residential rates. Remanding this case to the
Commission to adjust the rates of residential
customers is beyond the purview of judicial review.
The sole concern of the courts, at each stage of
appellate review, is to determine whether the
Commission's action on the matters raised by the
application meets the requirements of the law. Rate
making is not a judicial function and the courts are
powerless to remand for the determination of a new
cause of action.

[14] If the Commission's action was invalid in that
the rate design approved was discriminatory and
without rational basis, the only appellate remedy is
to strike the increase, in whole or in part, or remand
for reconsideration of the respective rights of the
contending parties.
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Generated
Consumption Gross Profit
34.1% 15.7%
56.6 65.2
93 19.1

The fact that residential consumers pay at a lesser
rate is of no patent significance. Ultilities
traditionally have charged differing rates among
classes of customers. Many factors enter into the
determination of rates among classes of consumers.
This record is silent in this regard and we will not
assume from a silent record that there is no material
basis for the differing rates.

[15] Section 65-518, T.C.A., gives the Public
Service Commission the express power to adjust
rates that are ‘unjust, unreasonable, excessive,
insufficient or unjustly discriminatory or
preferential.” Again, we are not willing to assume
from an incomplete record that the Commission
deviated from its sworn duty; to the contrary, we
presume its compliance. We are unwilling to hold,
in the posture of this case, that the Commission
established unjustly discriminatory or preferential
rates.

[16] While we hold, without hesitation or
equivocation, that a public utility may impose
differing rates among customer classes, we do not
deem it necessary or proper to explore or delineate
the criteria that must be met.

We are content to rest our holding on the lack of
pleading and procedural predicate for a
consideration of the issue involving the residential
customers. The discrimination involving the
remaining industrial users may be more apparent
than real. In any event, their situation is not
presented for review.

The judgment of the Court of Appeals is reversed;
the Trial Court and the Public Service Commission
are affirmed.

BROCK, C. J., FONES and HARBISON, JJ., and
BLACKBURN, Special Justice, concur.

Tenn., 1980.

CF Industries v. Tennessee Public Service
Commission
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Resolution on Energy Efficiency and Innovative Rate Design

WHEREAS, The National Association of Regulatory Utility Commissioners (NARUC), at its
July 2003 Summer Meetings, adopted a Resolution on State Commission Responses to the
Natural Gas Supply Situation that encouraged State and Federal regulatory commissions to
review the incentives for existing gas and electric utility programs designed to promote and
aggressively implement cost-effective conservation, energy efficiency, weatherization, and
demand response; and

WHEREAS, The NARUC at its November 2003 annual convention, adopted a Resolution
Adopting Natural Gas Information “Toolkit,” which encouraged the NARUC Natural Gas Task
Force to review the findings and recommendations of the September 23, 2003 report by the
National Petroleum Council on Balancing Natural Gas Policy — Fueling the Demands of a
Growing Economy and its recommendations for improving and promoting energy efficiency and
conservation initiatives; and

WHEREAS, The NARUC at its 2004 Summer Meetings, adopted a Resolution on Gas and
FElectric Energy Efficiency encouraging State commissions and other policy makers to support
expansion of energy efficiency programs, including consumer education, weatherization, and
energy efficiency and to address regulatory incentives to inefficient use of gas and electricity;
and

WHEREAS, These NARUC initiatives were prompted by the substantial increases in the price
of natural gas in wholesale markets during the 2000-2003 period when compared to the more
moderate prices that prevailed throughout the 1990s; and

WHEREAS, The wholesale natural gas prices of the last five years largely reflect the fact that
the demand by consumers for natural gas has been growing steadily while, for a variety of
reasons, the supply of natural gas has had difficulty keeping pace, leading to a situation where
natural gas demand and supply are narrowly in balance and where even modest increases in
demand produce sharp increases in price; and

WHEREAS, Hurricanes Katrina and Rita, in addition to damaging the States of Alabama,

M ississippi, Louisiana, and Texas, significantly damaged the nation’s onshore and offshore
energy infrastructure, resulting in significant interruption in the production and delivery of both
oil and natural gas in the Gulf Coast area; and

WHEREAS, The confluence of a tight balance of natural gas supply and demand and these
natural disasters has driven natural gas prices in wholesale markets to unprecedented levels; and

WHEREAS, The present high and unprecedented level of natural gas prices are imposing
significant burdens on the nation’s natural gas consumers, whether residential, commercial, or

industrial, and will likely be injurious to the nation’s economy as a whole; and

WHEREAS, The recently enacted Energy Policy Act of 2005 contains a number of provisions
aimed at encouraging further natural gas production in order to bring down prices for consumers,
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but these actions, together with any further action on energy issues by Congress, are unlikely to
bring forth additional supplies of natural gas in the short term; and

WHEREAS, Energy conservation and energy efficiency are, in the short term, the actions most
likely to reduce upward pressure on natural gas prices and to assist in bringing energy prices
down, to the benefit of all natural gas consumers; and

WHEREAS, Innovative rate designs including “energy efficient tariffs” and “decoupling tariffs”
(such as those employed by Northwest Natural Gas in Oregon, Baltimore Gas & Electric and
Washington Gas in Maryland, Southwest Gas in California, and Piedmont Natural Gas in North
Carolina), “fixed-variable” rates (such as that employed by Northern States Power in North
Dakota, and Atlanta Gas Light in Georgia), other options (such as that approved in Oklahoma for
Oklahoma Natural Gas), and other innovative proposals and programs may assist, especially in
the short term, in promoting energy efficiency and energy conservation and slowing the rate of
demand growth of natural gas; and

WHEREAS, Current forms of rate design may tend to create a misalignment between the
interests of natural gas utilities and their customers; now therefore be it

RESOLVED, That the National Association of Regulatory Utility Commissioners (NARUC),
convened in its November 2005 Annual Convention in Indian Wells, California, encourages
State commissions and other policy makers to review the rate designs they have previously
approved to determine whether they should be reconsidered in order to implement innovative
rate designs that will encourage energy conservation and energy efficiency that will assist in
moderating natural gas demand and reducing upward pressure on natural gas prices; and be it
further

RESOLVED, That NARUC recognizes that the best approach toward promoting energy
efficiency programs for any utility, State, or region may likely depend on local issues,
preferences, and conditions.

