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Decision 82 Os 007 HAY - 4 1982 
:BEFORE TEE PUBLIC UTILI!IES COMMISSION OF THE STAlE OF CALIFORNIA 

Application of THE PACIFIC TELEPHONE ) 
AND TElEGRAPH COMPANY for authoriza- ) 
tion to merge with the Pacific ) 
!ransition Corporation, a wholly- ) 
owned subsidiary of the American ) 
Telephone and Telegraph Company, and) 
related authorization. ) 
--..--..----..------------..----..--..-----) 

Application 61045 
(Filed Novemb·er 6, 1981) 

(See Decision 82-01-94 for appearances.) 

Ad'dit'ional Appe'arances 

Pelavin, Norberg, Harlick & Beck. by Alvin H. Pelav'in 
and William R. Haerle~ Attorneys at Law, for 
Calaveras Telephone Company and 15 other ~de
pendent telephone companies; Wolf, Popper, Ross, 
Wolf & Jones, by Stanley Nemser and DavidE. Flinn, 
Attorneys at Law, for Barnett Stepak; Darrell D. 
Pitts, for Lehman Brothers; and Willi~ Knecht, 
Attorney at Law, Greve, Clifford, Diepenbrock & 
Paras, by Thomas S. Xnox', Attorney at Law, and 
Lester Ranley,for themselves; interested parties. 

OPINION 

'. 

the Pacific Telephone and Telegraph C¢mpany (PT&T or Pacific) 
owns and operates a general communications system. in ~his State and, 
through its wholly owned subsidiary Bell Telephone Company of 
Nevada, in the State of Nevada. With resp,ect to its California 
intrastate operations, P'I'OeT is regulated by this Co'OlIllission • 
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American Telephone and Telegraph Company (AT&T) is the parent 

company of the Bell System. The principa.l business of A:!.&:r (as 

disting:uished from its subsidiaries) is performing services 

for those public utility telephone companies (including PT&T) which 

form the Bell System~ for resale or;.use in serving the public~ In 
connection ...nth its interstate telecomxnunication facilitie·s: and 

services. the Bell Systen is regulated by the Federal Communications 
Cotmnission (FCC). AT&T owns approximately 91% of the common shares 

and 78% of the voting preferred shares of PT&'J:". The balance- of PT&T' 

stock is ovm.ed by the public. 
Authority Sought 

In tMs application. PT&T seeks approval, of an Agreement 

and Plan of Merger with AT&T and the Pacific Transition CorPoration 

(PTC) and the related Agreement of Merger with PTC under which PTC" 
as the disappearing corporation, will be merged into· PT&T~ the 

• 
surviving corporation. As an integral part of the merger, the 

approximately 9: of PT&T's COtlXDlon shares not now owned by AT&T will 
be converted by operation of law into common shares of AT&T. The 

• 

conversion ratio will be 0.35 of an At&T common share for each common 
share of PT&l' .1/ As a part of the merger, by operation of law • .A:!&T 

will pay $~O for each of PT&T's 6% voting. preferred shares not now 
owned by AT&T. When the purchase is completed, all shares of common 

and 6'7. voting preferred stock will be canceled, with the result ,'the 

1/ Recent New York Stock Exchange closing prices for common shares 
were as follows: 

December 10' , 1'9'81 
An $59.375, 

PacTT $19.875 

.35 of.A:r:r. $20'078125 
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s~gle previously issued outstanding share of PTC (wholly owned by 
AI&I) would become the sole voting share of PI&I~ the surviving corpora
tion. PT&I's nonvottng preferred shares would remain outstanding and 
unaffected by the merger. Any n&'r shareholders qualifying as 
dissent~g shareholders would be entitled to dissenters' rights as 
provided by California law or the merger agreement 6....." 

PTC is a corporation organized under the laws of this State. 
PIC was incorporated September 18. 1980 and' is a wholly owned sub'sidi
ary of A:t&r:. PIC was organized solely for the purpos,e of effecting a 
merger transaction as described in the application. It has dedicated 
no property to public utility se%'"l.l"ice and has transacted no busine!s. 
Purpose of Merg,er as Stated 'in Applic'ation """ 

The application states that the purpose of the prop¢sed 
'merger is to achieve needed flexibility to meet the deman~s of emerging 
competition in a rapidly changing regulatory and business environment • 

• 
Legislation is currently pending before Congress which would provide 
for deregulation of those communications markets which are or will, become 
competitive and for deregulation of terminal equipment. This legislation 

• 

would permit Bell System companies to compete :en these unregulated 
markets only through a fully separated' subsidiary or subsid'iaries. The 
FCC has adopted deci~ions which have detariffed all nflw ff'enhancedn 

services and would, after January 1, 198:3,. detariff new telephone 
tem.inal equipment.t./ Ihe FCC decisions require that:, such enhanced 

I, 

services now be provided by a separate subsidiary and: :tmpose a separate 
subsidiary requi.rement on new terminal equipment after January l~ 1983. 
After the effective dates of these FCC requirements, the regulated Bell 
System telephone companies, including Pacific, would no longer be 

~/ For example, FCC order 81-481 in Docket 20828' adopted October 7. 
1981, re Customer Premises Equipment • 
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I, .,1. 

permitted to 'directly provide new ter:nin~l equipment: or new enhanced 
services. To' permit: compli.s.nce with possible legis:~:'ition and the 
FCC decisio~s. AT&T was considering the establishmeSi: of a subsidiary 

; •. It', • 

to engage in: the offering of enhanced s·ervic.es and C·;e:rminD.l equipment 0-

f, .'. ,. 

The proposed merger assertedly would provide both PT&T' and 
AT&T wi:h gre~ter flexibility in meeting the requiremenlts of the 

.' , 

::;rroposed lesisla:t:ion and the FCC decisions. The merger would also· 
~llow el~ination of various administrative and financing costs 
necessi:ated by the existence of publicly held vo'tinS shares of FlOcT. 
Public Rearing 

After review of the application, the· Commission concluded 
that a public hearing was necessary. The notice of hearing stated 
as follows: 

"In addition to applicant's showing to justify 
its proposal a.nd relcv.:mt evidence 'on material 
iss~es; the Commission expects parti~s to 
address the effect of the proposed merger 01'l 
the independence of applic.:lnt in any future', 
negotiations with its p~rent; and the concern 
that the proposed merger elimino.ting minority 
shareholders could remove a. ssfcguard for 
arm's-length negotiations between applicant 
and its parent on such matters as transfer of 
assets, purchase of equipment and services; 
and .:.lloc.:ltion of joint costs. The Commission 
would like to heo.r evidence and discussion on 
these and related questions." 
A duly noticed public hc~ring w~s held before PJ-J ~llory 

in San Francisco on December 23 and 24, 1981~ at which all interes.ted 
parties had opportunity to be heard. 

en January S, 19S.2~ the United States Departm~n.t of. Ju~tice 
and AT&! announced that a sett:::'cmcnt had been reached i1:";' UnitedSt'ates . 

. , 
v A.'Tler iean Tel. & Tel. Co., et \).1., {Oni ted S1:.:l tes Dh;tr :'et 
Court for the District of Columbia, Civil Action No. 74-1698) r 
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~d r~l~tcd proceedings, a complaint alleging violations of federal 
~titr~st l~ws. A key part of the settlement would require AT&T to ~ 

divest-J?6itions of PT&T and o~~er subsidiaries provioing local exchange service. ~ 

Application (A:) 61045 was reopened and Pacific was directed 
to supply additional data).! Further hearing: was held on February 22, 

23, 24, a.."'ld M3.rch 1, 1982 to receive' evidence on the· issues dcscrib·ed 
in footnote 3. The matter was resubmitted upon the filing of 
concurrent briefs on March 24, 1982. 

!n the initial phase of the proceeding. evidence on behalf 
of Pacific was presented by VirginiOl A. Dwyer, Vice!?resld~nt and 
Treasurer of AT&T;. by Herman E. 'Galleg.os, Chairm:ln o£ the B¢ard of 
u.s. Human Resources Corporation, and a Director of PT&T'; and by 

. . I~. ~ 

Robert: C. Joses, PTSeT Treasurer. Evidence on behalf of., this Commission's 
.~< 

Revenue Requirements Division,. 
~asel and Jo!:m Bilci. 

Finance Branch, was pres:~~nted by Kent C. 
•. "J" 

. "~.' , ' 
"'/011:'; .. 

v .• ~ 

2./ Pacific was directed to file the following: 
.:1. A copy of the settlement reached in the federal court 

p::oeeeding. 
b. .An explana.tion of the effects, if any, that,. set:tle

men;t may have upon the terms and condi tions::,o.f 
s~rvice to loe~l subscribers provided by PT&T. 

c. An analysis of whether the continued. exis,ec.nce of ,
minority sha~~holdings better ensures protection 
of the interests of both PTSeT and its ratepayers . 

d. 

e. 

.An expl;:mation of the effect,. if any" the s~et:J:emen:t 
may have on the terms and conditions of the: merger : 
ag-:-eement for which approval is sought in A. 61045; " 
and explanation of whether the settlement will 
adversely affect~ the rights ;md privileges of·." 
minority PTSeT sh.!l.rehol:t'e.rs .".;.:S~< , 
Whether Pacific desires to proceed with the ';~'::':, . 
proposed merger \lond, if so, whether the' merg0;::>tcrms 
require revision. (An amended application :;~I.'3uld 
be filed if the merger agreement or authority:::,,:::,', 
sought is changed.) "~,.; 

'.~ 
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, , ... . , . 
.... ".' ... 

In the reopened phase, evidence was presented by.Alfred 
?ar:=oll. Vice President, State Regul.ltory Matters: of At&T, Robert N. 
Flint, Vice President and Comptroller of At&T. and" William Morrison, 
a PT&T Director. 
Advantages of Merger to AT&T 

-Dwyer's test~ony described the advantages of the merger and 
result of the merger on AT&T. That testimony also disclosed that PT&T 
is the only remaining Bell System operating company in which AT&T holds 
a majo'rit:y interest which h.:ts not been merged into AT&T. The mer9cr of 

other such operating cO::l.panies assertedly was accotnplished for the same 
reasons that underlie the merger here in issue. 

