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Upon comparison of the two deprecistion metbods, BLVG and ELG, two
ipportant points can be poted. The first point is that both the SLVG and
ELG methods produce cumulative depreciation accruals which exceed cumulative -
retirements in each year of the group’a expected life. In other words, at
no point in time ia the walue of cusulstive retirementa greater than the
value of cumulative accrusls. Jt also can be seen that the pattern of
cumsulative sccrusls produced by the SLVG method more closely matches the
pattern of cumulstive retirements than does the pattern of accrusls produced
by the ELG method, although both methods produce cumulative accruals which
exceed retirements by a substantial margin in early yesrs. As indicated
previously, capital consumption includes more than retirements alope. But,
becsuse Do basis exists for estimating the effects which other factors have
- upon capital wvalue, it is jmpossidble to comclude that either SLVG or ELG
produces an accurate estipate of capital consumption.

The second important point to mote is that both SLVG and ELG provide
for the full recovery of capital over the expected life of the investment.
The ELG wethod, however, provides for a larger proportion of capital to be
recovered in the early years of an investment's expected life. In other
words, ELG accelerates the recovery of capital relative to the conventional
SLVG method.

Since both ELC and SLVG provide for full cspital recovery over the life
of a group of assets, and since neither metbod pecessarily produces a valid
estimate of the cost of providing telephone service, the selection of one
method over the other may be viewed as a qQuestion of equity. The present
. method (SLVG) has been viewed for many years as being fair both to the
. Company and to state ratepayers. The Company's ELG proposal would tip the
" equity balance in favor of the Company by increasing depreciation charges at
"8 time when, in tbe Autherity's opinicn, po such advantage is pecessary.

a

ii. Fipancing Requirements

The second point raised by the Company ip support of ELG is that it
reduces external financipg requirements by enhancing tbe Company's cash
flow. While this may be true, tbe Autbority must consider two additionmsl
peints. First, it is well settled that the purpose of depreciation in a
regulatory context is to recoker investor capital and not to provide a pool
of capital for reinvestment (Federal Power Commission vs. Hope National Gas
Co., 320 U.S. 591, 607 [1944]. Accordingly, the Authority is under no
Esh‘ntion to change depreciation practices because of anticipated capital
requirements. "

Second, while tbe reduction of external fipancial requirements wmay
lower the Company's marginal cost of capital, a question arises as to
whether or pot ratepayers weuld be better off under » system of bigher
depreciation charges and lower interest costs than they are under the pre-
sent structure. This is » difficult empirical question which the Company
has maot addressed, and whith cannot be answered from this record.

For the above ressons, the Authority will not approve the Company's
proposal to use ELG methodology to calculate intrastate depreciation expen-
ses. This results in 8 $§1,745,000 reduction in operating expenses from that
proposed by the Company.
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12. Mapagement Employee Discounts

The DCC took the position that discounted or free telepbone service o

should not be provided to employees as part of their approved compensation.
The DCC claimed that the Autbority sbould direct the Company to discontisue
this practice for management employees and no longer allow any discounts as
above-the-line expenses.

The Company position is tbet this is only one itea within s total
compensation package thst bss a long bistory throughout the telepbone in-
dustry and has been approved by the Autbority io all recent telepbone rate
cases. Additiopally, it claims that to replace this compensation with some
otber form, such as monetary compensation, would increase the cost to rate-
payers.

The total compensation package, including discounted service, to the
Company's employees is found to be reasopable, as adjusted. Once that is
found to be true, the Company claim regarding some alternate form of compen~
sation becomes wvalid. We therefore will pot order any revision inp the
treatment of discounted service to employees as an acceptable operating
expense. :

13.  Allocation of Expenses to Regulated Business

. Whepever a 7regulated public wutility company engages in unregulated
pon-utility activities, there is a possibility of the regulated business
subsidizing the unregulated. This would be unfair not only to competitors
but alsoc to ratepayers, and the Autbority intends to exercise strict over-
sight responsibilities to ensure that the costs of unregulated activities
sre properly segregated from those cbargeable to ratepayers, and to require
the Company to do wbatever is determined to be necessary to ensure that that
is the case.

E. Rate of Return

In addition to determining with s minimum of uncertainty the level of
operating costs that the Compsoy may be expected to sustain over thbe period
when the proposed rates would be effective, the Authority must also make
reasonable provision for the cost of capital that is invested in plant serv-
ing the public. Criteria for this cost of capital provision are contained
in the language of the United States Supreme Court ip Federal Power Commis-
sion vs. Hope Natural Gas Company, 320 U.S. 591; 881 ed. 333, which requires
a level of revenues that will ensble the Company to operate successfully, to
maintain its fipancial iotegrity, to sttract capital and to compensate its
investors for the risks assumed. Furthermore, the Autbhority is bound by
Section 16-19e(a)(4) of the Conmecticut Geperal Statutes of which states:

"that the level and structure of rates [must] be sufficient, but -
no more than sufficient, to allow public service companies to
cover their operating snd capital cost, to attract needed capital
and to maintain their fimamcial iptegrity, and yet provide appro-
priate protection to the relevant public interest, both existing
snd foreseeable.....”
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To determine a return op rate base that meets the Company's cost of
capital requirement, it is pecessary first to determine the appropriate
capital structure for the Company from which the costs of each of its com-
ponents (debt, preferred stock, common stock, etc.) can be ascertained.
Tbese component costs are then averaged, weighting each component by its
proportion in the Company's capital structure. The return on rate base fs.

;hen calculated by sultiplying this rzate of return by the Company's rste
ase.

1. Capital Structure

The Company's position is presented below in its pro forms capital
structure as of Decemdber 31, 1981 (Schedule D-1).

Percent
Class _of Capital Anount Total
Short Term Debt $ 42,112 3.0%
Long Term Debt 575,000 40.6
Preferred Stock 72,250 5.1
Common Equity 727,595 51.3

Jotal ' 51.313,557

Since tbe Company is not requesting that we look to s forward looking
capital structure including proposed security offerings which might be
issued during the period when tbese requested rates would be in effect, and
since by the Company's testimony the probabilities of future financial
» offerings during that period are relatively low, we are reluctant to use a
. projected capital structure. Tbe Company also pointed out that the most
current capital structure was not ss representative as the year end. There-
fore for ratemaking purposes the Authority accepts the Company's proposed
capital structure.

2. Cost of Short Term Debt

There is abundant testimony in the record to support the contenticn
that short term interest rates are extremely difficult to forecast -~ let
alope to forecast with precise accuracy.

The Company's witvess, Dr. Brigham, advocated that 12.5%% would be
appropriate, while tbe DCC's expert, Dr. Johnson, urged 11.00% as more
realistic. In the Authority's judgment, tbe calendar of beavy future bor-
rowing op the part of the Federal Govermment, plus the fact that real rates
of interest are still wery high by historical stsndards tends to argue that
the appropriate interest level would indeed rup to at least 12.0%.

Ioterest rates have been dropping dramatically as the Federal Reserve
seeks to bolster a recessionary economy; thus, despite the Adninistration's
avowed priority on fightipg inflation, there is every likelibood of s com-
promise which in practice will tend to exert upward pressure on interest
Tates.

3. Cost of Loog Term Debt

The Autbority accepts the Company’s proposed cost of long term debt at
8.79%.
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&, Cost of Preferred Stock

The Authority sccepts the Company's cost of preferred stock at 8.15%.

3. Cost of Common Equity

Both Dr. Brigham and Mr. Rimgworth, for the Company, relied on two
setholodogies develop their recommended return on equity (ROE): the Dis-
counted Cash Flow (DCF) and the Risk Premium (RP). Dr. Brigham first re-
commended an ROE renge of 17.5% to 19.1% then updated it to 17.3% to 18.9%.
Mr. Himsworth's recommended ROE range st cross-exsmination September 8, 1982
was 18,0%-19.0%. The Company requested an ROE of 18.3%.

Dr. Ben Johnson, for the DCC, recommended ROEs stemming from the Com-
parable Earnings, Market {(Earnings/ Price), and DCF approaches. He de-
veloped ROE ranges of 12.75% to 13.75% and 14.3% - 16.9%. His recommended
ROE was 14.75%.

Risk Premium - The basis of this approach is that the investor's re-
quired rate of return, theoretically, can be divided into two parts: the
risk ~ free rate of interest and a premium to compensate the investor for
taking risks inberent in the security. One estimate of this requirement is
the difference between the annual rate of return investors bave realized in
such holdings and the rate of return they have realized from holdings of
long term U.S. Government bonds during the same time. Dr. Brighanm's
analysis determined that the risk premium of an average large industria)l
company, such as those in the Dow Jones Index, is today in the &4.5% - 6.0%
range. At this point he made the sssumption that SNETCO stock was as risky
as the average Dow Jones stock. He then applied that risk premium to the
12.2% risk-free proxy yield predicted on the two year futures market for
long term U.S. Treasury Bonds, developing a barebenes ROE range of 16.70% -
18.2%. Tbe final range includes flotation cost and market pressure adjust-
ments of 60 b’sis points for an estimated ROE of 17.3% ~ 18.8%.

