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Decision No. 75393

BEFORE TEE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORN;A

In the Matter of the Application
of

THE PACIFIC TELEPHONE AND
TELEGRAPH COMPANY, a corporatien,

for an order authorizing it (a)

to issue and sell $165,000,000 _
principal amount of Thirty-Five Application No. 50105
Year % Debentures due Sccond Supplemental
July 1, 2003, (b) to execute and Filed December 27, 1968
deliver an Iandenture to be dated

July 1, 19268, and (¢) to do

equity financing in the amount

of approximately $165,000,000

by the offering of common shares

for subseription and sale for

cash to the holders of its

common and preferred shares.

-

Arthur T. George, for applicant.

William C.- Taylor, Deputy City Attorney, and
Robert R.. Laughead, Rate Engineex, for City
and County of San Francisco, interested party.

Hector Anninos and Leonard L. Snaider, Counsel,
for the Commission staff.

THIRD SUPPLEMENTAL OPINION

The Pacifi; Telephone and Telegraph Company secks an
order of the Commission authorizing it to offer 8,215,995 addi-
tional shares of its common stock, for subscription and sale for
cash at $19 per share, to the holders of its common and proferred

shares on the basis of one common share for cach sixteen outstanding
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common shares having a par value of $14-2/7 ecach, and seven comummon
shares for cach sixteen outstanding preferred shares having a par
value of $100 each.

Afte? duc notice, a public hearing on the second
supplemental application filed in this proceeding was held in
San Francisco on January 20 and 21, 1969, before Commissioner
Gatov and Examiner Frasexr with Commissioner Morrissey in aﬁtcndance
on the first da§ and Commissioner Symons in atﬁendance on both days.
Although some cr§ss;examination questions implied an opposition to
applicant's present request, no party appeared as a protestant.
Staff counsel took the poscition that the issue of equity should be
denied but that if the Commission were disposed to authorize it,
it should be on terms permitting mot more than 10% underpricing. At
the close 6f the hearing the‘matter was taken under submission
subject to the £iling of briefs which have been received within
the required time limitations. ‘

By Orderineg Paragraph No. 8§ of bccision No. 74289, dated
July 9, 1968; in the above-entitied mattef; subject to the £iling
of a supplémentél application b? applicant and a subsequent
determination by supplement&l order thereon, all pcrtainin§ to the
precise number of shares of stock to be offered, the price at which
the shares are to be offered, and other terms and conditions of

the offer, the Commission authorized the company to offer not

execeding 8,763,728 additional common shares for subseription and
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sale for cash to the holders of its common and prxcferred shares to
realize approximately $165,000,000 in proceeds.

Upon extending the ckpiration date of the contingeht
authorization from December 1, 1962 to June 1, 1969, the Commission,
by Decision No. 75083, dated December 10, 1968, in the above-entitled
matter, imposed a condition that "At the hearing on the contemplated
supplenental application, aﬁplicant shall present evidence to justify
continuance of authorization to issue approximately $165,000,000 in
common equity, based upon finanecial conditions current at the time
of such hearing.”

The second supplemental application now under considera-
tion constitutes the f£iling contemplated by said Decisions
Nos. 74389 and 75083. Assuming a full subscription, the proposcd
offering of 8,215,995 shares of common stock at a price of $19 per
share would result in proceeds of $156,103,905. The 2,215,995
pumber for the additional sharcs is computed by a&ding seven-
sixteenths of the 820,000 outstanding shares of prefexred stock,
or 358,750, to one-sixtcenth of the 125,715,921 outstanding shares

of common stock, or 7,857,245 whole shares. The $19 price exceeds

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

Novembex 30, 1S68.

With regard to Condition No. 2 of Second Supplemental
Ordexr (Decision No. 75083, dated December 10, 1968), on the

subject of financial conditions current at the time of this hearing,
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applicant's witness testified that changed circumstances did not

justify withdrawal of authorization to issue common cquity in that
the market for debt capital is tight:; interest costs are higher
than thpy were in mid41968;=and that the market for equity
securities continues to be strong.