The witness testified that AT&r has undertaken the merger 
for the following reasons: 

1. AT&T's primary objective in the merger transaction is to 
obtain the flexibility that the Bell System needs to continue to meet 
the needs of its customers in a very rap'idly developing., very unpre
dict.lble situation, involving the restructuring;of the telecommunications 
industry, partial deregulation, and increased competition. The FCC has 
required tfult the Bcl1 System divide it:self into: at least two separate 
segments, both in a new competitive environment~> one that will be 
fully subjcct to ,tariff regulation. and the oth~r a fully separated 
subsidiary or subsidiaries tM-t. will operate ona detariffed b.:l.sis. 
Th~ :FCC' $ "Computer II" orders tha'l: are now in effect. require th~t 
:lew enhanced services offered ~Y the Bell System must be provided by 
.:I. separate subsidiary on a detariffed basis. In addition. after 
Janu.ary 1. 1983, new terminal equipment must be:provided on a similar 
basis. In the meantime the senate has passed .:l.',bill, SB 8,98:, that 
would mandate a similar result. Legislation is:, also pending in the 
House of Representatives. The problems involved in splitting the 
Bell System into two separate segments, united by common ownership 
but s:ructur.:l.lly separated,., are enormous even without minority interes'Cs • 
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AT&t's ability to move quickly and to implement the necessary 'corporate 

changes in the very short t~e that will apparently be available cou~~ 

be severely impaired if there are minority interests in some of the 

operating companies.. For example. AT&T"s ability to reorganize could. 
be delayed by only one shareholder whose shares were purchased at the,': 
instance of a present or prospective competitor. or who· for other 
reasons is motivated by considerations other than the best interests 

of n&T. its customers, and its investors. 
2. The merger should give a positive signal to the financial 

community by underscoring AT&T"s commitment to PT&T and California. In 
conj~ction with appropriate earnings,. this should; result in improved 

financing conditions for PT&T Which, in turn~ will, enable PT&T·s' 

management to continue to provide the capital necessary to· meet the :" 

service needs of its customers. The- ability of P'!&T to, o·btain future~ 

equity will be simplified since there no longer will be minoritysha~~-

• 
holders with preemptive rights. Thus, PT&T will n,ot have to filewitn 

the Securities and Exchange Commission (SEC) and encounter the delay: -

and expense necessarily involved in the public off:ering of securitie~;.;, 
each time Pacific needs equity capital. Financing; for the two segments 

of the Bell System. including PT&T, will be simplified and the co·sts 
of financing will be r~·duced if AT&T is the sole shareholder in each 

M' 

of the operating companies. 
AT&T t s View of the Future 
Independence of PT&T 

Dwyer further testified that each AT&T operating. subSidiary 
manages its business in its territory independently of AT&T: subject 

to the direction of its Board of Directors and the ov~rsight of the 
regulatory commission in its jurisdiction. She stated that AT&T~ s role 

in the management of such subsidiaries is essentially the same whether 

the subsidiary is, 90% or solely owned by AT&T. AT&T expects that 

PT&T t S management will be unchanged. PT&T's present Board of Directors 

• 
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• 

consis~s of 16 members. of whom only one is an At&t employee. and ~hree 
are PT&! employees. Twelve are ou~side diree~ors. The wi~ess believes 
that P'!&! will not be any less independen~ as a wholly owned company 
than i~ is now. She asserts that the manner in which the other wholly 
owned Bell System operating companies conduct their business bears this 
out. '!he enstence of a 101. minori~y interest: could no,t: have prevented 
AI&! from controlling P'I&!ts. Board in the past, but no, such control was 
exercised, and the situation will not change because AT&T owns 100% 

instead of 90% of PT&Tts voting shares~ 
Dwyer testified that the absence of minority shareholders 

should not enable AT&T to impact rates by overcharging PT&T for services 
and equipment, or to remove assets from PT&T or misallocate costs., 
It is her view that the merger and the conversion of minority voting 
shares should have no regulatory impact and no service impact except 
the favorable effects described in her testimony'_. She pointed OU1: 

that the ~ransfer of assets from the operating company must be approved 
by this Commission or the FCC, and that the existence of minority 
shareholders is not necessary to protect ratepayers t mterests in such 
proceedings. 
n&!' s View of the Merger 

Gallegos testified with respect to the effect of the merger 
on n&T and the reasons ~hat PT&T believes the merger is to its advantage. 

Gallegos stated that he is an outside director 0'£ PT&T,. 
having served in that capacity since December 2'0 ~ 1974, and a member 
of n&T,' s Special Merger Committee.. The committee was formed o,f outside " 
directors to make an evaluation of the terms o,f the- proposed merger. 
The cotmllittee engaged its own legal cO'\.'lnsel~ Ed'W'"l.n Huddleson of Cooley, 
Godward, Castro, Huddles~n & ~atum; and its own financial advisor, 
John Mullin of Dillon; Read & Co. Inc. (Dillon Read) to- assist in 
evaluating the fairness of the proposed merger. (A copy of the Dillon '-. 
Read repor~ and analyses of ~he merger terms was made part of the 
record as Exhibit 8.) After negotiating with AT&T the coImllittee 
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" 

concluded ~ha~ the ter.ms of the merger proposal that resulted fro~ the 
:::.ego'Cia'Cions were fair and equitable to the holders of PT&'tt s securities .. 
In reaching this conclusion~ the committee gave consideration to· the 
opinion of Dillon Read ~ibit 7) that the offer was fair; and t~ 
various other factors~ including the advantages to shareh~lders of 
acquiring an interest in the Bell Syst~ts nationwid~ business, the 
respective financial situations of AT&T and PT&T, the FCC~s:directives 
in its Computer II proceeding. and the need for flexibility··in facing. 
an \mcertaiu future.. The committee recommended that the m,erger be .:' 
app::'oved. The Board of Directors approved the merger in prinCiple on 
October 25, 1981 and gave its final approval on November S~ 19S1~ . 

Gallegos testified that an advantage to PT&T of the merger 
is that it mIl enhance Pacific"s ability to obtain financing and will 
result in an improved ability for PT&'! to render service to the peop·le 
of California. It is Gallegosts view that the cost of n,ew debt will-be 

• less to PT&T after the merger because of the financial eommunityt s 
recognition that PT&'r has the full support and backing of AI&T.·~ which 
n&'r may not have had in the past .. 

• 

Gallegos testified the merger committee placed heavy reliance 
on the Dillon R.ead report in Exhibit 8. That report sta.tes that the reasons 
for the merger are the following: ':.;;: 

• .',. I 

AT&T.' s reason for acc;.uiring 100% ownership of,P'l'&:t: is ~ 

primarily to obtain greater flexibility to meet the de~ds:·'o·f emerging ..... ' 

competition in a rapidly changing regulatory and business· enrlro:axnent. 
" I 

In addition .. the proposed merger would allow the elim.inat~.ou~: of: 
various administrative and financing costs necessitated' b.y·,t:he existence 
of publicly held voting shares of Pl'&'!. . ': .... 

On October 7. 1981 legislation was approved by the Senate 
(Sa. 898) which.. if enacted~ 'Would result. alIloug. other things,. in 
substantial restructuring of AT&T and its operating companies' by 

-9-
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• requiring the establishment of one or more' separate subsidiaries to 
provide services other than regulated telecotllm1.mications services. 
By acquiring 100% o'Wnership of PT&T,. the format:ton of such a 
subsidiary or subSidiaries would be facilitated .. 

FCC announced on October 7. 1981 a decision which would 
postpone until January l~ 1983 an earlier decision which would require 
the establishment of a fully separated subsidiary ('~SS"'") on March 1 .. 
1982. To permi'C compliance with possible legislation and the FCC 
decision. AT&T is restructuring its operations into two areas: one 

, I • . 

to engage in regulated activities and the other to engage in offering. 
competitive products and services such as enhanced services, and 
customer premise equipment. Elimination of the minority interest in 

PT&T will facilitate the transfer of some of its assets. personnel,. 
and so forth to the "FSS"': 

Joses presented Exhibit 10 >:which is a compilation of operating 

• 
expenses that would be eliminated as a result of the merger. Such 
expenses cover maintenance of stockholder records. issuing dividends,. 
and preparing proxy statements and annual reports. The total annua: 

• 

savings from the el~ation of these activities are esttmated to be 
$1.206.476. 
PT&T's View of Its 
Independence in the Future 

Gallegos testified that the existence of the minority 
shareholders is not the factor which gives PT&'!,independence in its 
dealings with Kr.&T. As the o'Wner of 90% of P!&~t s voting: shares. AT&T 
could at any time in the past have elected a Board' of Directors that 
was dOminated by AT&T employees. It has not done so'. the current 
Board. for example # has 16 members of whom. oniy one is an KJ:&'! 

employee. and only three of whom are PT&T employees. 

• 
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Gallegos stated that by law 'Che Board of Directors is 

responsible for 'Che business~}Jf PT&I. and all of the PI&T's,:,corporate 
powers are exercised by or 'tmder aut;"ority of the Board'.~ Galleg~s 

asser'Ced that he always made his decisions as a dire'ctor based 'S;,?on 
* '" ", "" ~ 

his own independent judgment of what was the correct act,ion for -
,'.' 

:n&T to take. and that he would not change his conduct ~1S a director 

after 'Che merger. He is confident that all the d:trecto~i will continue 
'Co ac'C as they have in the past. GallegoS' also sta.ted thc1.t AT&T's 

power to remove outside directors would not :tnfluence ;'h1swillingness 

to take positions he believes are in PI&T's best interes:t:s. 