Sponsored by the Committee on Gas
Recommended by the NARUC Board of Directors November 15, 2005
Adopted by the NARUC November 16, 2005
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Resolution on Gas and Electric Energy Efficiency

WHEREAS, The National Association of Regulatory Utility Commissioners (NARUC), at its July
2003 Summer Meetings, adopted a Resolution on State Commission Responses to the Natural Gas
Supply Situation that encouraged State and Federal regulatory commissions to review and
reconsider the level of support and incentives for existing gas and electric utility programs designed
to promote and aggressively implement cost-effective conservation, energy efficiency,
weatherization, and demand response in both gas and electricity markets; and

WHEREAS, The National Petroleum Council (NPC), in its September 25, 2003 report on
Balancing Natural Gas Policy — Fueling the Demands of a Growing Economy, found that greater
energy efficiency and conservation are vital near-term and long-term mechanisms for moderating
price levels and reducing volatility and recommended all sectors of the economy work toward
improving demand flexibility and efficiency; and

WHEREAS, The NPC, in its report, identified key elements of the effort to maintain and continue
improvements in the efficient use of electricity and natural gas, including (but not limited to):

(1) enhanced and expanded public education programs for energy conservation, efficiency, and
weatherization,

(ii) DOE identification of best practices utilized by States for low-income weatherization
programs and to encourage nation-wide adoption of these practices,

(iii) a review and upgrade of the energy efficiency standards for buildings and appliances (to
reflect current technology and relevant life-cycle cost analyses) to ensure these standards remain
valid under potentially higher energy prices

(iv) promote the use of high-efficiency consumer products including advanced building
materials, Energy Star appliances, energy “smart” metering and information control devices

(v) on-peak electricity conservation to minimize the use of gas-fired electric generating plants,

(vi) the use of combined-cycle gas-fired electric generating units instead of less-efficient gas-
fired boilers, and

(vii) clear natural gas and power price signals; and

(viii) remove regulatory and rate structure incentives to inefficient use of natural gas and
electricity; and

WHEREAS, The NARUC, at its November 2003 annual convention, adopted a Resolution
Adopting Natural Gas Information “Toolkit” which encouraged the NARUC Natural Gas Task
Force, to review (among other things) the findings and recommendations in the NPC report that
have regulatory implications for State commissions for improving and promoting energy efficiency
and conservation initiatives, including consumer outreach and education, review of regulatory
throughput incentives, and
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WHEREAS, The American Council for an Energy-Efficient Economy (“ACEEE”), in its
December 2003 report on Responding to the Natural Gas Crisis: America’s Best Natural Gas
Energy Efficiency Programs, (i) identified States and utilities with programs that many would
consider best practice or model programs for all types of natural gas customers and all principal
natural gas end-use technologies, and (ii) found that these programs are concentrated in relatively
few States and regions and could be expanded in other parts of the country to great benefit; and

WHEREAS, the Natural Resources Defense Council (NRDC), the American Gas Association
(AGA) and the ACEEE have recently adopted a Joint Statement noting that traditional rate
structures often act as disincentives for natural gas utilities to aggressively encourage their
customers to use less gas. Therefore, the NRDC, AGA, and the ACEEE have urged public utility
commissions to align the interests of consumers, utility shareholders, and society as a whole by
encouraging conservation. Among the mechanisms supported by these groups are the use of
automatic rate true-ups to ensure that a utility’s opportunity to recover authorized fixed costs is not
held hostage to fluctuations in retail gas sales; now therefore be it

RESOLVED, That the Board of Directors of the National Association of Regulatory Utility
Commissioners (NARUC), convened in its 2004 Summer Meetings in Salt Lake City, Utah,
encourages State commissions and other policy makers to support the expansion of natural gas
energy efficiency programs and electric energy efficiency programs, including those designed to
promote consumer education, weatherization, and the use of high-efficiency appliances, where
economic, and to address regulatory incentives to address inefficient use of gas and electricity; and
be it further

RESOLVED, That the Board of Directors of the NARUC, encourages State and Federal policy
makers to: (i) review and upgrade the energy efficiency standards for buildings and appliances,
where economic, to ensure these standards remain valid under potentially higher energy prices, and
(ii) promote the use of high-efficiency consumer products, where economic, including advanced
building materials, Energy Star appliances, and energy “smart” metering and information control
devices; and be it further

RESOLVED, That Board of Directors of NARUC encourages State Commissions to review and
“consider the recommendations contained in the enclosed Joint Statement of the American Gas
Association, the Natural Resources Defense Council, and the American Council for an Energy-
Efficient Economy; and be it further

RESOLVED, That the Board of Directors of the NARUC recognizes that the best approach
towards promoting gas energy efficiency programs and electric energy efficiency programs for any
single utility, State or region may likely depend on local issues, preferences and conditions.

Sponsored by the NARUC Natural Gas Task Force, Committee on Gas, Committee on Consumer
Affairs, Committee on Electricity, and Committee on Energy Resources and the Environment
Adopted by the NARUC Board of Directors July 14, 2004
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