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Decision No. __ 7...;;5_3_9_3 ___ _ 

BEFORE THE POBLIC 'O'I'ILI'rIES COMMISSION OF THE STATE OF CALIFORNIA 

In the Matter of the Applieation 
of 

'I'BE PACIFIC TELEPHONE ANt> 
TELEGRAPH COMPANY, a corporation, 

for an order authorizing it Ca) 
to issue and sell $165,000,000 
principal ~unt of Thirty-Five 
Year % Debentures due 
July 1, 2003, (b) to exeeut~ and 
deliver an Indenture t~ be dated 
July 1, 1968, and Ce} to eo 
equity' financing in the amount 
of approximately $165,000,000 
by the offering of common shares 
for sUbscription and sale for 
cash ,to the holders of its 
common ~d preferred shares. 

, ." 1 

Arthur T. Georc~, for applicant. 

Application No. SOlOS 
Second Supplemental 

Filed December 27, 1968 

William"c.~ Taylor, Deputy City Attorney, and. 
Robert"R,·Laughead, Rate Engineer, for City 
and County of San Francisco, interested party. 

Heetor Anninos and Leonard L. Snaider, Counsel~ " 
for the Commission staff. 

The Pacific Telephone and Telegraph Company seeks an 

order of the Commission authorizing it to offer 8,215,995 addi-

tional shares of its common stock, for sub=cription ana sale for 

cash at $19 pcr share, to the holders of its eommon and preferred 

sharos on the basis of one common share for o~eh sixteen outs,tanding 
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common shares havin~ a par value of $14-2/7 each, and scven common 

shares for each sixteen outstanaing preferred shares havinq a par 

value of $100 each_ 

After due notice, a public hearing on the second 

supplemental application filed in this proceeding was hela in 

San Francisco on January 20 and 21, 1969, before Commissioner 

Gatov and Examl,ncr Fraser with Cormnissioner l'I'J.Orricsey in attendallee 

on the first day and Commi~=ion¢r Symons in attendance on Doth days. 

A1thou9h some cros~-ex~ination que~tions implic~ an opposition to 

applicant's present request, no party appeared as a protestant. 

Staff counsel took the position that the issue of equity should :be 

aenied but that if the Commission were disposed to authorize it, 

it should be on terms permitting tot more than 10% underpricing... At 

the close of the he~ring the matter was taken under submission 

sUbject to the filing of briefs which have been received within 

theroquired time limitations. 

By Orderin9' Paragraph No. 8 of Decision No. 74389, dated 

July 9, 1968, in the above-entitled matter, subject to the filin9' 

of a supplemental application by applicant and a sUbsequent 

d~termination by supplemental order thereon, all pcrtainins to the 

precise number of shares of stock to bc offered, the price at which 

the shares are to bc offered, and other terms and conditions of 

the offer, the Commic=ion authorized the company to offer not 

QXecedin~ $,763,728 additional common sllarca xor sUbscription and 
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sale for cash to the holders of its common and preferred shares to 
. ' 

realize approximately $165,000,000 in proceeds. 

Upon extending the expiration date of the contingent 

authorization from December 1, 1963 to June 1, 1969, 'the Commission, 

by Decision No~ 75083, dated December 10, 1965, in the above-entitled 

matter, imposed a condition that "At the hearing on the contemplated 
, .. 

supplemental application, applicant shall present evidence to justify 

continuance of authorization to issue approximately $165,000,000 in 

common equity, based upon financial conditions current at the time 

of such hearin9'.1t 

The second supplemental application now under considera-

tion constitutes the filing contemplated by said Decisions 

Nos. 74389 and 75083. Assuming a full subscription, the proposed 

offering of 8,215,995 shares of common stock at a price of $19 per 

share would result in proceeds of $156,l03~905.. 'rhe S,215;S9S 

number for the additional shares is computed by adding seven-

sixteenths of the 820~000 outstanding shares of preferred stock, 
. . " 

or 358,750, to one-sixteenth of the 125~7l5~921 outstanding shares 

of common stock, or 7 ,a57 ,245 whole shares: 'the $19 priee exceeds 

the $18.53 book value of the company'-s common shares as of 

November 30~ 1968. 