Instead of using the Long Term Treasury bonds as & “"risk free" sur-
rogate, Mr. Himsworth used long term double A utility bond yields (14.5) at
cross-examination 9/8/82). He developed a risk premium of 200 ~ 300 basis
points from conversations with institutional investors. Combining these
elements with a 109 market to book adjustment to accommodate financing
costs, bhe arrived at an ROE range of 16.5 - 17.5%.

During cross-examination, Dr. Brigham agreed that the risk-premium ap-
proach, which he utilizes, bas its opponents as well as its proponents.
Both sides are widely represented in regulatory proceedings as well as in
the literature. '

Conceptually and historically, the risk-prezium approach argues that
investors in equity require a premium over the return allowed to long term
secured creditors of a corporation. The justification of this spproach is
that becsuse the obligations to debt-holders must be satisfied before those
to equity holders, there is a risk of nop-payment associated with equity
that is not present with debt. The Authority believes that this particulsr
sethodology bas never had significant relevance in the area of large public
service corporations. The instances in which major public service companies
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have been unable to pay equity dividends are extremely rare. The percejived
advantsge of long term bonds over equity, namely that they pay & fixed
amount over the entire period of the bornd, has proven, at least in wery
recent times, to be & distinct disadvantage. The purchaser of equity cap
reasonably aoticipate thst the dividend and the yield will be adjusted to
reflect upvard economit pressures within the economwy. The debt holder is
forever foreclosed from such adjusteent and therefore bears the burden of
baving the principal value of tke bonds bid down to reflect current require-
ments. JIp retent times government and corporate debt securities have expe-
rienced unprecedented wvolatility asnd the traditions] relationships between
debt and security sarkets bave been seriously straiped.

The Autbority contludes the risk premium approach may be useful ss a
guide in estimating an investor required ROE; however, st this time, little
or po weight should be accorded the risk differential between debt and

equity since the risk premium approach appears to have an inherent upward
bias.

Comparable Larpings - Dr. Jobnson anslyzed the earnings oo average
common equity over 20, 10, 5 and 3 year periods for the Standard and Poor's
400 Industrial index, the Federal Trade Commission's "All manufacturers”
group and the 40 industries reported in Business Week. He also performed the
same pnalysis on eqQuity earned by AJ&T, the independent telephone industry,
Moody's 24 utilities, and the FERC Class A and B electric utilitijes. From
these data he develcped comparative statistics to support his recommen-
dations and concluded that the cost of common equity to SNETCO would be in
the range of 12.75-13.75%.

In tbe Autbority's judgment, the primary difficulty with the comparable
earnings approach is in the selection of comparable companies. In an at-
tempt to overcome this problem, Dr. Johnson elected to include 8 specific
telepbone industry proxy. However, even with telephone companies there are
major differences between companies which make valid comparisons extremely
difficult. The aspproach, likewise, assumes comparable risk between SNETCO
and the proxies and without some adjustment this becomes » major weaskness ia
this aspproach. Dr. Johnson developed ap extensive risk apalysis for pur-
poses of providing thbis adjugteent. The Authority, however, is mot con-
vinced that this effort fully satisfies the requirement. Nevertheless, we
concur with Dr. Johnson that SNETCO equity is pot as risky as the equity of
sn average industrial company.

Aside from the risk adjustment factor this approach is vulnerable from
two other standpoints. First, we are seeking the investor required return
for an ipvestment in SNETCO. Tbis required return is oriented toward some
future period when these rates will be in effect. However, the comparative
approacth is oriented toward a return earned in the past pot a return ye-
Quired in the future. Second, the inclusion of regulated utilities in the
comparison suggests too strongly for our satisfaction the risk of circulasr
reasoning. .

The Authority believes, bowever, that the comparative approach which
DPr. Jobhnson has used is a generally sccepted presentation. Given sppro-
priate recognition to particular shortcomings relative to s given rate
proceeding, this approach makes a» useful contribution, wben combined with
other analytical techniques, toward a better understanding of what the
appropriate ROE should be.
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= Dr. Johnson anaslyzed the pattern of

dividend/price ratios, earnings/ price ratios, and other dsta for SNETCO,

other telepbone utilities and electric and gas utilities. This analysis ~

focused on the 10 year period 1972-1981, the 5 years 1977 - 81, the two
years 1980 = 81, and the 12 msonths ending June 30, 1982. Dr. Johnson con-
cluded that the current cost of equity to SNETCO would be in the range of
14.3 to 16.9%, including a 4 sdjustment to cover issuance costs.

The Earnings-Price (E/P) method is based on the bypothesis that stock
is purcbased for earnings. While stock is purchased for future earnings,
current esrnings are often the most reasonable estimate of future esrmings.
As a result, the ratio of earnings to market price may be accepted as »
peasure of the cost of equity. Investors in common equity capital establish
the cost rate by their assessment of the value of expected future earnings
availadble to them relative to their investsent. Investor expectations of
future earnings are reflected in the price of stock which they are willing
to pay for those earnings.

When the market price exceeds the book value of the stock, the computed
earnings/price ratio understates the cost of equity but when market prices
are below book value, as is the case with SNETCO, the E/P rstio tends to
overstate the cost of equity, and the greater the spread between the market
and book, the greater the extent to which earnings - price ratios overstate
or understate the cost of equity. The Market Approach slsc suffers from the
veaknesses of the comparable earnings methodology--in particular, selection
of comparable cowpanies and comparable risks.

Nevertheless, recognizing the potential for overstating the result by
utilizing the E/P ratio snd the other perceived flavs, we believe that this
approach is conceptually correct and valid when used in conjunction with

- others towvard establishing a "benchmark" parameter encompassing the oppor-
~ tunity cost of capital for SNEICO.

Discounted Cash Flow (DCF) -~ The DCF wmethod, sometimes called the
dividend yield plus growth rate method, is the methodoclogy most widely used
before regulatory sgencies. The methodology recognizes that when investork
buy stocks they expect to receive a total return that comsists of both
dividends and capital gains. In the reduced form of the DCF model, we can
calculate the required return {f we know the dividend yield and the growth
rate the investor expects. The reduced form is sbown below, where K is the
investor required return, P is the market price, D is the dividend and G is
the growth rate.

K=D+g§
F

At the time Dr. Brigham prepared his direct testimony, SNET's stock
sold for $45.00 per share, and the dividend projected for the coming twelve
months was $4.65. This produced a dividend yield of 10.3 percent. The
growth rste st the time was in the range of 6.6 to 8 percent, snd his ICF
calculstion, sdjusted for flotation costs of S4L (60 basis points), produced
a cost of equity in the range of 17.5 to 18.9 percent.
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During ctross-examinstion Dr. Brighsm updated bis prefiled testimony to
reflect the increased stock price. Bince it is now closer to Decesber, when

SNETCO typically increases its dividend, bis dividend expected over the mext -

12 wonths rose to $4.85. The met effect of the stock price and dividend
increases was po cbapge in the yield (10.3%). Dr. Brighsm considered that s
grovth zate of 6.6 to 8 percept was still sppropriste. Summing the dividend
yield, the grovth rate, and the flotation adjustment, produced a current DCF
cost of capital estimate for ENET {n the rapge of 17.5 to 18.9 percent.

At the time Mr. Himsvorth prepsred bhis direct testimony, (June 1982)
SKETCO stock sold for $44.00 per share, and the dividend projected for the
coming twelve months was §4.56. This produced a dividend yield of 10.4%.
The growth rate at the time was 8%, and his DCF calculation, adjusted to a
1.10 market to book value allowance for flotation costs (4% financing, 6%
market pressure and market break) produced a cost of equity of 20.44%. MNr.
Himsworth's flotation cost adjustment would approximate 100 basis points, in
vhich case the result would be 19.4%. '

During Mr. Himsvorth's cross-examination, September 9, 1982, he updated
bis direct testimony to reflect SNETCO stock price uvp to $47.50. For divid-
end purposes he deemed it appropriate to use ope Quarter at the current rate
of $4.56 and three at an expected $4.86. Combipning his dividepd estimates
* with the $47.50 price per share resulted ip a dividend yield ranging from
.. 9.6% to 10.2%. Addipg in the sawe 8% growth rate plus the 100 basis point
.. adjustment resulted in a DCF market return requirement of 18.6% to 195.2%.

Dr. Johnson's DCF analysis and his Market Approach are closely related.
Froz the Market Approach he determined that 13.75% to 16.25% wvas the return
required by investors ip SNETCO's common stock. He likewise determiped that
this was consistent with his discounted casbh flow analysis which showed that
a dividend yield of $.75% to 11.25% and a growth rate of 4.0 to 5.0% were
most likely the true investor perception. Consequently, Dr. Johnson's DCF
snalysis resulted io a 14.3%-16.9% range, including a 4% {flotation cost
adjustment. '

Authority Analysis. For a technical apalysis which assists us in
reaching a {final decision, .we rely primarily upon the DCF approach,
utilizing two different metbods for developing the growth component: first,
relying on dividend, earnings and book value growth rates and second, re-
lying on retention growth.