Fairness of the Merger's Terms to '" 
Minority Stockholders . ,',,' 

Both Dillon Read" as financial advisor to P'I'&~" and Morgan 
Stanley and Co. IIlcorporated. as financial advisors to ' .. t\'I&T. issued 

. "'. 

statements to their prinCipals stating that in their op-ixd,on the 
financial terms of the merger were fair and reasonable ~o the minority 

common and preferred 'stockholders :of P'r&T and to the sbA:eholders of 

AI&T. 
Dillon Read's report (Exhibit 8) points out t¥t the exchange 

rate of .35 share of AT&T for each P'I&T common share represents a 

conversion price at approximately 99.7% of book va,lue . '.Based' upon 
< ; 

Kt&'!'s average market price of $58.475 preceding,thedat~ of the 
agreement. the proposed exchange represented an equiv~lent offer price 
of $20.47 for PT&T's co:a:mon shares. This price represe:tts. a 12.6% 
premi'l.lIll over PT&Tts average market price of $-18.175. Exhibit 8: also 

states that AX&T~s offer of .35 shares of AT&! common for each common , 

share of PT&! compares favorably with the market pr~um'and relation
ship to book value of other recent control mergers among 'Util:tties. 

The fairness of the exchange price for P'I'&Tts common shares 

is being challenged by a class action suit in civil court initiated 

by Alexander F ~ Eagle. a' PT&!' minority stockholder '::';:onbehalf of 

, , 
I" ' 
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himself and other minority stockholders_ A copy of the complaint was 
made part of the record as Exhibit 12. At the close of hearing PT&T 
had not yet filed its answer to an amended complaint. A similar court 
action was filed by Barnett: Stepak. a minority shareholder.: A copy of 
that complaint was made part of the record as Exhibit 23. 

The briefs filed by Eagle and Stepak contain analyses of the. 
data supplied by Dillon Read designed to show that the merger terms'are 
unfair to minority stockholders. 

The staff witnesses presented no separate analysis concerning 
the fairness of the exchange price of PT&T"s conmion stock held by the 
public, as they believe that issue is beyond the 'scope of this proceeding. -, 
However, the fairness of the merger terms is argued extensively in the 

I 

staff brief. I 

Staff Testimony Re Minority "Stockb:ol'd'ers 
Kent S. Nagel. Staff Financial Examiner III in the Co~ssion"s 

.,Revenue Requirements Division~ testified with respect to his analysis on 
the effect of the elimination of PT&T t s minority stockholders.. Theoret
ically. in his view minority stockholders of PT&T can affect the business 
relations1ri'.ps between PT&T and-AT&T and its affiliates in three ways: 

• 

1. Raising stockholders' proposals at annua·l 
shareholders meetings; ., 

2. Filing. shareholders' suits on behalf of PT&T 
or its minority shareholders; and 

3. Retaining the threat or risk of future 
stockholders' suits_ 
The witness testified that presenting minority shareholders r 

proposals at annual meet:t.ngs would not seem to be- effective. because 
AT&T's 91% interest in PT&T would preclu~e adoption of any proposals 
with which AT&T did not agree~ 

, 

The witness stated that a minority shareholder might wish 
to file suit if the shareholder perceives that his economic interests . 

-12-
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would be threatened by AT&T actions which could reduce the value o·f-· 
his shares or reduce dividends. 

In the view of the st~2f witness, the interests of minority 
shareholders and FTSeT's ratepayers may coincide with respect 
folloWing issues: 

1. License contract paytIl~~cs by PT&T to AT&T 
for services· rendered. '.:>to PT&T by AT&T 
subsidiaries.":~ '. 

2. Pending tax litigation ,Cor legislation) which 
could relieve ?T&T of a~y pending federal 
income tax liability resulting from ratemaking 
decisions of this Commission. 

3. The amounts received by PT&I from fully 
separate AXSeT affiliates formed to provide 
enhanced services and customer premise 
equipment to the public for the transfer 
of assets to such affiliates by reason of 
FCC orders Or pending federal legislation. 

4 ~ Allocation of shared expenses between PI&T 
and such affiliates~ 

to the' 

The Witness indicated chat the level of contract payments had 
been an issue in PT&T rate proceedings before this Commission for many 
years. Minority stockholders have taken no action in the courts or 
otherwise to seek reduction of PT&I' s' contract payments to' AT&T. 

The staff witness stated that he could locate only two 
stockholder suits involving. PI&I and the Bell System., One such suit~ 
initiated in the 1960's, was dismissed.. The other is the' Eagle 
complaint, supra. (The Stepak suit was filed subsequent to the 
presentation of the staff testtmony.) 

The witness acknowledged that this Commission and the FCC 
would scrutinize the transfer of as·co.ets from Bell Sys.tem op-erating , . 

/" 
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companies to unregulated Bell System subsidiaries and the allocation 
of operating expenses jointly incurred by regulated and nonregu1ated 
Bell System companies.~/ 
Effect on P'I&T's, Future Revenue Requ:trements of 
Conversion of Voting Pre"ferre'dSh:a.re"s 

John Bilci, a staff PubliC Utility Financial Examiner IV~ 
presen1:ed evidence concerning the effect on: P'r&'I'"'s capital S1:ructure 
and revenue requirements if 1:he merger terms are approved. Bilc! 
presented Exhibit 13. which contains the analyses supporting his 
conclusion that $11,,480.000 additional annual gro'ss revenue will be 

~/ Hearmgs are now in progress before this Commission in. A.59849",. 
et al.,. PT&'!'s. general rate increase proceeding on the following. 
subjects: 
a. An appropriate method for alloeat~g to the proper 

user any net stranded :i.nvestment as" a result of 
P'I'&'!'s migration strategy and the establishment 
of nonreg!J.lated operations on March 1, 1982, as 
required by the FCC; Computer Inquiry II decision. 

b. Capital costs and expenses of establishing the 
nonregulated operations by n&'r referred to' in, 
preceding paragraph:,:' 

c. Studies by P'l'&!and the staff to determine the 
kinds of equipment which may have been retired 
prior to being fully depreciated r the associated 
amount of 'UUdepreciated or stranded investment, 
and a method for recovering fairly any stranded 
inve s tment ., 

d. A determination of equitable methods for develvping. 
cost of service S1:udies for ratemaking such as 1:he 
GE-100 me1:hod. 

., 

e. Sale of ?!&T equipment to users. 
f. Deprecia1:ion rates used for ratemak:i.ng . 

• 
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required from P'I&l't"s ratepayers if PI&I' s 6% voting preferred shares 
are converted into common shares earning at the 17 p 4% return on equity 

authorized to P1'&r in D ~ 93367 of August 4. 1981. The following, 

calculations appear in Exhibit 13: 

'tABLE' 1 

PT&T Capital Structure and. Cost of Capital 
Before and' After' Canc'el'l'ati'ono'f '6~ Vo:t'ing 'P'r'e'fe'rre'd'Stock 

: : :Weighted.: 
~Capital :Cost of : Cost 0·£ :-

: Item : Ratl:o ='Cap:ital' : Cap':ttal : 

Before Cancellation of:6% Voting Preferred 
Stock 

Long-Term Debt 
Prefer=ed Stock 
Common Equity 

Total 

53.29% 
5.17 

41'.'54 
,to:O:;OO% 

9~87% 
8~_ OS: 

17.40 

5.26% 
.42 

7'.2~ 

12:.:9.1%~/ 

• 

After Cancellation of 
S1:ock 

Long-Term Debt 
Preferred Stock 

6% Vot'ing 'Pre'ferred, 

53.291- 9.8:77. 
8.3-9' 

17.40 

5.26,7-

• 

Common Eqc.ity 
Total 

1/ Table 34, D.93367 
"'!./ Calculated by P't&T' 
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TABLE 2 

P!&!'s Revenue Requirements 
Before and After Cancellation '0'£ '6% Vot'ing' Pre'ferre'd' Stoek 

Intrastate 
D.93367 

Rate Base Adopted by 

Rate of Retu:rtl.: 
Adopted by D.93367 
Calculated by' Company 
Increase :tn Rate of Return 
Required 

Net: Revenue Required 
Net to' Gross M'C1tip1ier 
Gross Revenue Required 

: Before : After:. = 
: Canc'ella:t'i'on: Cancellation :-In:crease ~ 

CIhous.and's of Dollars), 

$8:,650,000 $8,650,000 
., . 

r" 

12.917-
12.981-

.on 
$l~, 116 .. 715 $1,122 .. 770· $, 6 ~05$' 

1.895 1.896 
$2,117,292 $2,128:,772: $11~480 

• 

'!he increase in gross revenue requirement of $'11,.48:0 .. 000' is 
o .541. of the adop ted gross revenue in D. 93367 .' 

Bilei made the following recommendations: 
1. The COmmission deny PT&T's request to cancel 

the 61. voting preferred stock,. or 
2. The Commission ~pute ~ future rate eases a 

ra~e of 61. on $82 million of common stock 
equity. 

Either of the above proposals assertedly would elfminate the 
increase in revenue requirement shown in Iable 2. 

Inasmuch as ?T&'r contended at the heartng that the first 
recommendation was contrary to law or rules of the S·tate Corporations 
COmmission, the parties were requested to, present argtmlent on this 
point fn their briefs. 
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PT&T Evidence in ~he Rco~ened Proce~ding 
IT&T filed a response to t~c order in D.82-0l-94 which 

contained the information directedf6 be filed. The settlement 
agreement terms and conditions and its effect on PT&T and its ratepayers 
are discussed under SUbsequent headings, 

PT&T presented Willi.'lm W. Morrison. :l PT&T Director. and 
Chairman of its Special Merger and Divestiture ~ommittees. to confirm 
the data supplied and views expressed in that filing. 