With regard to Condition No; 2 of second Supplemental 

Order (Decision No. 75083, dated December 10, 1968), on the 

s\1bject of financia.1 conditions current at the time of this heari%l9', 
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a~~icant·s witn~ss testified that chan~cd circumstances did not 

justify withdrawal of authorization to issue common equity in that 

the market for d~bt capital is tiSht: interest costs'are higher 
. .' 

than they were- in mid";'196S~and that the market for equity 

seeurities continues to be strong_ 

The proposed offering price represents a l~~ under­

pricing when compared wi~ the market price oZ $23 per share at 

the time appiicant~s,Board of-Directors arrived at the $19 per 

share price on Deeember 27: 1968. Although said market price has 

continued to range around $23 per share, it is impossible to predict 

what the market price will be on the aetual offerin~ date. Con-

sidcring that a l~~ underpricing is regarded as proper for an 

underwritten offerin~, together with the absence of a substantial 

underwriters' eompensation in eonnectionwith the offering under 

present consideration, and unpredictable £luct~tions in the 

mar!~et price, the testimony of applieant I s witness is convincing 

where he said the following: 

"Basically the purpose of \l%lderpricing i:; to assure 
the sale of practically all of the offered shares. 
By'underpricing, we try to offset the pressure on 
~r1~ct pricc whieh may be caused by the new shares 
coming into the market. Also, we underpriee 
beeausc of the possibility of a market decline 
during the offerins period. Obviously ~harc­
holders will not sUbscribe to the new shares if 
they can buy tl,'lem in the marlcet at a lower price. 
Thcn, by underpricing, "'lIe try to provide a­
sufficient rights value so that shareholders who 
do not wish to ~ubser~ will sell their ri$hts 
and make them available to others who will 
sUb:zcribe." ('!r. 236-237.) 

- 4 -



e 
A.50105-S MM 

Regardless of wheth~r or not the offering price is 

closer to the market price, the proposed financing will have no 

effect on the applicant's rates. The total amount of invested 

capital, irrcspective of the number of outstanding shares of 

capital stock, is the factor to be considered. 

The cross-examination and the brief ~y the commission 

staff counsel (supported by both the Attorney General and the 

Attorney for the City and County of San Franci::c:o) pertained in 

part to applicant's unusually low debt ratio. 

'fI7e stated in Decision No.. 7438S that the applicant's 

conservative capital strueture will not result in bigher rates to 

its s'tWscribers.. This latter is true, of course,. only to the 

extent ~~is Commission disall~ls the additional expenses of equity 

fi~ing in future rate proceedings. Applicant's low leveragc 

policy results in dilution of shareholders' earnings ~d the 

Commission may well find it nccessa~ to impute a debt ratio for 

rat~makin9' purposes to assure tllat stibscribers do not assume the 

burden of an unnecessarily conservative capital structure. 

We affirm Findin$s Nos. 22 through 27, inclusive, of 

Decision No. 7438~, and after consideration the commission further 

finds that: 

1. The terms and conditions of the proposed common stoele 
offering are reasonable. 

2. Current financial conditions justify continuance of 
authorization for applicant to .i~~~ approxiXllZltcly 
$165,000,000 i~ common equity. 
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5. 

The proposed common stock issue is for a proper 
purpose" 

Applicant has need for funds from external 
sources for the p~se set forth in this 
proeecdin9-

The money, pro?erty or lahor to be procured or 
paid for by the issue of the co~~on stock herein 
authorized is reasonably required for the purpose 
specified herein, ~nd such p~po~e is not, in 
wbcle or in part, rcasontibly chargeable to 
oper~tins expenses or to income. 

On the basis of the foregoin~ findings we conclucle that 

the second supplc~ental application should be granted. In issuing 

our order herein, we place applicant and its shareholders on 

notice that we do not rcqard the ntll'llber of shares outstanding, the 

total pa.r value of the shares nor the dividends paid as measuring 

~~e return applicant should be allowed to earn on its investment 

in plant and that the authorization herein granted is not to be 

construed as a finding of the value of applicant's stock or 

properties nor as-indicative of amounts to be included in 

proceedings for the determination of just and reasonable rates. 