In both methods, the folloving data were used to develop the yield
component. Sipce the Company filed its rate application, through the close
of the hearipng October 5, 1982, the capital markets - stock and bonds in
particular = bave been experiencing unprecedented gains in both share volume
and price. The DCF methodology generally advocates using a "spot" price.
In this case, however, "blind"” application of this practice would mot be
appropriate. Consequently, we have elected to use the high-lov average of
sarket prices for:

(1) the last 10 market days, September 17 through the 30th;
{2) two months, August 2 - September 30;
(3) 52 weeks through September 30.



' DOCKET WO. 82-04-26 "’ | Page 36

These xesult in the - following pricea respectively: $48.21, $45.75 and
$43.75. The dividend estimste was §4.85. These data produce yields of
10.06%, 10.60% acd 11.09%. _ o

Much more difficult to estimate i3 the growth component of the investor
required weturn. Dr. Drigham used the retention growth model and developed
two growth compopents: (1) based on s series of sssumptions and estimates,
contending that actual historical SNETCO data was not appropriste; sod (2)
based on a consenaus of recent forecasts publisbed by investment analysts.
From these data he concluded that the growth component should be 6%-8%.
Based on conversations with institutional fnvestors Mr. Himsworth concluded
the growth component should be 8%. Dr. Johnson inferred a growth rate
component of 4.0% to 5.0% from his Market Approach.

In the Authority's viev, a better measure of the growth component would
reflect growth ip dividends as well as earnings snd book value. Cash divid-
ends per share are dependent upon the level or rate of earnings per share
and the relative proportion of earpnings which are paid out in the form of
dividends, or alternstively, retained and reinvested to produce future
higher levels of earnings and dividends. Earnings per share are in their
turn dependent on book value per share apd rate of earnings on book value
wvhich over long periods may be considered level. '

Growth in book value per share is tonsidered by some authorities in the
cost of capital area as a better measure of growth to be used within the DCF
formula to determine the capitalization/cost rate of equity particularly in
an original cost jurisdiction such as Conmnecticut. Book value is a leading
ipdicator of growth rate in dividends. ]t provides s reasonable measure of
future cosh flows from both dividends and stock sales. It must, of course,
be appraised in conjunction with trends in dividends and earnings and other
_ non-quantitative factors.

The Authority has developed growth components utilizing dividend,
esrnings, book values and composite growth rates calculated both on a log
linear basis (preferred) and on a compoucd growth rate basis. Compound
growth rates, which Dr. Johnson used, may be misleadipng as to the expected
grovth trend due to variations in values from year to year and because they

ignore the years between the beginning and ending of the sample period,
years wvhich investors surely consider.

In our judgment a better method is to calculate the trend of the
growth. We bhave plotted the actual data for per share dividends, earnings
and book value for 3, 5, and 10 year periods covering 1979-81, 1977-81, and
1972-1981. The "best-fit" (least squares) trend line has been fitted to
dividend, earnings, and book value, and the trend line has been developed
and the growth rates calculated.

In an effort to make the historical data as current as possible (with
only three months remsining in 1982), a 19B2 earnings forecast wss sought
from the Company. The only available figure, however, was the actual SNETCO
first balf earnings of $2.95. From data on the record, four independent
forecasts were developed which indicated that the Company's 1982 earnings
sost likely would be $7.00. The Company's third gquarter was subsequently
received and confirmed the $7.00 figure. The same datas vere then developed

on a 1973-1982 basis. All of these data wvere then analyzed on 8 3, 5, 10
year and overall basis.
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Based on our snalyses, we concluded that s growth component reflecting
dividend growth only would be 6.13%, while one reflecting the total apectrum .
of growth factors would be 4.89%.

Many propopents of the DCF metbodology rely on dividend growth. Dr.
Brigham, bowvever, regards zetention grovth as the most appropriate measure.
In our judgment retention growth is one of the better approaches, but mot
the only approach to use in developiog an estimate of future growth in
dividends. Dr. Brigham, bovever, considers only the most current available
SNET dividend, earning and blook value data. He totally disclaims the use
of bistorical data. Thus, bis apalysis basically reflects a aseries of
assumptions apnd estimates.

In Dr. Brigham's other approach to retention growth he utilized pud-
lished forecasts by finapcial analysts. Without the bepefit of their tes-
timony under cross-examination, it is difficult to ascertain with certaipty
to vhat extent, if apy, their forecasts rely on bistorical data. However,
based on Dr. Brighan's pre-filed testimony, it is difficult to cooclude that

the investment forecasts used by Dr. Brigham do mot use historical data to
some extent.

Virtually without exception, the rate of return experts testifying
before this Authority utilize historical fipancial data ip developing their
growth compenents for the DCF model. The controversy regarding historical
data is pot regardipg its wvalidity por appropriateness, but rather, what
© particular time period to use.

In our judgment the technique of estimating growth expectations must to
" some extent loock at bhistorical data; there is no other lipk to future
. events. But the technique should incorporate s growth indicator which best
represents prospects for dividend growth. Retention growth does this part-
icularly well; earnipgs and dividend growth alone will mot.

The very fact that the DCF methodology implies constant growth means it
is predicting long term dividend growth and not necessarily dividend growth
over a short period. Short term adjustments by management may make divid-
ends grow at a high rate or may require the passing of a dividend. The
growth compopent depends upon the utility's earnings potential and its
payout policy. Tbese in turn depend upon the earnings base or book value of
the utility.

F
-

1f » cospany earns » rate of return ob its equity (r) and retains »
fraction of those earpings (b), then future earnings will grov st a rate of
br (retention rate times return on equity). Assuning the sale of stock at a
market to book vatio of 1.0, book value will increase solely due to re-
tention. A copstant payout ratio will cause dividends to grow at the same
rate. In this instance, grovth measured by earnings, dividends, book value
and retention would bdbe equal. However, because the payout ratio and
earnings are not always stable, problems develop if ope relies upon growth
from earnings or dividends. Growth in earnings experience wide fluctuations
reflecting shifts ip earnings which will pot be expected to continue in the
future. Also, earnings growth rates will capture and comwpound changes in
the pattern of allowed returns on equity. Thus, historical earniogs growth
rates rarely sre indicative of inmvestor expectations. Likewise, dividend
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growth greater than book wvalue growth cannot be expected to coatinue over
the long run. Eventually, with this scepmario, the dividend growth is sus-
tained by a repayment of capital to the investors, not a return on their
capital and is siwilarly inappropriate.

Although growth calculations are generally based on bhistorical pat-
terns, it is important that they are related to current investor growth
expectations. It is also important that in estiesting the growth rate one
considers prospective and not merely historical esrnings.

We developed our retention growth estimate by reviewing SNETCO's growth
in earnings on hook value and its growth in percent retained on a three,
five and ten year basis both entirely historical (1979-81, 77-81, and 72-81)
snd bistorical including a projected earnings growth for 1982 (1980-82,
78-82, 73-82). Average retention growvth was analyzed by specific tiee
period, within the bhistorical/future categories, and overall. In addition,
we focused on a five period analysis again both historical 1976-81 and
bhistorical plus an ‘82 forecast covering 1977-82. In our judgment a reten-
tion growth rate of 5.29% is realistic for purposes of determining sn in-
vestor required rate of returp by the DCF method.

Given a current yield rapge of 10.06%, 10.60% and 11.09% (previously
discussed), a representative yield of 10.58% would be realistic for purposes
of the DCF methodology. Coupling the 10.58% yield with growth factors of
6.13% (dividend), 5.24% (retention) snd 4.B9% (composite) results in "bare-
bones" estimates of 16.71%, 15.87% and 15.47%.

Dr. Brigham allowed transaction costs of 54% ip addition to his bare-
bones estimates, Mr. Himsworth 10%, and Dr. Johnson 4%: We concur that
transaction costs are appropriate to provide sowe fipancing flexibility to
the Company.

However, since SNETCO bas not had a new stock issue in 15 yeasrs the
appropriate transaction cost factor is difficult to develop. To arbitrarily
determine that a 1.10 market to book ratio objective is the determiping
factor (Himsworth), or that a market pressure allowance of 2.5% ss determin-
ed by AT&T experience is applicable (Brigham) is also subject to some ques-
tion. Io Dr. Brigham's judgment a 3-4% adjustment for underwriting expenses
apd fees is appropriate, but no specific support wvas offered ip evidence.
Dr. Johnson contended that 4% is a realistic allowance to provide fipancing
flexibility to the Company, ctonsidering that the relevant data is conjec-
tural and assuming it would be applied to the total equity proportion of
capitalization. In our judgment an adjustment for underwriting expenses and
fees is asppropriate and consideration should be given to market pressure;
bowever, mo allowance should be provided for market break. Since it is
Questiopable that SNETCO will in fact 3issue stock during the period the
approved rates vwill be ip effect, sny adjustment would of necessity apply to
the entire equity portion of capitalization and not be limited to new stock
issues only. The Authority concurs with Dr. Johnson that bis 4% adjustment
to equity is the most appropriate.

Adding the 4% adjustment for financing to the "barebones™ ROE estimates
results in the following range of estimates of investor required returns op

g))!ITCO equity: 17.41% (Dividend G), 16.53% (Retention G), 16.11% (Composite
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All of the preceding effort represents a mathematical attempt to deter-
mine the market's appraisal of the risk of SNETCO's common atock. In the
final analysis, bhowever, the proper rate of return to be allowed this Com-
pany is a matter of expert judgment based both upon mathematics and upod
qualitative factors. Further, the rate of return allowed must be based upon
a consideration of what is just and reasonable, pot only to the Company but
also to its customers.