Morrison expl:lined that P'r&T de.sires to proceed with the 
me=ger on the terms and conditions set forth in A.61045 .lnd~ that in 
the opinion of the members of the special committees. the settlement 
agreement had no effect on the merger conditions or on the rights and 
privileges of minority stockholders. The witne·ss also explained that 
n&T r s evidence adduced in the initial phase of this procee'ding with . 

respect to the issue whether the continued exis,tence of minority stock-

• holders better ensu,:,cs protection of the interests of both Pt&T ,and 
its ratcpayers~ is still .:lpp1icablc·, P'I&T intends to fully comply' 
't>.~th the divestiture order whether or not the merger i~approved. 
Evidence Con'cernin'g Dive'stiture ; 

Exhibit 14 is .:tn excerpt from the Federal Register o-f 
January 28. 1982. which sets forth the proposed modification of . 
final judgment in United States v Hestern Electric Co •. , et a1.,. 
(U.S. District Court of the District of Columbia, Civil Action 

No. 82-0192) a:1d the stipulation tor voluntary c1ismis.sJ.1 oft~c 
more recent antitrust complaint, United States v American Tcl·~ & 

Tel. co=£ et al. (U.S. District Court of the Distric,t of. Columbia, 
Civil Action No_ 74-1698). 

Exhibit 15 is an excerpt from the February 17, 1982 
Federal Register setting forth the Competitive Impact Statement 
prepared by the Antitrust Division of Feder.:t1 Department of Justice 
in connection with the proposed modifiC~tion of final judgment. 

~f 

/ 
I 

Exhibit l4 provides that not l.:tter than six months after the 

• cia~" of ~he rood if iea tion of final j udgmen t, AT& T shall submit to th":" :/ 

-17-
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Department of Justice for its approV'oll, .:l.n.~ thereafter implement. a plan 
._-

of reOrgwzation. Following reorgwization, portionz of bell operoting 

companies (BOes) providing local exchang:~\ telephone services would be 
divested by AT&T. AT&T would continue to o ..... 'I'i;a nationwide intercity 
net· ..... ork composed of i:ts long lines department and the former intercity 
facilities of the BOes, and would retain o'Wnership of Bell Telephone 
Laboratories (Bell Labs) .lnd Western Electric ~ AT&T also would provide 
customer premises equipment.2.l The to-be-divested operating companies 

./ 

would be required 'Co provide, on .:l phase.d-in basis t- exchang,e access to 
all intercity carriers equ.ll to tholt provided to AT&T. 

The proposed new consent dec~ee would also provide: / 

'2.1 

1. The transfer from AT&T ~d its affiliates to 
the BOes. or to a new entity subsequently to 
be separated: from AT&T and to be owned by the 
BOCs.of sufficient facilities, personnel, 
systems. and rights to technical information 
to permit the BOCs to perform independently 
of AT&T~ exchange telecom:unica..tions. and 
exchange access functions. -

2. The separation within BOes of olll facilities 
and personnel between those relating to exchang.e 
telecommunications or exch.:mge access functions. 
and those relating to other functions (including 
i..'"'l.terexchange switching <lnd tr<lnsmission ~ and 
prOVision of customer premise equipment). 

3. The transfer of ownership of the separate portions 
of the BOCs providing local exchange and exchange 
access services from AT&T by means of a spin-off' 
of stock of the sep.lr:lted BOCs to the shar,~holeers 
of AT&T or by other disposition. The BOCs,'may be 
consolidated. (The tentativ~ reorganiz:ltion plan 
is to consolidate the BOCs into, s~v~n regional \ 
companies. The spun-off portion of PT&! which \ 
would proV"':de local cxch.3.nge 'and exchange access service 
will be one of the seven separ\lte opc-r.:tting 
companies. ) 

The following types of service would remain with the separated BOCs= 
pay phone service. radiotelephone and paging services, local white
page directory listings. Yellow page advertising services would be 
provided by AT&T or its unregulated affili~tc . 

-18-
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'( 

Until September 1. 1987. AT&T. Western Electric. ::md Bell Labs 
I, 

s~ll provide.. on.:l priority basis, all rcse.:l.rch,dev~lopmentt manufac ... 
~ 'If-' ' ' 

turing .. 3nd other support services to cnab1e the BOC's to fulfill the 
divestiture order requirements . 

.After completion of the reorganization, no BOCs shall: 
1. ?:rovide interexchange or informatiol'l.- servic~s, 

2. Ms.n:ufacture or provide telecom:m:unication produc.ts 
or customer premise equipment, or 

3. Provide .:l.ny other product or service, except exchange tele
communications and exchange access, service l that is· 
not a natural monopoly service aetu~lly regulated 
by tariff. 
Exhibit 15" the Justice Department's Compgtitive Impact , ' 

Statement, sets forth in detail (a) the nature and pu~osC" of the 
antitrust proceeding, (b) a description of the practi~es and events 
giving rise to the alleged violations of the antitrust laws.. .:md (c) an 
explanation of the reorganization plan and the new consent decree • 

The federal court adopted a procedure permitting interested 
p~rtics to file comments, on or before April 20, 1982, on the proposed 
new consent decree, prior to the court's ruling on the p~oposa~. This 
Commission, .lmong many others, has finishod its, comments to, the court. 

'" 

HR 5158 and S8 898 
HR 5158 and SB 898~. arc bills rlOW pending in Congress which 

would substantially amend the Communications Act of 1934, the prim.lry 
federal law re~ulating the telecommunications industry. There is a 
substantial possibility that such legislation will be enacted, varying 
some terms of the proposed new consent decree but still sePfrating the- \ 

: 
Bell System into regulated and deregulat~d (or potentially deregulated) i 

) 

sectors and still requiring divestiture of PT&Tand other Bell 
opcrolting companies. 

-19-
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• Effect of Settlement Agreement" 'on 'BOes 

Exhibits 20 and 28: are excerpts from the January 2S~ 1982 

and February 22, 1982 issues of a publication eneitled.I'ICreait Comments" 
I .. ' ~ "' 

published by Standard & Poor's .. a national stock ana bondr-ating 
organization. Exhibit 21 is an excerpt from the January 12. 1982' issue 
of Moody" s Bond Survey. Both of thes~~ p'llblications contain analyses of 
the financial effects of the proposed reorganizat~on. 

Exhibit 20 indicates that. under the. ·divest:i:.t\."'=e structure 
as it now stands. roughly one-third of the rate bas;e of the present 

operating companies is to be transferred to AT&T., About: 0$0% of the 
SOCs' toll revenues would be elimina'tecr. wh:tch'would be partly replaced 
by access charges. Operating" expenses· of the 'BOCs would decline by" 

only a modest amount. Standard & Poor~s views the present rate of 

return and loy depreciation schedules on customer premise equipment to 

be inadequate; therefore. loss ,of that portiotl"of the business together 

• 
with its associated assets may not harm the 'BOCs. However, depending, 
on the manner ~ which asset transfers· from BOCsto AI&T are to· b~ 
accomplished ... Standard & Poor's states that "r'~serva.tions a.s to· asset 

• 

quality for the operating. companies as well 'as>, financing flexibility 
.' , 

are apparent. n Exb.l.b1t 20 asserts t~t key factors in making up- ~ctec1 

BOes revenue deficiencies from loss of toll subsidies will be access 
charges and rate relief. 

Exhibit 21 states that .AT&,! 'has provided a signl:fieant souree 
I. '. 

of credit quality stability to the BCes·.. Should eaeh o'f the reorganized 
, "'-.. :' 

companies be spun off as a separa.te entity. the!r ability'to, raise 
capital will be redueed. It further s,tates that the reconstituted 
loeal opera':ing companies initially will be restricted to'.types of 

business tbAt are characterized by loW' profitability~ limited gx'owth~ 
and high (but declining) labor intensity. The V'Ulnerability of those 
companies to competition. based on emerging: tecbnc>lo'gy repre~ents:.: a 

I , ' • 

significant,',increase in the busines's risk of the companies as it 
relates to credit quality . 

" 
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Tes~imony of AI&T Witnesses 
I:l. Reopened Proeee'ding , 

" 

i' 

,1/, . 

': I' ,," 

Partoll described the terms of~he new consen~ decree, i~s 
effect on AT&T and PT&T, and th~lmeans; that AT&T intends to use'in 

',' :!;... i: 

implementing that decree. Part~:ll testified that ~ in his opinion ~ 
implementa~ion of the consent decree ,will' have no immediate effect on 

1 

local service~ as AI&T is r~quired to provide to,PT&! sufficient 
personnel. facilities~ systems'., , .. and aeces.s;: to' te~hnic:al information 
to pe:rmit PT&'! to perfo:rm ind'epc:ldently:(ts local exchange and exchange 

access functions. 

The witness explained 'tha~un':il September 1,. 1987 ~ AT&T ~ 
Western Electric, and Bell Labs, are recp::,ired to' provide Pt&'! and o,ther 
local exchange companies with support services on a priority basi~~,:: 

/", 

It is Partoll·s view :that implementation of the consene decree 

will not increase the cost of local service;' rather, any increases in. 
the costs of that service will continue" to result from inflationary and 

• similar' upward pressures. Local ra~es ~ri.ll not have to increase in order 
for P'I&T to remain as a financially viable company becaus,eof the ab,ility 
to assess access charges. As aC,c:ess c~9.rges are subject to regulatory 

agency approval, adequate levels of access charges assertedly will depend 
~ 

on regulatory agency actions. 

After the consent dee~~e is implemented .. the present division. 
of toll revenues between AT&T ai:d the BOCs will cease, and that revenue 
source to the Becs 'Will be repla::ed by access charges. The level of, 

access charges must be cost-justif:ted~ :in order to assure nondiscrimi
natory access by interexc'hangecarriersother than: AT&T to local 
distribution. facilities. 

The witness. explained that only a very broad outline of whe,~ 

is to be accomplished is set ;forth in the consent decree, and the' 

de~ailed methods of compliance are being worked out by personnel of, 

both K!&T and the BOCs. Such methods are subject to' final approval·by 
personnel of AT&T and the BOCs,. One._ such task forcew:tll establish 

• procedures under which assets will be transferred from the BOCs to AT.&T. 

-21-
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: .. ", ,-

The witness expl~ined th.:l,'~: tho m.:lnner ir. which ~.sse'ts are to be , 
transferred had not been fully developed, but that based on tentative 
?l.ms and considerations, asset transfe~s could take place before or 
after divestiture. I'e was the pos:i;tion; of the witness t'h:lt under the 
methods tentatively adopted" no new asset valuations would be neces,sary 
nor are any contemplated. Nonetheless, as both the function 
a..."'ld the assets neccssolry to perform the function, are concurrently 
transferred from the BOCs to AT&T. the wi t.ness s'",w net book value as 
reasonable basis for asset valuation. It is AT&Trs pres~nt plan to 
make asset ~d stock transfers simultaneously with divesti~ure. 