THIRD SUPPLEr·reNTAL O:IDER 

IT IS ORDERED that: 

1. The Pacific Telephone and Telegraph Company may 

offer 3,215,995' a.dditional shares of its common stock" for s~ 

scription ane sale for cash at the price of $19 per share, to the 

holders of its common and preferred shares in the proportion of one 
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common share for each sixteen o~tanding common shares and seven 

common shares for each sixteen outstanding preferred shares held 

by each shareholder of record on its stock books at the close of 

business on a date fixed, or to be fixed, by its Board of Directors. 

2. The Pacific Telephone and Telegraph Company may issue 

warrants evidencing the right to sUbscribe for the additional 

common shares to be offered pursuant to Ordering P~r~graph No. 1 

hereof. 

3. The Pacific Telephone and Telegraph COmpany may issue 

and sell at the price of $19 per share such portion of said 

8,215,995 additional shares of its common stock as shall be 

sUbscr£bcd for pursuant to the exercise of s~id warrants. 

4_ Upon receipt of properly executed sUbscriptions and 

the nQCess~ry funds, The :toacific Telephone and 'l'el~raph Company 

may issue certificates for the appropriate number of shares of 

common stock herein authorized. 

5. ~Tithin thirty Clays after the closing eate of sub­

scriptions for the shares of stock herein authorized to be issuoa, 

The Pacific Telephone and Telograph Company shall file with the 

Commission a report showing the number of shares of stock sub­

scribed for by American Telephone and Telegraph Comp~~y, the number 

of shares of stock subscribed for by others, and the consideration 

received. Such statement shall be filed in lieu of a report, or 

r~rts, under General Order No. 24-S. 
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G. 'nle Pacific: Telephone and Telegraph Company shall 

usc the proc:eeds to be derived from ~~e issuanee and sale of said 

stoek to reimburse, so far as possible, its trcas~ for funds 

expended as set forth in this proceeding. 

7. As soon as available, The pacific: Telephone and 

Tele~raph Company shall file with the Commiszion three c:opies of 

its prospectus relating to the common stock herein authorized. 

s. The effcc:tive date of this order is the date hereof, 

Any authority herein sranted will expire if not exerc:ised on or 

before June 1, 1965. 
$a.Q Fr:I..'le!~ Datce at _________________________________ , California, 

. /-d. . 
this _'t' _____ day of _______ --l~ ... ~;...,..:.r;.:.,~~ __________ , 1969 • 

. . .,. 
" .. .,.. . 21" . . '" :. . .. ,"" ,-. ...... ,. , :; .:.;", 

:-

! V ~ " - ... " f ~~....., '. ' 
~~ ... -~ 

.. -- . '&>7~ . . . 
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COMMISSIONER FRED P. MOP1USS~ DISSENTING 

I dissent. 

I would refer to my dissen~ of July 16, 1968 in 

Decision No. 74389 dated July 9, 1968. The circumstances, 

uncer~ainties and delays accompanying ~e prcscn~ supplemental 

application and decision merely reinforce my argumen~s of 

July 16, 1968 on the inadequacies of this Commissionfs 

procedures for considering financing catters. 

San Francisco, cal~fornia 

t'I.areh 4, 1969 



Decision No. 75393 

BEFO~ mE PUBLIC U'I'ILlnES COMMISSION OF THE STATE OF C/.LIFCRNIA 

In the Matter of the Application of ) 
'I'RZ PACIFIC TELEPHONE P:ND TELEGRAPH ~ 
CO~f.P~iY', a eo~ration, for an order 
2;Ut'horizing it: (a) to issue :mel sell 
~lGS,OCO,OOO principal amount of 
Thirty-Five Yea%' % DebC:::l.t".lres due ) 
July 1, 2003, (b) to execute and ) 
deliver an Indenture to be ~ted ) 
July 1;. lSSS, .anc7. (c) to do e~'.lity ) 
financj.l'\g in t~ .. ~ P..tOO'.m.t of rJ')~'~cxi... ) 
molt ely $165, ceo) OCloj oy the ol::Cc.r.i:~g ) 
of COXIUlJO'.o. shares fo: sub~ript:.ic,~ ~d ) 
sale fo~ cash to the holelers of its 
common and preferred shares. 

Applica.t.iou !-lo. 50105 
Second Sup?le.t::ental 

Filed December 27, 1968 

OrSSENTING OPINION OF COMMISSIONER G~~CV 

I dissent. 