Based on our appraisal of all the factors affecting the risk of this
Company, including those affected by this Decision, we find that a thorough
snalysis of the metbods and statistical data presented by the parties and

their expert witnesses does not produce a single arithmetically certain
figure for the cost of common equity.

In reaching our decision, we bave considered the effect of various
Authority policies on the quality of the Compapy's earnipgs. We have also
taken into consideration the superior quality of the management of this
Company. We bhave looked at the relative risk of this Company, considering
avards being granted recently to cowparable utilities snd to other non-
. comparable utilities and the return earned by other concerns which compete
in this nation's capital markets. Based on all these factors, the evidence,
. and our own informed judgment, we find a rate of 16.20% on common equity
~ adequately reflects current market tonditions and is sufficient to allow the
: Company to raise needed capital.

6. Overall Rate of Return

The Authority finds an overall fair rate of return for SNETCO to be
12.68%. This return is calculated as follows:

SNETCO Capitalization and Capital Costs

. Weighted
Class of Capital Amount Percentage Cost Cost .
Short Term Debt $ 42,112 3.0% 12.59% ~.38%
Long Term Debtr 575,000 &40.€% 8.79 3.57
Preferred Stock ~ 72,250 5.1 2.15 .42
Common Equity 727,000 51.3 16.20 8.31
Total $1,418,957 100.00% 12.68%

It is our judgment that “the return produced by applying the rate of
12.68% to the rate base found reasonable for the Company will be sufficient
for the Company to operate successfully, maintain its financial integrity,
attract needed capital and compensate its investors for the risk assumed.

F. Curtailment

Bistorically, the Authority bas authorized the Company to establish
rates vhich reflected the phenomenon of "curtailment”; i.e., to give express
recognition to the fact that quantities demanded during the test year would
bave been Jess bad bigher rates actually been jo effect during the test
year.
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The Company's curtailment proposal in this case differed from its last
filing in two significant respects. First, the Compsny provided a compre-

hensive set of cost curtailsent estimates based wupon econometric cost T

models. Second, the Company proposed to use long run curtailment estimates
rather than short run (i.e., test year) estimates as were adopted in the
last case.

Short run curtailsent is an estimate of the net chapnge in costs and
revenues which is likely to occur during & test year period, assuming that
proposed rates had been placed into effect on the first day of the peried.
The long run curtailment concept makes s Quite different sssumption. It
assumes that proposed rates were placed into effect sufficiently prior to
the test year to ensure that all demand snd cost changes induced by the
higher rate levels were fully adopted by the first day of the test year.
Testimony in this case suggests the maxioum period necessary would be about
&-5 years.

Altbhough the policy of the Autbority is to allow known and continuing
changes occurring outside of the test year to be reflected in reveoue re-
Quiresents and rates, the "long run" in this instance is too remote from the
test year to be appropriate for rate case purposes. In asddition, since
recent experience indicates that the Company files » general rate ap-
plication about every two years, long ruc curtailment would span 8 period
which is likely to be longer than the period during which these rates are
likely to be in effect. On the other band, short run curtailment would
essentially cause only one year's worth of estimated demand and cost changes
to be reflected in rates.

An obvious alterpative to the short/long rum curtsilment is s curtail-
ment sllovance which would average out the revenue and cost changes at-
tributable to demand repression over a two year period; i.e., the Company
would recover wmore in the first year and less in the second year, thereby
achieving equilibrium over the two year period. This approach would alse
solve the problem associated with the fact that Local Measured Service is
not anticipated to be avasilable until July, 1983. Essentially, this alteg-
pative would grant the Company approximately one-half of an intermediate-run
(tvo year) pet curtailment estimate.

Despite the fact that the time period uptil the next raste application
is uncertain, the Authority comsiders this intermediate-run apprcach to be
the best altersative svailable and will require the rates filed pursuant teo
this decision to incorporate this curtailement sethodology.

6. Cost Studies

In the context of a rate proceeding, tbe value to the Authority of cost
studies is that they provide a standard against which to evaluate the rea-
sonableness of proposed rate levels. As in past proceedings, the Company
submitted pumerous cost studies which fall under three general headings:
(1) Loog Run Incremental Analyses (LRIA), (2) Fully Distributed Cost (FDC)
studies, and (3) Embedded Direct Cost (EDC) studies. The LRIA is relied
upon by the Company to support rates for competitive services, while the FDC
studies are used to indicate the relative profitability of various service
categories, and the EDC studies are used to indicate the revenue and cost
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relationships for the various classes of exchange service. The concept and
mechsnics of these studies essentially are the same o5 that used in the
previous case. JIo that proceeding, Docket 80-04-18, the Authority directed
the Company to subait marginal cost atudies for st lesst the major service
offerings of the Cowpany. This requirement was to be in sddition to exist-
ing filing requiremepts. The purpose of this additionsl requirement wss to
provide an economic standard against which the Autbority could gauge the
reasonableness of the Compady's rates proposals.

Because rates for private line service in Dockets 77-05-26 and 80-04-18
sppeared to be substantially below embedded cost, the Authority alse
directed the Company to submit results of an embedded private line cost
study. The process used by the Company to estimate these marginal and
esbedded costs generally follows the approach used iz the Company's LRIA
studies. Margipal costs essentially were developed by dividing the esti-
mated five year change in costs by the corresponding change in test year
Quantities. Embedded costs were developed by dividing the total Year ) cost
estipate by total Year 1 quantities. The LRIA process was examined jin
Docket 80-04-18 and found generally to be appropriate.

In the instant proceeding, we find the cost studies, including the new
margioal and embedded studies, to be appropriate for the purposes proffered.
We will, in additiop, continue our requirement that future rate applications

: be accompanied by a full showing of marginal costs for at least the major
. service offerings and egbedded cost studies for private line services.
Tbese studies will be of suitable substance and form to permit an econom-
, ically wvalid comparison to be made between proposed rates and costs, and
~will be ip addition to present filing requirements. '

. B. Rates

1. Pricing Policy

Since the 1930°s, the cornerstone of national telecommunications policy
bas been universal service - that is, rates for basic telephone service set
_ low enough to be affordable by virtually everyone. The low rates were made
possible by subsidies flowing from other than basic services. The goal of
universal service bas now been achieved. Contemporapeous with this achieve-
ment, tbe benign dominance of the Bell System which provided this country
with the world's finest telephont system was being challenged by those who
believed this dominance had been achieved ip violation of anti-trust laws,
From actions taken by federal regulators, competitors, and the Department of
Justice, a mew regulatory and judicially sponsored telecommunications policy
bas emerged. The pew policy will break up the Bell System, open up to
coppetition services formerly provided only by telepbone compadies, and at
the same time free ATET, SNET, and certain other telephone companies to
enter specialized markets for "enhanced services" from which tbey were
formerly barred.

Tbis Autbhority recognizes the inpevitability of tbis deregulating pro-
cess 85 well as the potential benefits of technological advances stimulated
by the change, but remains committed to universal telephone service as an
essential part of our society and economy. We also believe that the tran-
sition to the pew telecommunications environment msust avoid disruptive
changes or increases and must include efforts to inform consumers of the
major changes that will be affecting them and of the reasons for the changes.
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While competition does generally serve to lower prices, it does 30 only
for tbose specific services which are cowpetitive and for which significant
competition exists. In the case of telephone service, the lower rates for
competitive services will msesn lower subsidies to basic exchange and there-
fore bigher basic rates. When the residential customers begin to see and
appreciste some of the effects of this emerging policy, it is possible that

further regulatory, judicial, or legislative actions will be forthcoming to’

alter the otbhervise ipevitable consequences of present policies. Ac-

cordingly a moderate and conservative approsch by this Authority seems only
prudent at this time.

Dr. Alessio, an ecopomist appearing on bebalf of the Company, testified
that economic theory supports directing available subsidies to access
charges as distipguished from usage charges because there are "positive
externslities” associsted with maximizing the number of people who have
access to and can be reached by telephone. Usage charges, be stated, should
be priced at their incremeptal cost so that tbhey will send the proper ec-
onomic sigonals. The usage sensitive pricing that the Company proposed as
Local Measured Service is ip accord witb this ecopomic philosopby. (See
subsection 2 below for further analysis of Local Measured Service.)

Changes in telecommunications policy are also leading to adjustments in
the traditional "value of service” pbilosophy justifying differential rate
levels for business and residential service and for the three exchange
groups. Telephone service which included an unlimited pumber of calls was
aeen as more valusble to business than to residential customers. Across
exchange classifications, flat rate service ip exchanges in which many
telephones could be called toll-free was seen as more valuable than service
in those in which fewer telephones could be reached without a toll charge.
As discussed in subsection 3 below, the Company is now proposing to reduce
somewhat the differentials which cannot be justified on grounds of cost of

‘service.