Witness Flint testified that completion or noncompletion of 
the merger will have no effect on implementation of the new consent 
decree, as the decree will be implemented whether or not the merger is 
completed. Flint also testified that on October 8. 1981. pr:tor to the 
settlement agreement. 1'1'&1' filed with this Commission a plan to', reduce 
its debt ratio to about 50% (Exhibit 22). The witness stated the pl'an 
was filed .lfter cons\llt.:l.tion with AT&T. The plan indicated that AT&T 

shared mth PT&T and this CO!IlIllission a desire to, improve PT&T's 

-22-



A.6l045 ALJ/lk 

• 

• 

• 

financial ratios. The plan indicated that AT&T would attempt to meet 

the equity financing outlined in the plan of about $600 m:t;llion in 

both 1982 and 1983".&/ " " 
Witness Flint stated that AT&T intends to meet the equity 

requirements set forth ~ PT&T~s plan. subject to its ability to do so. 

Thus. AT&T expects PT&T's debt ratio would be substantially- reduced 
prior to divestiture. It is AT&T's intent that, at divestiture. PT&'I"s 

deb"t ratio will be at the level contemplated in the financing plan. "" 

§../ Exhibit 22 is a PT&T compliance filing in A.59849~ et al .• D~.93"367. 
It contains a summary of proposed debt and equity finan~ing as . 
follows: 

Year 

1981 (after Oct. 1) 
1982 
1983 (through Sept. 30) 

Exhibit 22 states: 

FINANCING 
(Mi'l'l i'ons) 

Long. or Inter
medi'a'te' D'e bt' 

$ ~7 
250 
250 

" E9u1'ty 

$ 
6,30 
635 

"The financing plan contemplates that the Company will realize 
adequate and timely capital recovery rate relief throughout the 
period and will achieve earning,s adequate to support the proposed 
financing. 

'~epending upon operating results and the actual amount and timing 
of future rate increases and financings. a 50% debt rat:i:o could be 
achieved by the first quarte:: of 1983. 

''The common equity financing estimated above for 198'2 and 198:3-
together with the common expected" to be issued in 19:81 produces 
a three year total of $2.0 billion. This would represent a 5,1% 
increase over year-end 1980 common equity outstanding. pt' 
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although the methods .:lre under study and no definite decision has been 
::l.lc.c. The witness testified th.:lt AT&T is committed by the terms of the 
settlement agreement to. sec that all local operating companie·s, including 
PT&T, are fin.:lnci.:llly viable upon divestiture. The witness indicated 
that such financing could be accomplished by AT&!on behalf of PT&! 
:no::e-quickly and in a less costly manner if the merger is completed because 
the· time and cost of public offerings wOllld be eliminJ.ted.. / 

The witness also described the means· by which asSets. liabilities, .. 
and ca.pi tal structures would be assigned bctween local excna:o.ge companies 
~.d AT&T. These assignments would be accomplished in D. different manner , 
to preserve n&'!t s minority sh.:lreholders· interests in the event 
the proposed merger is not consl.lmt'tlatcd. The witness indicated thOlt the 
divestiture order would be simpler to comply wrth if the mcrg.cr is 
<lccomplished because all loc.:ll exchange companies could be· spun off 
from AT&T in the same manner . 
Jurisdictional Is·sue .~. ,,' 

In its :l.pplication and in its brief. P'T&T <lrgues. alternatively~ 
that the merger is not subject to Public Utilities CPU) Code §§ 816 
through 854; th:l.t if the transactions :l.re s'Ubject to these code sections, 
they should be exempted under PU Code §§ 829 and· 853; we should hold 
that, although we may be without jurisdiction, we will approve the 
merger for all purposes over which we arguably might have jurisdiction, or 
hold that no authoriz~tion is necess~ry. 

In their briefs, the Commission staff and other parties argue 
that we have jurisdiction to approve the merger. 'The staff argues that 
jurisdiction lies with the Commission under PU Code §§ 854. 818, and·82Z. 
Other parties urge jurisdiction under PU Code § 822. 

We concur in the staff view. AT&T <llrcady controls PT&T 
through ownership of approximately 90% of the company~s voting. shares. 
Through the merger at issue in this p::'ocecding AT&T would obtain the 
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remaining voting' stock presently held by minority shareholders. PU Code 
§ S54 prohibits any person or corporation from acquiring or controlling 
any public utility doing business in this State without f:Crst seC'llring. 
authorization from the Commission. If PU Code §, -854 is no,t limited to 
persons or corporations seeking control of California public utilities. 
It also applies to persons and corporations seeking to· nacquire'" 
California public utilities. This distinction between obtaining contro,l 
and full acquisition is not \mique to § 854. The SEC for example. has 
recognized this same distinction and has promulgated special rules 
ap?licable to acquisitions or "going. private transactions." (SEC. 
Rule l3e-3.) 

Dillon Read. ftnancial advisor to Pacific·s Board of Directo~s 
employed the s~e distinction in evaluating the fairness of the pro
posed merger. In its report to the Board~ Dillon Read distinguished 
going-private transactions from others involving the transfer of control. 

" ••• tgoing. private' transactions have generally 
been defined as transactions in which the 
corporation itself or an existing controlling 
shareholder acquires the shares of some or all 
of the other existing shareholders of the cor
poration with the objective of eliminating or 
substantially reducing the public holdings of 
the corporation's stock." (Exhibit 8~ p. 14.) 

The wording of § 854 merely reflects the SBllle; distinction between going 
private transactions and transactions involving the transfer of control. 
Had 1:he legislature intended § 854 to be limited to applications involving, 
1:b.e transfer of control it would not have used the phrase "acquire or 
control. U Since AT&T seeks to, obtain the remaining voting stock and' : 
eliminate all pubJ.ic shareholders of P!&'I", the merger at issue in this 
proceeding should be considered an acqu:tsit:i:on with:tn the meaning of· .. 
§ 854 requiring Commission authorization. 

II PU Code § 854 reads as follows: 

• 
''No person or corporation. ·i1hether or no't organized under the laws of 
this State~ shall .. after the effective date of this section, acquire 
or control either directly or indirectly any public utility organized 
and doing business in 1:his State without first sectlring <l'!J.thorization 
to do so from the comm.ission. ArLy such acq,uisition or control without 
such. prior authorization s·hall be void and of no, effect _ No pub-lie 
utility organized and doing business under the laws of this State shall 
aid or abet any violation of this section." 
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w:,. 
Ju=isdiction also lies under PU Code § 8l8~ which requires 

public utilities to obtain Cotmllission authorization: pri6;r to' the 
issuance of securities.~1 

Under the terms of the proposed merger~ all the outstanding 

cocmon and voting preferred stock of PT&T will be canceled and 

replaced by one new share of common. This would reduce PT&T's out

standing preferred by $82~000~OOO and increase the company's outstanding 

COImllon stock by a corresponding amount. altering PT&T"s capital structure 

and increasing the company's cost of capital. . 
Although stock may be issued in order to readjust capitalization 

'I.:pOn a merger. consolidationp or reorganizat;ion (pU Code § 817 (f)) ~ or . 
for the retirement; of or in exchange for outstanding stock cPU Code 

§ 817 (g») ~ authorization from the Commission under § 8,18 ,is required. 

By eliminating PT&T's voting preferred and correspondingly 

increasing the amo'tmt of its corcmon equity~, the merger would appear to 
• entail an issuance of stock subj ect to Commission ju'.t'isd:i:ction under 

§ 818. To argue as n&T has~ tha.t the merger is not, subject to' Commis

sion jurisdiction under § 818- because the only securities issued :tn 

conjunction with the merger were issued by PTC which allegedly is not 

·-a public utility ~ is clearly to argue form over substance.. PTC was 
"for::ned solely for the purpose of e,ffecting the acquisition and merge~ 
at issue in this proceeding. It has never conducted any independent 

business in the past,. conducts no business now, and will not conduct 

any business in the future. Moreove-r., the corporate existence of 

• 

~I PU Code § 818 reads as follows: 

"No public utility may issue stocks and stock cert·ificates. or 
other evidence of interest or ownershipt or bonds, .. notes ~ or other 
evic!ences of indebtedness payable at periods of more than l2 mouths 
afte-r the date thereof unless,~ in addition to' the other require
ments of law it shall first have secured from the commission an 
orde:- aU1:horizing the issue .... " 
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PTe will cease upon it~ me~ger with PT&T leaving PT&T with 
$82~OOO,OOO less p~eferred and $82~OOO,OOO more common equity~ 
Under these circumstances the issuance of stock by PTC, by which 
means the capital structure of PT&T will be altered, should be 
cons1der~d an issue of stock by a public utility subject to 
Commission app~oval under § 818. 