The proposced offexing price représents a 17% under-
pricing when compared with the market price of $23 per share at
the time appiicént;s,Board o£~Direé£ors arfived at the $19 per
share price on December 27, 1968. Althouch said market price has
continued to range around $23 per share, it is inmpossible to predict
what the market price will be on the actual offering date. Con-
sidexing that a 10% underpricing is regarded as proper £for an
underwritten offeoring, together with the absence of a2 substantial
underwriters' compensation in comnection with the offering under
presoent consideratioh, and unpredictable £luctuations in the
market price, the testimony of applicant's witness is convincing
where he said the following:

"Basically the purpose of underpricing is to assure
the sale of practically all of the offered shares.
By underpricing, we try to offset the pressure on
market price which may be caused by the ncw shares
coming into the market. Also, we underprice '
because of the possibility of 2 market decline
during the offering period. Obviously share-
holders will not supscribe to the new shares if
they ¢an buy them in the market at a lower price.
Then, by underpricing, we try to provide 2
sufficient rights value 30 that sharcholders who
do not wish to subscribe will sell their richts
and make them available to others who will
subscribe.” (Tr. 236-237.) '
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Regardless of whether or not the offering price is
¢loser to the market price, the proposed financing will have no
effect on the applicant's rates. The total amount of invested
capital, irzespective of the number of cutstanding shares of
capital stock, is the factor to bhe considered.

The cross—examination and the brief by the Commission
staff counsel (supported by both the Attorncy General and the
Attorney for the City and County of San Franciseo) pertained in
part to applicant’'s unusually low debt ratio.

We stated in Decision No. 743382 that the applicant’'s
conservative capital structure will not rosult in higher rates to
its subscribers. This latter is true, of course, only to the
extent this Commission disallows the additional expenses of ogquity
financing in future rate proceedings. Applicant’s low leverage

policy results in dilution of sharcholders' ecarnings and the

Commission may well find it necessary o impute a dcobt ratio for

rate-making purposes to assure that subsceribers do not assume the
burden of an unnecessarily conservative eapital structure.

We affirm Findings Nos. 22 through 27, inclusive, of
Decision No. 74282, and after consideration the Commission further

- £inds that:

l. The terms and conditions of the proposed common stock
offering are reasonadle.

2. Current financial conditions justify continuance of
authorization for applicant to jssue approximately
$165,000,000 in common egquity.
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The proposed common stock issue is for 2 proper
PuUrpose.

Applicant has nced for funds from external
sources for the purpose set forth in this
proceeding.

The money, property or labor to be procured orx
paid for by the issuc of the common stock herein
authorized is rezsonably required for the purpose
specified herein, and such purpose is not, in
waole or in part, reasondbly chargeadble o
operating expensecs Or €O income.

On the basis of the foregoing findings we conclude that
the second supplemental application should be granted. In issuing
our order herein, we place applicant and its sharcholders on
notice that we do not regard the number ©f shares outstanding, the
total par valuc of the shares nor the dividends paid as measuring
the return applicant should be allowed to carn on its investment
in plant and that the authorization herein granted is not to be
construed as a finding of the value of épplicant's stock or

propertics nor as- indicative of amounts to be included in

proceedings for the determination of just and reasonable rates.

THIRD SUPPLEMENTAL ORDER

IT IS ORDERED that:

1. The Pacific Telephone and Telegraph Company miy

offer 3,215,995 additional shares of its common stock, for sub-

scription and sale for eash at the price of 519 per share, to the

holders of its common and preferred shares in the propertion of one
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common share £or cach sixteen outstanding common shares and seven

common shares for each sixteen outstanding preferred shares held

by each sharcholder 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 Péragraph 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
subseribed for pursuant to the exercise of said warrants.

4. TUpon receipt of properly execcuted subscriptions and
the necessary funds, The Facifie Telephone and Telegraph Company
may issue certificates for the appropriate number of shares of
comnon stock herein authorized.

5. Within thirty days after the closing date of sub--
scriptions for the shares of stock herein authorized to be issued,
The Pacific Telephone and Telegraph Company chall file with the
Commission a report showing the number of shares of stock sub-
scribed for by American Telephone and Telegraph Company, the number
of shares of stock subsecribed for by others, and the comsideration
received. Such statement shall be filed in licu of a report, or

xeports, under Gemeral Order No. 24=3.




A.50105-5 1\,

6. The Pacific Telephone and Telegraph Company shall
use the proceeds to be derived from the issuance and sale of said
3tock to reimburse, so far as possfble) its treasury for funds
expended as set forth in this proceeding.

7. As soon as available, The Pacific Telephone and
Telecraph Company shall file witk the COmmission threce copies of
its prospectus relating to the common stock herein authorized.

8. The cffective date of thisz oxder is the date hereof.
Any authority herein granted will cxpirce if not exercised on or
before June 1, 1962,

Dated at o , California,

4%,
this day of % , 1969,

%//7 /ﬁa’m\g
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COMMISSIONER FRED P. MOPRISSEY DISSENTING

I dissent.

I would refer to my dissent of July 16, 1968 in
Decision No. 74339 dated July 9, 1968. The circumstances,
uncertainties and delays accompanying the present supplemental
application and decision merely reinforce my arguments of
July 16, 1968 on the inadequacies of this Commission's

procedures for considering financing matters.