Another msjor change in pricing will be required if and when customers
are allowed to resell or share telephone service. As a smonopoly supplier of
toll calling services, telephone tompanies offered discounts for large users
through Wide Ares Telephone Service (WATS) and Foreign Exchange (FX) rates.
WATS and FX rates have been structured on an essentially flat rate basis
rather than the measured basis of Message Toll Service. If subscribers to
WATS or FX lines were alloved to resell or share them, the subscribers would
become telephcne company competitors for Message Toll Service revenues.
According to SNET since the FCC has approved interstate resale and sbaring,
a smeasured structure is necessary to aspticipate resale and sharing in
Connecticut. As discussed below, however, the Authority believes that
resale and sharing should contioue to be probibited and that the re-
structuring is therefore unnecessary st this time.

The Authority believes that the changes in pricing policy should be
accomplished as gradually as possible. We agree that the Company's generasl
policy sbhould continue to be that rstes for competitive services are set at
levels which, at » minisum, cover their direct costs, and thereafter, pro-
vide optimum revenue contributions without being disruptive. This policy
will belp to maintain basic telephone service at affordable levels, a goal
to which both the Company and the Autbority are firmly committed.

PrLI
..
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2. local Measured Service

As discussed $n subsection 1 above, the Company 4s proposing, on an
optional basis, a nev usage sensitive pricing structure as a key part of the
changes it believes are necessary to adapt to the pew telecoamunications
eovironment. The proposed service, desigoated as Select-A-Call or Locsl
Measured Service (1N5), would provide basic exchange sccess at a flat,
recurring monthly rate. Usage, however, would be charged according to four
elements: 1) pumber of calls; 2) @duration of call; 3) distance (bome town
or contiguous town); and &) wbether or mot the call is placed during the
peek traffic period. As origipally proposed, the monthly access rate would
be §5.25 for residence service and $14.50 for business, with each home town
call rated at 3¢ for the initial minute and 1¢ for each additional minute,
and contiguous towns rated at 4&¢ for the initisl minute and 1.5¢ for each
additional minute. Off-peak (i.e., evening/pight, weekend, and holiday)
calls would be discounted by 25%. All other calls would be charged ac-
cording to the iptrastate toll rate schedule. '

In the long run, the IMS structure with its separate access and usage
charges would make possible the continustion of low access charges, reduced
by remaining subsidies from competitive services. There are also two short
run benefits. First, according to ecomomic theory, the LMS structure would
send the proper economic signals to ensure that subscribers value each call
at least as highly as the incremental cost of that call. Second, users
would have a fair amount of control over their monthly telepbone bills since
they would be charged for their individual usage and pot according to the

average usage by a diverse user group (i.e., all residential flat rate
subscribers).

The Authority believes that the traditional flat rate service bas
served the public interest wel]l and is generally reluctant to disaggregate
large classes of service. Nor would we approve usage sensitive pricing on a
msndatory basis for the residential user. Nevertheless, we find that there
are compelling ‘reasons for approving the IMS concept on an optional basis
for all customers where available. On snother level, we have serious conec
cerns regarding the detsils of implementing the new rate.

These concerns were fully explored on the record in this case and
involved 1) the ability of customers to wunderstand the proposal and cor-
rectly estimate the bdenefits, if any, that would accrue to them, 2) the
removal of the requirement of Wialing "1" before an intrastate toll call snd
the associated customer perception problems, 3) significant chsnge in local
calling areas for IMS subscribers and the effect on business and trade, and
4) the substantial differential in the ratio proposed between LMS and flat
service, a8 wide "spread" which could pot be justified on a cost basis and
which would have had the effect of unduly and srtificially stimulating users
to change from the flat rate to IMS.

During the hearing, several slternative IMS plans were @iscussed that
renedied some or all of the adbove concerns. The Company ultimately aban-
doned $ts original IMS proposal snd mow favors the modified Select-A-Call
structure shown on Late Filed Exhibit 30, Plan B. This plan would retain
existing excbange boundaries, establish the monthly access charge at $6.25
for residential and §17.25 for business customers, and establish the message
rate at 707 of the montbly flat rate. Usage chbarges would be set on an
exchange rather than town basis as follows:
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Initial Additional
Mipute = = _ Minute
Band 1 - all calls within the same exchange .03 .01
Bsnd 2 - all calls to bordering exchanges
withip current Extended Local (EL) .04 015
ares
Band 3 - all calls to all other exchanges
within current EL ares .05 .02

25% discount B8 p.m. -~ 8 a.n. weekdays, all day weekends and certain
bolidays.

Under this plan IMS would be available in July 1983 for customers
served by Electronic Switching System central offices {approximately
1,075,000 customers). It is estimated that about 60% of the customers would
find this plan economical based on their current usage and it is anticipated
that about 30% would subscribe. (These estimates are based on proposed rate
levels and would change with changes in the approved basic excbange rates.)
We believe this version of LMS will be more understandable to customers. In
addition, as discussed more fully below, we are directing the Company to
inform custowmers of the options available to them, and will allow
residential subscribers to change back from LMS to flat or message service
without cbarge during a ope year trial period. :

For the reasons discussed above, the Authority believes the concept of
an optional usage sensitive local service to be in the public interest. 1In
the short term, present federal polices cited above will exert substantial
price pressures on residential users. Optiopal rates appear to be the best
present apsver to allow residential users to better tailor a rate which
conforms to their respective usage patterns present or future, Maintenance
of a large, almost universal class of flat rate customers would only mar-
ginally reduce the rate to that class in toto if IMS were not allowed. The
Authority's allocation of revenue reductions and modifications of rate
design considerably tempered and modified the Company’'s proposals to provide
for an evolutiopary rather than a revolutionary transition.

With the concerns regarding implementation addressed by the plan shown
in Late Filed Exhibit 30B, the Authority will approve that plan at the rate
levels proposed therein. We intend to mopitor closely the implementation of
IMS and the public response to it.

3. Basic Exchange Service

As discussed above, the Company proposed to depart from the existing
3:1 relationship between business and residence exchange service by in-
creasing business rates $2 for each $1 increase in residence rates.

The current 3:1 relationship is recognized by all parties to bhave been
established without regard to cost. The proposal to reduce this ratio would
produce a more reasonable relationship with cost and further recognizes that
alternatives for business customers to bypass the locsl exchange facilities
are emerging. The DCC suggested a constant 2.7:1 ratio of business to resi-
dence rates. This ratio is very close to the Company's proposal.
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The Company's proposal to increase rates in each exchange classifi-
cation by the same dollar amount would also better align rates with cost.
The 3:) ratio for spportioning the increase between toll and basic service
is also scceptable. ’

The Company proposed to continue the practice started in the last case
by reducing the ratio between the PBX trunk rate and the individual lime
rate from 1.3:1 to 1:1 because of the problems of administering s rate
differential between lines and trunks wbere customer provided equipwent is
used. The Company also proposed to expand the Rotary Bunting charge of
$3.00 per montbh applicable to all lines so equipped to offset this revenue
differential. In that this change represents a ressonadle reassessment of
the value of service relationships between these types of services in light
of the current environment, we consider the proposal scceptable.

As ipdicated above, the Authority is committed to uyniversal telepbope
service. As part of this commitment the Autbority recognizes that universal
service need pot mean uslimited {or flat rate) service and will accordingly
require the Company to investigate the feasibility of providing only meas-
ured rate types of exchange service to business customers. The Company
sbould incorporate the results of this investigation jinto its next rate
filing before this Autbority. ' -

&. Party line Service

The Company proposed to withdravw four-party service and replace it with
two-party service.

Since this service was made obsolete, in many locations there have been
too few customers to provide party line service so that siogle lipe aervice
has been provided at party line rates. In addition, the Company believes
that customer needs for low priced service are better met by existing mes-
sage service or by the proposed Local Measured Service. The Authority
sgrees with this rationale and will allow tbe withdrawal of four-party
service as proposed. We do expect that in response to this approval the
Company will make every effort to ensure that all current four-party
tustomers with more than two parties on their lipe are provided two-party
service as soon as possidle.

5. Loca) Coin Service

In tbhis case, as in Docket B0-D4-1B, the Company proposed to increase
the local coin rate froo 10 cents to 20 cents per call. This proposal is
based largely upon the Company's judgment which, in turp, was influenced by
the results of the LRIA studies which showed negative "contributions" of
both the 10 cent and 20 cent rate. The Company placed little weight upon
marginal cost estimates and pricing efficiency in arriving at its proposal.

The Company provided a nunber of cost figures for coin service. For
its direct case, the Company developed & marginal cost calculation which in-
dicated the cost per call to be 26 cents. This figure essentially reflects
the total change (increase) in local coin costs anticipated to occur over
the Company's 5 year forecast period, divided by the total change (increase)
in local coin messages. The cost figure includes both traffic sensitive and
pop-traffic sensitive costs.




In response to a staff request, the Company provided a "total cost™ es-
timate of 22.8 cents per c¢all. This figure corresponds to s estimste of
21.6 cents per call vhich was developed in the last case.

The Cowmpany also developed estimates of the incremental traffic aen-
sitive cost per local coin message. At s 20 cent coin rate, the incremsental
cost per message is given to be 10.8 cents, and at 10 cents per call, the
incremental cost is 8.4 cents. These figures correspond to an incresental
cost figure of 9 cents per call in the last case.