No reason has been made to appea~ \~hy an exemption f~om 
the applicable PU Code provi~ions should be granted. 
'!'I' , k.+s<!us;nop 

In exercising its authority over the transfer of 
owner3hip and control of utilities and utility property, the 
Commission is responsible for ensuring that the. acquisition or 
transfer at issue is not adverse to the public interest and is 
fair to investors. In discharging this responsibility in the 
pa.5t, the Commission has considered a variety of facto·!'s, 
including the effect on utility service, the effect on utili:ty 
rates, the impact on the finanCial viability of the utility. the 
effect on competition, and the effect on shareholders. When 
appropr-1ate the Commission has granted approval o·f merger 
applications subject to conditions which would mitigate adverse 
effects. 
Eobanc~meot Qf tT&I ManA~~ment Ele~ibillt~ 

In this proceeding. PT&T has argued that the merger would 
enhance the company's flexibility in responding to the 
requir-e:nents of the new consent decree t prop·o·sed legislation and 
FCC orders. P'I'tcT contends that the exis.tence of minori ty . 
shareholders would complicate the tr-ansfer of assets from PT&T to 
other AT&T CO."ltrolled entities due to the possib·ility of' frivolous 
sha~eholder suits, the need for-- complex filings to comply with 
fede:"al secur-ities laws, and related problems. PT&T also arg.ues 
that app:"oval would t'educ¢ tr-ans.!lction costs r-elating to. the 
iS$u~ncc of· equitY' capital. As inc1ic~ted below we cone-lude that 

these benefits will flow from the merger. 
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Elimination of Administration 
ar.d FinQPc1pg Costs 

The testimony of Joses shows that, following the merger, 
PT&T will save approximately $1.2 million annually in 
administrative and $0.5 million in financing costs by the 
elimination of minority shareholders. The savings result from the 
elimination of expenses incurred in maintaining shareholder 
records and stock transfer operations, and from providing public 

stock offerings. 
These savings will occur only in the interim period until 

the divestiture of local exchange companies by AT&T in the 18-
::lonth period l"ollowing the court's approval 0,( the new consent 
decree. After implementation of the consent decree PT&T, as a 
local exchange company, would have many more shareholders than 
now, because AT&T shareholders would receive shares in each 
regional local exchange company. 

Thus, the savings to PT&T from elimination of minority 

shareholders are nominal. In light of all other factors, the 
administative cost savings are d~ miojmis, and not a major 
relevant factor in evaluating the effects of the merger. 
im~r9ypment iO Ability to Finance 

The record shows that in response to PT&T's last general 
rate order, AT&T plans to provide in the next 18 months sufficient 
equity to produce an approximate 50% debt/50% equity capital 
structure. The record also, shO'W$ that AT&T re'cognizes the' 
difficulty BOCs face in obtaining new debt and isiuing new equity 
as a result of uncertainties a~sociated. with the im,.plementation of 
the new consent decree and that AT&T has promi1scd to mo.ke sure 

I, / that BOCs are adequately financed during that~~eriod: AT&T's 
~. " 

assurances that PT&T will be adequately financec:r---appear to apply 
whether or not the merger is completed~ Thus, th~ ~erger should 

"".t", . 

have no effect on the financial community t $ view ',olf P'T&Tt $. credit 
'w" 

standing or the rating of PT&Tts securities~ 
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However, AT&T can more e~sily comply with its obligations 
if minority shareholders are elimin~ted because it would not have 
to incur the time and cxI;:cnse. of public stock offerings or /' 
compli~~ce with federal regulations governing such offerings. 
AT&T could merely transfer funds to its subsidiaries whenever it 
is timely to do so and funds are available. Thus, completion of 
the merger will facili ta.1:e both PT&T t s compliance~wi th our 

I !, 

directive to balance its capital structure and A!&T'S compliance 
with the provision of the new consent decree rcquiring financial 

, ~~ 

assistance to Boes in the period following divestiture. 
We also recognize th.:lt our decision on this issue may 

af:ectinvestor attitudes towards California. utilities. To the 
extent investors are able to take advantage of buyout o·ffers O? 
favorable terms, they m.:l.y be encouraged to invest in California 
utilities. The Commission will not automatically approve all 

such merger proposals, and will indeed examine each on its 
merits, but the need for California utilities to remain attractive· 
to investors must necessarily be a factor in such decisions. 
Possible Drawbacks to the Proposed Mcrger 

Given these conclusions, we must determine whether any 
aspect of this merger is adverse to the public interest, which 
would outweigh the benefits described above and lead us to· 

disapprove or condition part or all of the application. In this 
regard, three major issues have arisen in the course of the 
proceedings: 

l. Whether the merger'will affect PT&T's behavior in' future 
trans~ctions with AT&T. 

2. Whether the merger willincrl,~."a~e rates due to higher rate 
of return requirements. o,r :!l.:rfY other reason. 

. " • tI-

3. Whether the merger is fa':Lr', to' minority shareholders. 
-.. 

-Z9- ' . , 
,"1, .,", 
c • 

'~ ,", 
:',:' ,-II :,~~ 
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~ffect of the Merger On 
iT&T Trapsaetiops with AT&T 

'A1T-COM-JEB, 

In our Notice of Rearings tor this applicat1on~ the 
"' 

Co:nmission raised the ctuestion of how the pt"oposed=merget" might 
,'~ .. 

affect PT&T management decisions relating to transactions with: 
AT&T'. The relationship between AT&T and ~1'&~ frequen.tly has 
raised troublesome t"egulatory oversight prob:::ems'." A!&'l" is b¢th 
P1'&T's principal owner and its main supp11er:~.0r- ectuipment and' 
services. The Commission consistently hassh:own ~:Onc:ern that AT&T 

could use its control as owner of PT&T to caus:e PTtc'f.:to 
overcompensate for ectuipment and services r.ece .. ive,d from AT&t .. 
Because PT&T attempts to pass whatever costs 1't fncurs, in payments 
to AT&T on to ratepayers, such transaction~ Ci~arlY would be 
contrat"y to the public interest. Inso:rar as mino·t"i·ty shareb~lders 
inspire autonomous action by PTtcT ma~gement in its· dealings with 

Al&1', their existence may serv~ an important::public interest .. 
I:l the past: the existence of minor1 ty sharehold'ers has 

not allayed this Commission's concerns about therelationsb:1p 
between P'!&T and' AT&T.. The Commission staff' has· reviewed many of 
the transactiocs between P'l'&t and AT&T", and in many cases the', 
Commission has made adjustments in PT&'l" rates for what were found 
to be unreasonable expenses.. However, given the comp,lerlty and 

~. 

'· ... 'r· , . 

magni tude of the transactions io.vol ved', we canno,t review every ,~ '., N. ~ 

detail of all transactions •. It is because of the limit~ of our 
capability to review these transac,tionsthat minor-ity s.nar-eno,ldet"'s, 

:nay serve an impor-tant public interest as an additio,nal influence 
for- P!&! management to act in its own independent interest instead 

of AT&T's. 
With the announcement or- th.e new consent decree, it is 

highly pt"obable that PT&T will be divested ft"om AT&T' in the near, 
., I 

future _ This will eli:n1nate a major- ~egulator-y pr-oblem t"'elatillg::; 
to the relatiollsbip of P',!&T alld its pr-incip'al sup,pIler, AT&'r., As 

an independ.ent companYJ P'!&T will be able to negotiate with all 
suppliers at arm's length, thus mitigating muc'h of our concer-n 

about the appropriateness of P'T&! tra-nsactions. Accot"dingly,. the· 
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issue of the influence minority shareholders might have on the 
day-to-day transactions with AT&T largely becomes irrelevant .. 

An impor-tant iss,ue remains, however, relating.- to the 
influence minority shareholder--::s may have on the implementation of 
divestiture. The interests of PT&T' and AT&T ap'parently diverge on 
many significant points relating to the terms and cond"itio,ns of 
divestiture, including particularly the compens,at,ion p,rice for 
assets trans.ferred to AT&T, the availabilit.y of Bell Labs patents 
and licenses, and the scope of operations for PT'&T.. If toe 
eXistence of minority shareholders compels PT&l' to act 
ind~pendentlY in its own interest ins"tead of AT&T's-, we would need 
to consider seriously whether approval of the merger Jeopardizes 
ratepayers' 1nterests. 

Based on the record before us,. we do not. find' that th.e 
existence of minority shareholders would have a material effect 
00. the outcom~ of divestiture.. On the key issue o,f asset 
transfer, the record. democ.str-ates that divestiture can be 
structured so that the minority shareholders remain neutral 
even· while the interests of ratepayers- and o,f what will remain of 

" 

PT&l' are impaired.. By splitting PT&l' into separate entities,., 
~inority shareholders would have an interest in both the as-sets 
that would be spun off from P!&T and in those that would remain. 
What the ~ino::-ity shareholders lose through inadequate 
compensation to the operating company they would gain through a 
higher valuation for assets· that PT&T must spin o'f,f. Similat'ly, 
if the transaction were structured in this manner,_ minor--ity 
sharehold.ers would appear to be indifferent to tb:e sco,pe of 
activities left to P'!&l' after divestiture. The record provides no 
example of how the existence of minority shareholders might s:er-ve 
the public interest in the process o't divestiture. 

Even were we to conclude with certainty that 
divestiture may be structured. in a manner-- detr-imental to the 
inte-:-ests of the minority shareholders,. .it remains· questionable 
whether shareholder act.ions to protect theit' interes,ts wou:ld' 
parallel ratepayers' i:lterests or, indeed,. whether minority 
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shareholders are likely to -take ani action at all. Consequently, 
we cannot conclude that the existence of minority shareholders 
during the dives.titure process will serve ratepaye:rs Y interests. 

This conclusion, does not imply- that: dive.s-1;.iture does not 
seriously imperil the future of P!&!. As the ~,~aff brief pOints 
out, if divestiture is impr-operly implemented,local rates could 
rise dramatically and the future financial viability of PT&! could 
be seriously- impaired. We conclude however, that ,"~, 

the existence of minority shareholders is not sufficiently likely 
to influence the outcome to outwe'ig.h the benefits o·f the merger 
described above. We will have to rely on other proceed'ings, 
both before this Commission and in other forums, where we will 
actively participate,' to protect the ratepayer--s.' int·erest in 
proper implementation of ·:~ .. i vesti tur-e .. 

Despite inaications that the presence of minority 
shareholders woul~ off~r little protection to ratepayer interests 
in the divestiture process, we regret giving up even this small 
element of potential security.for ratepayer--s who face the 
disturbingly- uncertain future being planned by AT&t 'fo,t"' submission 

~". 

to the U .,S .. 'Department of Justice.. The record in this- proceeding 
offers little ground' for confidence that eithe:r of these parties 
to the propos-ec new consent decr--ee is fundamentally concer--ned 
about the impact of their-- agreement on local telepho,ne user--s. The 
proposed decree would drastic-ally restrict the scope of P'ac1f1c·s 
future business opportunities, thereby protecting: AT&T from a 
potential source of competition.. Yet AT&T denie,s any 
responsibility to compensate Pacific for as-sets of which P'I&T' 
would be deprived and has- yet to clarify the extent to' which it 
will assume PT'&T liabilities. 