I would firs't corcmen~ on the failure of the Pacific Company 

to meet the burden of proof plaeed upon it by Decision No. 75083, 

ren.dered December 10, 1968, which granted ?acific's second request 

to extend the expiration date for the issue of equity first author­

ized in Decision No. 74389, rendered July S, 1968. Because the 

record was stale, the Coxm:nission imposed the condition that Pacific: 

ft ••• justify the economic propriety of cOmD:lOn equity 
financing as opposed to an.y other method, based upon 
fitl4Xl.cial conditions current at the time of hearing • • 

To me this condition clearly re~:ed that Pacific present evidence 

to justify the issue of equity as opposed to the issue of debt, and 

therefore made necessary an investigation into applieant's debt­

equity ratio. '!he Pacific witness, in his prepared testimony, pur­

ported. to meet this burden of proof by answering trAO questions with 

the bare conclusion that "there had been no changes in market condi­

tions which would juscify a change £rom the proposed equity issue. 

l. 



Such evidence is totally inadequate and was unresponsive to the 

Commission's direetive in Dee1sic:o. No. 750Z3 • ... '. 

rae issue of 8)215,995 additional shares of common s~oek 

will dilute the per share earnings of all outstanc1itlg common stock, 

as well as return on equity.. Pacific's wit:ness staecd in fact that 

per share dilution would be five to six cents. :.'-:" 

Pacific has professed deep concern and ~ympathy for its 10 

percent mnority of common shareholders, both in this proceeding and 

in the rate proeeeding. Ie is claimed that shareholders are desen­

ing of an increase in the $1.20 di'V'idend, in effect now for seven 

years. In the 1968 report to shareholders, for example, Pacific 

decries its 90 percent payout ratio, a:c.d states that the solution 

lies in higher earnings per common share which, unfortunately, the 

Commission declined to provide for in the rate proceeding. Pacific 

obviously does not advise its shareholders of the earnings c1ilution 

it creates with new common share issues. The solution for the 

minority shareholders appears ~o lie in their ability to impel 

m.an.agement to increase the debt ratio. The shareholders Catmot 

loolt to the ratepayers to bail them out from this penalty imposed on 

them by their management's unrealistic .and improvident choice of 

capital seru.c:ture. 
I • 

'!he majority decision, having concluded that Pacific met its 

burden of proving that an equity issue rather than debt financing 

is jus~ified at this time, proceeds to accept without qualification 

the terms proposed by Pa.eifie. At a $19.00 per share offering price, 

the underpricing below the $23.00 market price on the date of the 

meeting of Pacific's Board of Directors ClmOtlllts to an overly 

generous 17.4 percent. I would have authorized an underpricing of 

about 10 percent. !he record indicates that other utilities in and 

out of California regularly dispose of shares preemptively for dis­

counts of 10 percent or less, even v.i.thoue the assurance of a 

2. 
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corporate puent standing ready eo eake 90 percent of the new 

offering. the purpose of the statement in the majority opinion 

that a 10 percent underpricing is proper for an underwr1. tten offer 

is beyond my comprehension. 

Pacific's witness stated: 

''Basically 'the purpose of underpricing is to 
assure the sale of practically all of the offered 
shares." 

Whereas the expenses of an underw1rirlg qui te obviously affect 'Che 

amount of money that the utility will realize in a stock offering, 

it is equally clear they do not affect the price, attractiveness 

and salability of the offer.. If the Commission is c11sposed eo pro­

vide a substantial underpricing to protect the company and the 

shareholder from a possible decline in market price dur1ng the 

offe%:1ng period, it should also express concern for the even1:U4lity 

of the equally likely possibility that the market price will rise 

during the offering period, thus increasing the already generous 

underpricing. This CoDlJlission' s obligation to ratepayers, as well 

as to shareholders, should have required tilat any authorization of 

a preemptive issue provide for a subSCription price not to exceed 

90 percent of the closing price on the New York Stock Exch.a:c.ge on 

the day preceding the date the Board of .Dir,ec tors meet. '!'he Board 

should then meet on a date immediately preceding the offertng 

period. Sueh a procedure should adequately protec t both ratepa.yers 

and shareholders. 

As the majority suggests, I believe the time has eome 

when rate making for this applicant should be on the basis of an 

imputed debt ratio. 

San Franciseo, California 
Mareh 5, 1969 .. 