P

Fred P. Morrissey, Commissioner

San Francisco, California

Maxreh 4, 1969
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Decision No. 75393

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFCRNIA

In the Matter of the Applicatiom of )

THZ PACIFIC TELEPHONE AND TELEGRAPH
COMPANY, a corporation, for zm oxder

eutnorizing it (a) to issue ond sell

$165,000,000 principal amount of Application No. 50105
Thirty=-Five Year % Debeatures due ) Second Supplemental
July 1, 2003, (b) to execute and g Filed December 27, 1563
deliver an Indenture to be dated
July 1, 1288, and (c) to do equity )

financing in the 2peunt of opproxi- ;

mately $165,000,005 by the oficring

of common shares for subseriptics und )

sale for cash to the holders of its

coumon and preferred shares.

DISSENTING OPINION OF COMMISSIONER GATOY

I dissent.

I would first comment on the failure of the Pacific Company
to meet the burden of proof placed upon it by Decision No. 75083,
rendered December 10, 1968, which granted Pacific's second request
to extend the expiration date for the issue of equity first asuthor-
ized in Decigion No. 74389, rendered July S, 1968. Because the
recoxrd was stale, the Commission imposed the comditionm that Pacific:

" . . . justify the ecomomic propriety of commom equity

financing as opposed to any other method, based upon

financial conditions current at the time of hearing . . . .”
To me this condition clearly required that Pacific present evidence
to justify the issue of equity as opposed to the issue of debt, and
therefore made necessary an Iinvestigation inte applicant's debt-
equity ratio. The Pacific witness, in his prepared‘testimony, pur-
ported to meet this burden of proof by amswering two questions with

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

tions which would justify a change from the proposed equity issue.
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Such evidence is totally inadequate and was unresponsive to the
Commission's directive in Dec;s;cn No. 75023.

The issue of §,215,995 additional shares of common stock
will dilute the per share earnings of all cutstanding common stock,
as well as return on equity. Pacific's witness stated Iin fact that
per share dilution would be five to six cents, -~

Pacific has professed deep comcern and sympathy for its 10
percent minority of common shareholders, both in this proceeding and
in the rate proceeding. It is claimed that shareholders are deserv-
ing of an increase in the $1.20 dividend, in effect now for seven
years. In the 1968 xeport to shareholders, for example, Pacific
decries its 90 percent payocut ratlio, and states that the solution
lies in higher earnings per common share which, unfortunately, the
Commission declined to provide for in the rate proceeding. Pacific
obviocusly does not advise its shareholders of the eaxnings dilution
it creates’with new common share issues. The solution for the
minority shareholders appears to lie in their ability totimpei
nanagement to increase the debt ratio. The shareholders canmnot
look to the ratepayers to ball them out from this penalty imposed on
them by their management's umrealistic and improvident choice of
capital structure.

The majorit} decision, having comcluded that Pacific met its
burden of proving that am equity 1ssue rather than debt financing
is justified at this time, proceeds to accept without qualification
the terms proposed by Pacific. At a $19.00 per share offeriqg price,
the undexrpricing below the $23.00 market price on the date of the
weeting of Pacific's Board of Directors amounts to an overly
generous 17.4 percent. I would have guthorized an underpricing of
about 10 percent. The record indicates that other utilities in amd

out of California regularly dispose of shares preemptively for dis~
counts of 10 percent or less, even without the assurance of a
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corporate parent standing ready to take S0 percent of the new
offering. The purpose of the statement in the majority opinion
that a 10 percent underpricing is proper for an underwritten offer

is beyond my comprehension.
Pacific's witness stated:
"Basically the purpose of umderpricing is to

assure the sale of practically all of the offered
shares.™

Whereas the expenses of an underwiring quite obviously affect the
amount of money that the utility will realize in 2 stock offering,
it is equally clear they do not affect the price, attractiveness
and salability of the offer. If the Commission is disposed to pro~
vide a substantial underpricing to protect the company and the
shareholder from a possible decline in market price during the
offering period, it should also express concern for the eventuality
of the equailyHiikely possibility that the market price will rise
duxipg the offering period, thus increasing the already generous
underpricing. This Commission's obligation to ratepayers, as well
as to shareholders, should have required that any authorization of
a preemptive i#sue provide for a subscription price mot to exceed
90 percent of the closing price on the New York Stock Exchange om
the day preceding the date the Board of Directors meet. The Board
should then meet on a date immediately preceding the offering

period. Such a procedure should adequately protect both ratepayers
and shareholders.

As the majority suggests, I believe the time has come

when rate making for this applicant should be on the basis of an
imputed debt ratio.

A T !éﬂ/\

Comm.ssioner
San Francisco, California |
Mareh 5, 1949.