In the face of the troubling uncertainties posed by the 
proposed reorganization, there is reason to preserve any element 
of the s·tatus quo which might augment our ability to defend lo,cal 
telephone user-- interests. Unfor-tuna tely, to the ex-tent that ;: 
existence of minority shareholders served that end,. we would be 

• able to do so only by, in effect, holding Pacific"s minority 
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sb.a:-eholders ransom for ~he duration of the Al'&T reorganization 

process. Delay or denial of the application also would deprive 
Pacii"ic of Vitally needed cont~ioutions o·f equity capital from 
AT&T and even 0'( third party debt f:tnancing,. which WOUld' likely be 
unavailable prior to completion of' the merger. P''I&'r Exhi0·it 22' 
indicates that AT&T intends to co-ntribute over- $600 million in 
equity capital to Pacific in each of the next two years. We take 

that commitment mos·t seriously and explicitly bas·e our decis·ion on 
the need to facilitate those capital contributions. Therefore,. . 
.... ith great reluctance, we feel ourselves constrained to grant the 
authorization for which P!&l' has applied .. 

Eff~ct of Merger 00 Bat~s 

Under th.e terms of the merger AT&T will .acquire all the 
outstanding voting prefer-red and common shares of P'!&'!, which will 
thereafter be cancelled.,. leaving one share of PTC common stock as 

the sole remaining voting share of PT&T.. P!&! has $82' million of 

voting preferred shares outstanding which are carried at a c~st 0'( 

6%. When this 6~ preferred is cancelled, PT&1' t s capital ratios of 

preferred and common will change.. $82 million will shift from 

preferred on PT&T's balance sheet to common.: equity. ·In e'ffect, 
the voting prefet'red will be converted into common equity, which 
at PT&T"s last authorized t'eturn granted in D.93361 will be 
carried at a cost of 17 .. 4%.. The diff'erenc'e betw.een the 6% cost of 
P'!&T"s outstanding voting. preferred and. the 17.4S: cost of common 
equity will inct'ease PT&'!'~,s revenue' requir-ement by $1 i, 480,..000 

~ . 

annually. 
'\..,' , , 

'< Staff witness- Bilei recommended two alternative remedies :) ~ , 

to elim:tnate the potentia;l bu!'"den on ratepayeI"'s which cancelling 
the 6% voting preferred would entail: 

1. The Commission should either deny Pacific's request to 
cancel the 6% voting preferred,. permitting' AT&T to 
aCQ.uire, but r-equir-ing th.e company to retain the 820,000 
shar-es, or 

2.. The Commission should impute a 6%· co,st to' $82 million of 
common stoc-k equity in every future r-ate case o-r ?aciflc ~ 
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Eithe:" of these recommendations would eliminate the cost to 
:"atepayers of cancelling the votingpref'erred. and both are well 
withill t.he Commission's broad jurisdiction; to· protect the public 
interest in securities transactions. 

Denial to P!&! of authority to cancel the 61 voting 
preferr-ed stock would probably necess-itate repetition of the 
di.sclosur~ filings required by federal 3ecur-ities laws, thus 
substantially delaying the proposed merger. Protection or 
ratepayer interests thus compels us to adopt the second 
recommendation of the staff witness. In futUre Pl'&! general rate 
proeeedings,. we will impute a 6%- cost to $82 million o,f COtnm'on 
equity. 

We are not pleased with having to, make such a ratemaking 
adjustment for- the indefinite future. We are painfully aware of 

. . 

th~ criticism to which we have been subjected in the- past becaus·e 
ratemaking adjustments create a discrepancy between authorized and. 
actually earned r-ates of r-eturn. It should be clear that this· 
r-atemaking. adjustment is required solel:r by the utilityts choice 
of how to structure the proPQsed' merger. 

Other than the impact which would result from the 
cancellation of P1'&T's voting "pt'""eferred s.tock,. the merger woulC1 
not appear to have any direct effect on the terms,. conditio-ns, or' 
cost of service provided Califor'oia ratepayers. Neither the 
management'; nor- the operating policies of PT&'r will be affected'. 
Financing in the interim period pl"'ior to divestiture of the 
oper-=3.t.ing companies uncie:- the new consent decree can o'nly be 
pr-ovided by A.T&T. AT&T will have to meet' its commitment io. this 
regard whether or- not the merger is consummated .. 
Fairness to Minority Shareholders 

The record shows that an initial merger offer- made in 
August 1980 was, withdr-awn and that the current merg,er offer was· 
devised thereafter, increasing the amoune td be received by 
minority shareholders. 

In developing both the original and fin.:3.l terms of, the 
merger agreement 7 PT&!' s outside directors retained Dillon. ReaC1' to 
act as its investment counsel. Under tha't agreement' (Exhibit 5) 
Dilloll Read performed the f01lowing advisory ser-vices: 



• 

• 

A.61045 rg */bw * 

-~ 

,'.' .~ •... 

1. Advised outside d!re6tors whether the exchange 
of shares is fair and equitable to the holders 
of PT&l' securities· •.. '·· 

2. 

3. 

4. 

Prepared presentatio~s to Pl'&T's Board of 
Directors concerni~~"the exchange and merger. 

1"_" , 

Furnished a formal;' '~~inion on whether the 
exchange is fair an!;".' equi tab1e to the holders 
of PT&Tsecuritie::\:(fairness opinion). 

Gave reasons suppo~ting Dillon Read's fairness 
opinion. 

Exhibit 8 is the an;llyses and reasons supplied to· P·T&Tts. 
outside c.irectors supportln.g; its conclusion that the merger terms 
aod exchange otre~ are fair t~ holders of PT&T securities. 
Rely1ng upon these dat:l r at'ld~b.e fairnes·s opinion furnis·hed by 
A-:&T"s financial coun~el, t.he outside directors approved the 
terms of the merger and :the exchange agreement. 

In their briefs minority shareholders Stepak r Eagle, and 
Knecht, and the Commissio~' sta,ff strongly argued that the exchange / 
agreement is unfair to mi~Ol"ity shareho1der's of PT&T.V Stepak 

.' 
and the Commission staff used:the financial and other cornpa::-isons 

, . 

in the Dillon Read report to outs'ide director's (Exhibit 8) asa 
basis for their analyses. The staff brief ar~ues: 

2/ 

1. The commOn stock merger offer compa.::-es. poorly 
to other merger offers~ which provided a 
greater price premium over mark~~ price and 
over book value. 

2. The current merger offer is tax3:ble, while 
other receat mer~er offers were not, thus 
reducing the value of the exchange offer. 

3. The me::-ger offer gave no weight to the pending 
federal legislation which t if enacted t would 
relieve PT&T of a substantial recorded tax 
liability. 

A~ ~nd~c:lted above" Step:lk :lnd E:lgle have filed civil suit 
seeking to olock the merger on the baSis th:lt the exchange 
:lgreement is unfair to minority shareholders • 
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Stepak argues that the Dillon. Read analyses are 
inappropriate or inadequate and tha~ Stepak's substitute or 
addi tional analyses should be used as tests to measur.e th.e 
fairness of the exehange otter. Stepak ar-gues·: 

1. Dillon Read did not adequately assess the 
current market value of P'l"&!'s assets· and 
liabilities,. Stepak devised adjusted" g.o'ing 
concern values per common share?" which he 
believes are more representative than those 
calculated by Dillon Rea4. 

2. Dillon Read's analyses of accounting book 
values end September 30, 198i. Stepak extends 
those analyses to cover the period ending 
December 13, 1981. , 

3. Stepak furnishes estimates of the values at 
.... hich the market place assertedly would 
capitalize PT&!'s earnings, providing an 
additional analytical to'01 not inc'luded in jo,he 
Dillon Read report. "'"', , 

4. Stepak uses different comparisons from the Dillon 
Read report to contest the fairness of the premium over 
market price of the merger exchange offer • 

Stepak also argues that this is an involuntary squeeze
out merger; that by virtue of the proposed transaction, AT&T, soon 
to 'oe able to fully use the potential of its unregulated lines o,f 
bUSiness, will receive enhanced values from its· acq,1l1s1t10n of 
what would have been unregulate~ b,llsinesses of PT&r r Stepak 
a:-gues that on the proposed terms ,of the exchange agreemellt, 
P'I'&'I" s minority shareholders are rec'ei ving no· allowance for the 
inc:oemectal value of these lines o,r business,. whicb will b·e 
aCQuired by AT&T. 

Each of the comp::l.risons and analyses set forth in the 
or-iet's of Stepak and our stafr have been given car-eful analysis •. 
These comparisons, if valid, tend to show that a higher pr-ice for-
publicly held common shares could be substantiated. However--,. the 
exohange offer is not so low as to be unfai:- to the minority 
shareholders. In our view there is a range of reasonableness in 
measuring tne fai:-ness of tbe exchange offer, within which t.he 
exchange offer falls. P!&!'s outside directors acted reasonably 
in relying upon Dillon Read's fai:-ness opin.ion and the data 
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supplied in its support. Based 00', the analyses supplied in the 
Dillon Read report, the exchange offer is fair, although it may 
not ?r~duce the dollars desired 'by some of the minority 
shareholders. 

,~ .. 

Exhibit. 24 shows t.he :~e~~ult.s of the vot.es cast at. the 
I " \ 

February 28, 1982 shareholder-s:,\"":~eeting on appr-oval of t~e mer-ger ./ 
agreement. Tho.t exhibit shows.th'e tot.:!l sh.:lres outstandl.ng ../ 

and total possible votes: 
, . 

'. ' ~." 

Votes 
, '., 

I." 