Altbough the Company's aggregste cost study for local coin service
indicated that the service as a whole is unprofitable, the Company acknow-
ledged that the proposed recurring charge for Semi-Public coin service will
cover fully its embedded pop-traffic sensitive cost, and that a 10 cent
local coin rate would cover the average traffic sensitive cost per call.
Consequently, the problem of cost recovery rests with the provision of
Public Coin service, although the 20 cept rate proposed by the Company would
apply to calls placed from Public as well as Semi-Public pay stations.

The pricing issue bere is whetber or mot the local coin rate should
recover non-traffic sensitive costs as well as traffic sensitive costs. The
Cowpany obviously must recover both cost elements slthough, as an efficiency
and policy matter, it is pot necessary to cover both cost components in the
local coin rate. Clearly the coin rate should recover the usage charge and
the Company's studies indicate that the present 10 cent rate achieves this.
If the rate is increased to recover a greater portion of the revenue short-
fall attributable to non-traffic sensitive costs, the Company's coin cur-
tailment data indicate that a significant reduction in usage would result.
For example, 8 10 cent increase in the coin rate would produce in the aggre-
gete only about 3.7 cents in additional revenue per call because of the
reduction ip usage. Given the relstively high price elasticity of coin
service vis-a-vis the price elasticity for residence and business access, a
more- efficient recovery of non-traffic sensitive coin costs would result
from a relatively slight increase to the access categories. This would be a
permissible practice since both coin service and exchange access presently
are provided by the Coapany on a monopoly basis.

In summary the Authority reaffirms the conclusion it reached on this
issue in the previous general raste increase proceeding, Docket 80-04-18:

The Authority is convinced tbat the highest reasonable utilization
of the existing local coin facilities is in the public interest.
Pursuing this goal will therefore require the balance of the total
costs to provide local coin service (specifically the pon-traffic
sensitive costs) to continue to be recovered through higher rates
for other telephone services.

Although this alternative is far from ideal, maximum use of the
investment in place for local coin service outweighs at present,
in our opinion, apy benefits gained by removing a relstively small
burden from the basic exchange ratepayer, wvho to a large degree is
also the coin telephone user.

(Docket 80-04-18, Decision, pp. 14, 15).
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6. Message Toll Service

The Authority recognizes that uniform increases across the mileage bapd ..
spectrun result in somewhat disproportional increases between short bhaul and
long baul calls. The problem is exacerbated by the fact that a one cent
change in the initial minute charge bas & significantly grester revenue
impact than a corresponding ope cent change ip the additional minute charge.

The policy of allocating the increase in the residual revenue require~
ment o0 8 yatio of 3 to 1, basic exchbange to toll, bas a long bistory in
Connecticut and we find no reason to cbange it in this case. The addition
of 28 pew rate centers and consolidation of the three longest rate mileage
bands would put the total MIS structure in a better position to deal with
inctreasing competition, yet does pot place an undue burdep on apy particular
class of subscriber. Furtbermore, the Authority agrees that, within the MIS
structure, these changes provide a better alignment of charges and costs.

The proposed increases in operator assisted - call surcharges bave the
effect of improving the relatiopsbip of charges to costs. Another advantage
to the proposal regarding these surcharges is to place proportionslly higher
charges oo those calls which represent the greatest collection and verifica-
tion problems. :

;; . The Company proposal to time coin, l;nt-paid toll calls on a one minute
. initial period, the ssme as all other MIS calls, is also reascnable and is
approved. :

The Company also proposed to charge toll calls based on the number of

miputes of conversation time in each discount period. Thus, if a call is

: initiated during ope discount period, and the call extends over into snother

. . period, the billing would reflect the actual miputes in each period. This
is found to be acceptable by the Autherity and is approved.

The Company agreed during tbe bearing that tbe timing of the discount
periods is s proper subject to be reviewed and we will direct that the
Company conduct such 8 review for the next rate case filing. In addition,
the Company sbould ipvestigate the feasibility of fractional mipute billing.

7. Wide Area Telepbone Service

In support of its proposal to restructure dits WATS rates, the Company
pointed out that the FCC bas ordered AT&T to remove probibitions of resale
and sharing from interstate MIS and WATS tariffs. : It argued that removal of
the prohibitions is ibevitable for intrastate limes also. Resellers, the
Company charged, may then subscribe to WATS which is priced lower than MIS
snd resell time on the WATS at a profit, a process known in the utility
vernscular as "cream-skimming."

Resale and sharing §s currently probibited in Conmnecticut, bowever, and
the Company did pot request that this policy be changed. The Authority
believes that resale end sharing should continue to be prohibited in this
state and that therefore there is no need to approve the proposed restruc-
turing. Io recogpition of the Company's need for additional revenues from
WATS service, the Authority spproves an increase in WATS equal in percent-
age to that for MIS.
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8. Yoreign Exchange Service

Foreign Exchange service was proposed to be offered only on 2 message
rate basis for mev customers. The Company proposed that on Japuary 1, 1984
8ll FX lines be converted to measured service. The Cowpany is proposed this
because FX as currently offered would provide an sttractive profit oppor-
tunity to resellers and shsrers since it is primarily a flat rate service
that enables customers to avoid traditional message toll calling. The
Company ¢laimed use of FX facilities ip this masnper would result im a reduc-
tion of revenues to the Company without & proportionate decrease in costs.

Since resale and sharing will continue to be prohibited, conversion of
FX lines to message rate service is unnecessary and the Authority will deny
the Company’s proposals regarding Foreign Exchange service.

9. Private Line Rates

The cost studies performed by the (Company regarding local channels
grouped all local channels, regardless of their use, and did not segregate
those local channels which are used for private line service from the typi-
cal subscriber channel. The intervepor position that the PL channels used
for security alarm services are generally shorter in lengtb, and therefore
should be separated for cost purposes, is valid. The Authority is of the
opinion, however, that this is true of PL local channels in general, and not
limited to those PL channels used for alarm services. Testimony indicated
that PL local channels average 55 to 70% of the length of the average of all
local channels.

The alarm industry also claimed that the Company could reduce its
expenses associated with PL channels by utilizing new technelogies which
they bave as yet not done. Company witnesses responded that they bave
reviewed these new technologies and have made their decisions on the use of
these procedures accordingly. We will direct the Company to submit the
results of whatever reviews or studies of these jtems have already been
performed. .

The Authority bas, in past decisions, limited increases of certain
rates to a maximum percentage in order to avoid unduly disruptive increases
in rates. It is apparent that the 333% increase proposed for Telpak 'C'
service is such an unduly disruptive increase.

In consideration of the above, the Authority will order that the ap-
proved local channel rates be limited to & maximum of 70% of their associ-
ated embedded costs, the Telpak °C' rates will be limited to a 100} in-
crease, and all other private lipe increases will be approved as proposed.

10. Obsolete Secretarial Switchboard Rates

The claim of the Connecticut Association of Telephone Answering Ser-
vices that the proposed increases are disruptive bas considerable merit,
especially given comsideration of the fact that jim the last ¥ste csse,
approximately two years ago, these rates were increased by 50%.
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While we agree that these services sre priced below the level at which
a positive coptribution toward the ryesidual reveoue requirements of the
Company is realized, we feel that an increaase of 100% or more only two years
after ap increase of 50% is excessive. We will therefore spprove the io-
creases in product charges as proposed but order that all monthly rates
associated with these services be increned as proposed except that the

laxznun increase shall be

l . Cable TV Pole Attachment Rates :

After review, we find inappropriate the methodology used ip the 1965
.+ filing which e:t.bl:sbed the existing pole attachment rate. The Cable TV
industry intervenors proposed a metbod of allocating the annual carrying
costs on a per pole basis whbich utilized wvarious factors, including one

which assigned a portion of the usable space to CATV. Thll Iethod wss Quite
similsr to that recommended by RARUC and the FCC.

The Authority is of the opinion that the existing rate bas not been
justified op the record in this case. 1t is apparent that the existing rate
should be decreased, although the CATV industry's proposed metbod of al-
locating the carrying costs, which resulted in & proposed rate of $2.03, bad
aevera) factors which the Authority Questions, and the entire lnthod re-
Quires furtber review by all parties concerned.

_ We will therefore approve a rate for attachnent to poles of §3.60 per
pole per year, pending further review. .

12. Terminal Eguipment

‘ While a 16% increase ip revenues from any particular category of ser-

vice might be considered reasonable, we must look at the facts surrounding
that service. The Dial, Beries and Manual PRX's are sll obsolete systems
vbich are, overall, providipg sn adequate return at currest rates. Present
DCF returns for tbese services are Mapual - 56.2%, Dial ~ 111.2% and
Series - 73.2%. VWhile certain items within these categories warrant in-
creases, overall tbe proposal of the Company is excessive.

Our review of the individual items within the obsolete group indicates
that only the 755 Dial PBX, the NA 100 and tbe NA 40%A should be increased
as proposed. The remainder of the increases proposed for wvarious terminal
equipment items were reviewed and found to be reasonable.

We therefore will approve ipcreases in the obsolete PBX -category as
proposed only for the 755 Dial, NA 100 and NA 40SA apnd deny the remainder.
Furtbhermore, all otber terminal equipment rates proposed are found reason-
sble and will be approved.

13. Multi-element Non-recurring Charpes

The present sulti-element structure and charge levels were found to be
acceptable in the Decision in Docket No. 80-04-1B, issued in November, 1981.
However, the Company bas proposed a few changes which warrant discussion.
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Although the Company's usual practice is to impose sn additiobal charge

to upgrade class of service, we cannot spprove the applic.tiou of the $20 -,

charge to residential subscribers who try the LMS service and then after s
trisl period, decide to change back to flat or message rate service. §ince
the LMS rate is different in structure from the existing locsl rstes, it may
be difficult for customers to determine in advance if IMS will be economical
for them. We believe & one year trial period is reasonable. The $20 charge

a2y be applied to upgrades after the customser bas bad one year of ex-
perience.

We will approve the $40 cbarge for business customers who request
cbanges and direct that it be applied to dovngrading as well as upgrading
services. This is based on the evidence in this case which indicates that a
substantially larger percentage of business customers tban residential
customers would benefit from IMS. Becsuse the risk of s wvrong choice is

small, the imposition of a charge appears appropriate snd salutary to cover
8 legitimate cost.

Tbe application of the Access Line Copnection Charge for instsllation
of a standard petwork interface device on sn existing service is reasonable
unless the service, when originally establisbed, sbould bave bad this device
as part of the Access Lipe Charge paid at that time. Commencing with the
Decision in Docket No. B0-04-18 (reopened) dated 11/12/81, and the provision
of custoper coavenience products, this device was to be included in the
$37.75 Access Line Charge.

With regard to the $20 non-recurring charge for temporary disconnect of
service which was contested by the iptervenmor ConnPIRG, we bave considered
the arguments made on behalf of college students, » group of customers who
frequently request temporary disconnects. We agree thbat it is less costly
for the Company to disconnect service temporarily thap te initiate s new
service. The Company's proposal to reduce the charge from $37.75 (the
charge for a» new service) to $20 is therefore appropriste. Since s tem-
porary discomnect anoses certain costs oo the Company, we cannot agree to
eliminate the non-recurring charge entirely.

The Company's proposal %o charge for a change of pame resulting from
marriage, death or court order would not serve the public interest in ac-
curate telephone listing and is therefore denied. All other proposals
regarding non-recurring charges are scceptable.

14. Charges for Maintenance of Simple Inside Wire

The Company proposed to expand the application of the current §$.80
snd $1.60 rates for maintenance of simple residence and business additional

ingide wire, respectively, to include the maintapance of the primary 1nszde
Vvire.

This proposal would bave no rate impact on the approximstely two-thirds
of the customers who presently pay for maintenance of additional inside
vire. In fact these customers would be receiving more service for their
$.80/81.60 rate since the maintepance of the primary wvire would nov be
included.
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Customers witbout additional ipside wire currently pot paying tbe §.80/
$1.60 ipcrement would see an increase above the basic exchbange rate of this
amoust. .

As it i3 with the current practite, this laintenance charge Uill be op-

tionsl. Customers may choose to éo their own: upuu or luve the Coupny do
it for a fee based on time and saterials.

Since this proposal simplifies the lppl:cat;on of the current fnside
wvire charge, continues the optional] aspects of jpside wire maintepanceé and
relieves the basic excbange rates of tbe burden of covering these costs, the
Authority will approve the Compsny's proposal.

It should be noted that a critical factor in the Author1ty H approval
of tbis charge is its optional pature snd we are therefore concerped ‘that
the Company’'s current billing and information practices do not provide for
the pecessary level of detail to enable customers to be aware of theif op-
tions. Altbougb optional in theory, in practice tbhe offering of inside wire
®aiptensnce is now almost mandatory. In order to provide better inforwdtion
regarding this cbarge, the Authority will require tbe Company to {dentify
this rate element separately on residential customer bills and inform-cus-
tomers of the optional pature of tbe service vis bill inserts. - This® re-
Quirement is more fully discussed in Sec. IV. H. 16, below. Tt

15. Product Charges

_ . A

The increases proposed for these cbarges help to meet the revenue ‘re-
qQuirements for the wvarious services. These services are primarily com-
petitive terminal equipment items and tbis structure serves the Company well

in the increasingly competitive business of communications terminal equip-
ment.

We find these proposed product charges relsonlble and approve them
as proposed. .

16. Information Presented to Customers '

As competition causes ineveasing changes ip telephone rate structures,
consumers can only make intelligent choices if they bave adequate informa-
tion. The Autbority believes the Company sbould adopt a policy of full
disclosure of options availadle to customers- through disaggregatitn’ of
separate rate elements op residential bills, informational bill slip-inms,
information in telephone directories, and service representatives “who
adequately explain the choices available to customers. We do pot believe
that service representatives are providing full information to tustomers st
the present time. Company msnagement should review the situation and take
whatever steps are pecessary to ensure that service xepresentltxves proptriy
isplement the policy of full disclesure.

We are especially concerned that customers be fully informed about the
nev 1IMS rate and about tbe maintepance charge for inside wiring. Details of
tbhe inforwational program are to be determined at a meeting of tbe Company,
DPUC staff, and DCC.
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17. Sale of Rented Terninal Equipmsent

A Cowpany witness testified that SNET is presently developing a plan to o

offer customers the option of purchasing the telephopes they are presently
renting. The plau is expected to be completed during the first quarter of
1983.

We believe it is reasopnable to wait a few months in order to assure the
best possible plap, snd we will order the Company to submit the plan for our
revievw as sooD as it is completed.

18. Termination of Service for Non-payment of Yellow Pages Charges

There is no dispute that the Cowpany may not terminate, or threaten to
terminate, regulated telephone service for failure to pay for yellow pages
advertising as failure to pay for unregulated services, such as yellow pages
advertising, cannot be used as 8 basis for termination of regulated ser-
vices. The Autbhority believes that the Company should epsure that its staff
upderstands this limitation as the unregulated activities increase.

1. Construction Program

The Authority has reviewed the proposed construction program and finds
it basically reasonable and adequate. We are, however, concerned about the
pace of the ESS conversion program, especially with the implementation of
the new 1MS service, which is only available in exchanges served by ESS.

Since the Comwpany originally commenced its planned conversions to ESS,
ever increasing costs, including higher interest rates, bave forced the
Company to extend the projected completiop date. The Authority strongly
urges the Company to accelerate this conversion program and shorten the time
for completion as much as is possible.

With full consideration of the above, we approve the Company's proposed
construction program.

J. Company Management

In the Decision in Docket 80-04-18 concerning this Company we noted our
approval of the quality of management serving corporate and public in-
terests. The impression continues. The regulated activities remain well
snd prudently managed. We expect this to continue. To the extent that
SNETCO is embarking on unregulated endeavors we wish it well. However we
expect no dimunition, digression or dilution of management efforts directed
to regulsted activities.

Advancement of minorities apd women into and within upper management
and officer levels hbas been slov. We believe, however, that this is attri-
butable to the cutback in personnel the Company is presently undergeoing and
the disruption sssociated with deregulation. Once equilibrium is restored,
we expect that management will be able to give more attention to the process
of assuring that women and miporities sre included in the pocl of promising
individuals who are actively sought out, encouraged, trained, and promoted.
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The Autbority will order the Company to submit its Affirmative Action
Plan before the end of January 1983 and annuslly thereafter, and further to - .

report actual results »s of mid-year and year epd. - v
) , pr:
V. FINDINGS OF FACT - TABLE IV R T

1. The test year proposed by the Company for thilt:lig case applicas =rv:
tion is the twelve months ended Decemsber 31, 1981. This test year oi-

is acceptable for purposes of Section 16-1-54, Regulations of
Connecticut State Agencies.

2. The appropriste iptrastate rate base for purposes of thxs rate_

case is §993,205,000. AN deel

o . Lo

3. The Company's present rate of return on intrastate rate base is - ac
less than just, reasopable and adeguate to allow the Company to -7
fulfill its statutory duty to the public. Pl

ko3 - 1)

4. The rate of return op the intrastate rate base the Company would .-ae:
receive under its reqQuested revenue requirement would be more than.. :-¢p
just, reasonable and adequate to enable the Company to provide ;.- r.
properly for the public cobvenience, pecessity and welfare. | ... i‘_-;e‘.

5. The Authority finds that the cost rate of commop equity. for the e
Company is 16.20%, sod sccepts the Company's proposed cost rates Do

for long term debt, short term debt, and preferred stock. When .. ¢

applied to the capital structure proposed by the Company and found
reasobable by the Autbority, the overall rate of return on the
intrastate rate base is 12.68%, ss sbovn below.

5
IR

SNETCO Capitalization and Capital Costs

h

v " Weighted
Class of Capital Percentage Cost Cost *
Short Term Eest 3.0% 12.59% .3B%
lLong Term Debt : 40.6% 8.79 . 3.57
Preferred Stock 5.1 8.15 .42
Common Equity 51.3 16.20 8.3
Total ’ 100.0% _ R 2.68% PV

This overall return represents the mipimum necessary to enable the
Conpany to attract capital at ressonable rates, and to assure con-
tinued, adequate and safe service.

6. A revepue increase of §89,024,000 after curtailment, or. approxi- - i
sately 12.3%, is required to provxde the necessary 12.68% rate of v.: .
return op intrastate rate base.

7. 7The proposed amendment to the applicant's existing schedule of
rates on file is unreasonably discriminstory and more than just,
reasonable apd adequate to epable the Company to provide properly
for the public convepience, mecessity and welfare.

-—
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8. Rates and revenues at the level approved are mot unreascnably dis-
criminatory por more or less than just, reasocnable and adequate to
‘provide properly for the public convenience, necesaity and wel- 7
fare.

9. Table 1V, bdelow, shows the income statesents vhich reflect the
Company's requested revenue requiremept, the results of the
Authority's adjustments and the revenues deeped reasonable by the
Authority.

TABLE 1V
(000 Omitted)
Income Statements Reflecting

Company's

Requested Results Revenue

Revenue of Authority Allowed by

Requirements Adjustments Authority
Operating Revenues $ 1,039,815 $ 1,043,615 $ 1,043,615
Proposed Increase 127,944 127,944 89,024

Total Operating Revenue § 1,167,759 § 1,171,559 $ 1,132,639
Total Operating Expenses g 737,986 724,016 724,016

Net Operating Revenues 29,173 § 447,543 $ 408,623
Total Operating Taxes 243,447 253,045 231,338
Operating Income § 186,326 § 194,498 § 177,285
Other Income (Net) 1,603 539 539
Income fromw Operations § 187,929 § 195,037 § 177,824
Interest Deductions 59,478 59,478 59,478
Net Income § 128,451 § 135,559 § 118,346
Preferred Dividends 5,762 5,762 5,762
Available for Common § 122,689 § 129,797 § 112,584

11. The' Remaining Life method of calculating depreciation will allow
the Cozpany to recover its capital investment without over or
under recovery and will wminimize the risks of capital losses
brought about by technological advances and competition.

12. Both the proposed Equal Life Group and existing Vintage Life
depreciation wmethods provide for full capital recovery, but the
Vintage Life method is fair to both ratepayers and the Company
while the ELG method would increase depreciation charges, unfairly
tipping the balance in favor ¢f the Company.

13. Technological advances and the deregulation of certain aspects of
telephone services, and the entry of telephone companies into
areas from which they were excluded, are baving snd will continue
to bave significant impacts on the pature and cost of monopely
telephone service which will continue to be regulated.

14. The growth of competition in the telephone and telecommunications

industry will tend to reduce the existing "revenue contribution”
or subsidy from competitive services to basic exchange rates,
causing the bdasic rates to rise toward the level of their costs.
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15.

16.

172.

1B.

19.

20.

21.

22.

23.

24.

25.

The copcept of residual pricing of basic exchange rates on the
basis of value of service has led to rate structures wvhich are

Allocating the revenue jincrease on s 2 to 1 ratio for _bu.sinc,u to

residential basic exchinge flat rates and increasing the basic:

exchange rates in each of the three exchange classifications. by
the same dollar amount will tend to move the rates more in line
with their respective costs of service without being disruptive.

The policy goal of universal telephone service has been ;cﬁiéved
snd must be maintesined. Introduction of an optional rate struc-
ture based on usage sensitive pricing, designed with s subsidized

inconsistent with the relative costs of providing the servicea. .-

sccess cbarge and usage charges based on incremental costs, will =

serve the goal of keeping essential telepbone service affordable,-

As approved by this Authority, Local Measured Service will bemefit

those who make fewer snd shorter calls than average.

Subscribers who choose Local Measured Service will bave the same
toll-calling areas as other subscribers to basic exchange service,
will be able to distingish toll calls by the need to dial an
initial 1, and will have Jocal calls priced at significantly lower
levels than toll calls. :

Residential subscribers to Local Measured Service may change to . -

flat or message rate service without charge during a trial period
of a year after subscribing to INS. :

The application of the maintensnce charge to the primary inside

wire, as well as the additional wiring already covered by the
charge, for those who wish the Company to maintain auch wiring,
is a pecessary part of the transition to s less regulated en-
vironment. -
The public interest requires that the Company adopt a policy of
full disclosure of the options pow available to aubscribers with
deregulaticn. Such a policy requires disaggregation of charges on
residential bills, informatjonal bill slip-ins, directory informa-
tion, and service representatives who provide full information to
customers. .

The local coin rate of 10¢ covers the associated traffic-sensitive
costs of each call apd provides the highest reasonable utilization
of the existing local coin facilities; subsidy of non-traffic
sensitive costs from basic exchange rates is therefore ip the
public interest.

Changes in business rate structure vhich may eventually be ;éceiF

sary in the pewv regulatory environment may be disruptive and.

should pot be mandated in sdvance of the need. . o

Contibuation eof the prohibition ip Conpecticut of resale and
sharing removes the need to make disruptive changes in the gtruc-
tures of Foreign Exthange and WATS rates.
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26. JIbp view of the evidence tbat privete line local channels average
55 to 70 percent of the average length of all local channels,

. xates for such cbannels should be 2 maximum of 70% of the as=

sociated embedded costs.

27. 1n order to avoid disruptive incresses, Telpak "C" rates should be
increased po wmore than 100%, and increases for obsolete secre-
tarial switchboard rates should be limited to 50 percent.

2B. As discussed in Section JV.H.]12, above, the proposed increases in
rates for obsolete PBX equipment, with three exceptions, are
excessive and should be denmied.

29. The evidence indicates that CATV pole attachment rates should be
decreased from the present $4.50 per pole per year; pending fur-
ther review of data apnd metbodology, a $3.60 rate is reasonable.

30. Subscribers whose service was installed after November 16, 1981
vere entitled to a standard petwork interface device at the time
service was initiated; if it was pot provided, the Company should
install it upon request and at no additional charge.

31. Reduction of the $37.75 charge for temporary disconnect of service
below the proposed level of $20 is not warranted because of the
costs imposed on the Company by 8 temporary disconnect.

32. It is pot in the public interest to charge for a cbange of name
resulting from marriage, death or court order.

» 33. Acceleration of the construction program to convert central of-
fices to Electronmic Switching Systems would be in the public
interest, especially since IMS will only be available in areas
served by such offices.

Vl. CONCLUSION AND ORDERS .

Based upon the foregoing, the requested revenue increase js denied.

Additional revenue in the amount of $89,024,000 per annum over the
anpnual intrastate revenues received by the Company under present rates and
c¢harges is approved, subject to compliance witbh the following orders:

1. The Company shall file an amended schedule of rates and charges in
conformance vith this Decision and designed to produce the asllowed increase
in annual revenues after curtailment. ‘

2. The Company shall calculate curtailment using the intermediate-run
spproach discussed in Section IV.F., above.

3. The Company shall continue to file with the Department on » mon-
thly basis the rate of return on both the end of the period and average
common equity for the previous 12 sonths,




© DOCKET MO, 82-04=36 - T T T T page 87

L. The Company sball promptly arrange s meeting with DPUC staff,

including a representative of the Consumer Assistance snd lnforsation Dz- -

vision, and the Division of Copsumer Counsel to discuss the Company's plans

to implement its informational program as described in Section IV. ll 16 -
abovwe.

L

S. Compsny management shall take all necessary steps to sssure thnt""‘

their customer representatives and other employees provide full jnformation
to customers and that they properly implement the policy that regulated
service may not be terminated for failure to pay for unregulated services:

6. The Company sball promptly submit to the Authority the results of
sny reviews or studies it has previously completed which deal with new
technologies that could be applied to private lines.

7. As it enters into unregulated activities, the Company sball main-
taip its accounting and financial records ip such a manner that all costs,
capital and operating, related to unregulated business can be properly
identified and disaggregated.

8. Tbe Company shall submit its Affirmative Action Plan -before
the end of Japuary 1983. Further, it shall report actual results
of the Plan as of mid-year and year end.

9. As soon as it is completed, but no later thanm April 1, 1983, the
Company sball submit its plan to sell terminal equipment to custoners uho
are now remtipg it. :

10. Commencing September 1, 1983 pnd bi-monthly thereafter, the Com-
pany shall report to the Autbority the numbers of residential and business
1S subscribers. Compilations shall be provided showing the average bill by
subclass (business and residentiasl) and the apumber of regrades to former
service that bave been requested.

FY

11. In its pext rate filing tbe Company is directed to include:

a. a8 full shoving of marginal costs for st least the major
service of ferings,

b. embedded cost studies for private line services, e

¢. a study of the times for discount periods and approPrxote
discount amounts,

e. the results of. its investigation of the feasibility of pro- -

viding only measured exchange service to business customers.



We bereby direct that potice of the foregoing be given by the Acting
Executive Secretary of this Department by forwarding true and correct copies
of of this document to parties in interest, and due return make.

Dated at Rev Britain, Connecticut, this 17th day of November, 1982.

David J. Harrigan

Marvinp S. Loevwith DEPARTMENT OF PUBLIC UTILITY CONTROL

Thomas H. Fitzpatrick

State of Connecticut )
) s5s. Nev Britain, November 17, 1982
County of Hartford )

I bereby certify that the foregoing is a true and correct copy of
Decision, issue by the Department of Public Utility Contrel, State of Con-
pecticut.

Attest: g'n ’ 2 Pl_: &

Raymond P. McGannon
Actipng Executive Secretary, Department of Public Utility Control
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