Common . ", 224,504,982' 
Voting Preferred. (820,'600 shares) 5,740,000, 
(Each shar-e has 7 vote~) 

, 230,244,982 
The total votes cast by:: shG'.r-eholders other' than AT&T were 

as follOWS: 

ISELEa - COMMON SHARFS 

Total number of minority commbn 
shares 19,159,707 

Numoer of minority common shares 
voted for the merger 1',829,341 

Numoer of minority common shaI"es 
voted. against the merger 

Number of m1not'"ity common shares 
as to which the owners 
abstained 

",' ,," 

182,662 

, 134,802 

Number of minority common shares, 
not voted 7,012,901 
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100.00% 

6 j .74% 

.96% 

.70% 

36.60% 

% of Shares 
Votpd 

100.00% 

97.39% 

1.50% 

1.1'% 
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TABLE EB~[~BB~12 ~[lAB~S ~ -
% of Total: • or Snares ~ 

Sl:lal:~~ Votes ~l:lal:~~ . Y.Q~~g,. 
Total number of minority 

voting preferrea shares 
(1 votes per- share) , 79,0:'43 1,253,301 100.00% 100.00% 

Number of voting preferred 
shares voted for- the 
me::-ger 91,578 641,.046 51 .10% 

Number: of voting preferrea 
shares voted against· the 

8,102 56,714 4.50% merger 

Number of voting preferred 
shares, as to which the 
owners abstainea 6,357 44,499 3.60% 

Num~r of voting prefer-rea 
shares not votea 73,. 006 511 ,042 40.80%· 

Of the minority shares voted', 97.39% o·r common shares ana 
86.;6% of the preferred shares· votea for the merger. However',. 
consider-ing the abstentions and shares not votea,. 36.6% of the 
total minority common shares ana 48.9% of the to·tal minority 
prefer:-ed shares did not vote for the merger. 

·We have no knowledge of the possible reasons· that 
:ninority shares were not voted. Consiaer-ing its impor-tan,ce, we 
must consider the overwhelming approval of the mer-ger and exchange 
agree:nent to indicate that the terms of the merger agreement ar-e 
satisfactory to the preponderance of the minority shareholders 
voting. We view this favorable vot.e ::J.S another indication of·the 
fairness of the exchange agr-ee:nent to minority shareholders. 

The staff in its brief argues that PTIT ap~ears to have 
violated the disclosure rectuirements of SEC Rule 13e-3 by failing 
to provide the minority sharehold'ers access to the DilJ:"n Read 
report on the fairness of the merser- pr-1ce. Whether- the SEC rule 
was violated or not is a matter outside our jur-isdiction. PTIT's 
alleged failure to pr-ovide the Dillon Read analysis does, not in 
itself lead us to conclude that the merger price is unreasonable • 
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Motion roc Oral Argument and Pr2.posed Report 

A motion for- a pr-oposed r-epor-t und.er- Rule 78 of the 
Comt:lission's Rules of Practice and. Proced.ure and fo,r or-al ar-gument 

unde:- Rule i6 was filed on Feb~uar-y 24, , 982 on behalf' o·f Barnett 

Stepak, And.rew Eagle, William L. Knecht and William Haerle 
(minority shareholders). 

We see no need for o~al argument, as the issues are well 
briefed by the parties. That request will be denied". 

The issuance of a p~oposed repo~t may delay the de'cision 

in this matter and is not necessary to aid us in deciding the 

issues raised in the proceeding.. Therefo·t"e, the reques.t for a 
proposed :-eport will be denied ... 
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Findings of Fact 
l. P'!'&T is a California corpor.,.tion operating as a public utility 

subject to the jurisdiction of this Commission. 
"., ... " .. 

2. PTe is a California corpor~tion and a wholly owned subsidiary 
of AT&T. PTC was formed solely for the purpose of mcrging with PT&T~ 
a..."'J.c. will go out of existence when the merger is comp,lctcd. 

3. AT&T is a New York corporation rcgulated as a pul:>lic utility 
:by the FCC in connection with its. interstate telecommunications services 
and facilities and is not subject to the jurisdiction of this Commission • . 

4. PT&T seeks authority to merge with PTC and into AT&T or" 
alternatively, an order finding that Commission approval is not required. 

S. The terms of the proposed merger and exchange of stock are· 
set forth in the agreement on Plan of Merger and the related Agreemen.t 
of Merger attached to A.6l045. 

6. AT&T now exercises control of PT&T thro.ugh ownership of 
91.5% of P'r&T's common shares and 78.2% of J?T&T's preferred shares. 
AT&T is in the position to approve the merger without the ;,.,ffirmative 
vote of minority n&T shareholders. 

7. The merger, in effect,. ... dll be a "going private" transaction 
under which PT&T would acquire the shares of minority shareholders. 

8. Completion of the merger will not impair our power or ability 
to regulate PT&T, nor will it ;,.,cversely affect PT&T's ability to provide 
service to its customers in California. 

9.. Retention of J?T&T'S minority shareholders will not assure 
arm's-length negotiations between PT&T and its parent in intercorporate 
transactions • 
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• 10. As A'I'&T now controls PT&'l' through majority s·tock ownership, 

• 

• 

the dependence of P'I'&'I' on AT&T will not change in any material way 
if ~~e merger is consummated. 

11. The continued existence of minority shareholders would not 
significantly protect the interests of P'I'&'I' and itsratepayers~ 

12. 'I'he order in P'I'&'l"s· last general rate proceeding (0.93·367) 

directed P'l'&T to revise its capital structure by increasing its.equity 
portion. AT&T has agreed to provide by 19S3 sufficient additional 
equity capital to produce a capital structure for P-T&T of approximately 
50% debt and 50% equity (Exhibit 22). 

13_ Infusion of additional equity capital into P'l'&T' can be 
accomplished. more economically by AX&T if it is not required to make 
public offerings and to comply with the SEC's registration and other. 
requirements. 

14. On January S, 198'2, AT&T' and the United S·tates Department of 
Justice announced a proposed settlement of the Department "s pending 
antitrust suit against AT&T'. 'I'he proposed settlement (the new consent 
decree) would require a far-reaching restructuring of the telecommunica-
tion industry.. p' 

15. Prior to the filing of A .. 6l04S, the FCC had issued orders in 
its Computer II and related proceedings which would require restructuring 

" 

of the telecommunicationS- industry by formation o·f competitive . 
equipment sales companies by BOCs separate from their regulated 
activities. 

16. The actions required by the new consent decree or under t.."'e 
FCC orders described in the two prior findings can be accomp-lished more 
expeditiously and economically if P'I'&'I' is a wholly owned subsidiary of 
A:t&'I', as are other BOCs. 

17. The proposed merger is for legitimate corporate purposes and 
sufficient justifica'tion has been provided to approve the merger • 
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18. The continued presence of minority shareholders cannot be 
expected to influence the outcome of divestiture, and so will do little 
to pr0:teet the interests of PT&T and its ratepayers during the reorgani
zation required by the new consent decree. 

19. The merger, in and of itself I' will have no adverse c.ffect on 
competition. Actions contemplated under the FCC's Computer II orders 
and under ~~e new consent decree would have a material effect on , 
co:npeti tion. The merger would not change the competi ti ve effects. of 
the FCC"s Compu'ter II orders or the new consent decree. 

20. The shift on PT&T's balance sheet of $·8'2 million of 6% voting / 
preferrec1stock to common equi ty earning at 17.4 % would require M aMuru. ; 

increase in revenues of $11.5 million. 
21* In future rate proceedings of PT&T it will be reasonable to 

impute a 6~ cost to the $82 million of common equity created by the 
conversion of the 6% voting preferred stock. 

22. In the interim period between completion of the merger and 
divestiture required by the new consent decree, PT&'I' will save 

" 

approximately $1.2 million annually by reduced wo,rk in PT&T' s stock and 

bond office if the merger is approved. 
23. Other than the impact described in Findings 20 and 22, the 

merger would not directly affect the terms, conditions, or costs of 
service provided California ratep~yers by PT&'!'. 

24. The Dillon Reaa report and fairness letter provide a competent 
basis for testing the reasonableness of the exchange offer. 

25. The preponderance of P,!,&,!,'s minority shareholders voting on 
the merger approved the merger and exchange agreement of PTST's 
February 1982 shareholders' meeting. 

26. The exchange offer is fair and reasonable., 
27. The interests of minority shareholders, \Yi~l not be adversely 

affected by approval of the merger. 
28. DisapprovAl of the- merger would deny minority shareholders 

tangible benefits and could deprive Pa.cific of urgently needed capital 
financing • 
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29. The proposed merger is not adverse to the public interest~ 
subject to the condition set forth· in Finding 21. 
Conclusions of Law 

1. The proposed merger transactions are subject to the juris
diction of this Commission. 

2. The proposed merger is for legitimate corporate purposes. 
3. The proposed merger and exchange offer do not adversely affect 

minority shareholders. 
4. The proposed merger is not adverse to the pub,lic interest and 

should be approved, subject to the condition described in Finding 2l~. 
S. The proposed settlement in the ;ederal antitrust proceeding is 

subject to public notice and comment (Tunne..y' Act, lS USC 16,) and requires 
,p, 

judicial approval prior to implementation~-. 
" -

6. Public Utilities Cod.e §S54 applies to· persons or corporations. 
seeking to acquire California publicutilit:i:es. The' proposed merger falls 

,I' I 

wi thin the purview 0·£ §a.S4 _ ,;,,~ .. 
I'" 

7. The motion for oral argument and:for, a proposed report should 
be denied. 

8. The following order should be' effective promptly in order 
to permit Pacific's urgent need for capital financing to' be met. 

a R D E R 
~ - - --

IT IS ORDERED that~ .. 

1.. Pacific Telephone and Telegr'aph Company (PT&T) is authorized 
.. ~ • ", • ! 

to merge with the Pacific Transiti;n c~rpO:ration~ a wholly ow:r~ed 
" 

subsidiary of the American Telephone and Telegraph Company, in 
• I 

accordance with the Agreement and ~lan of Merger and, related Agreement 
of Merger attached to A.61045" subject to the condition. that in 

,- , 

applicant's next general rate proceeding (and in subsequent proceedings, . 
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for so long as is appropriate) PT&,!" s actual capital structure shall 

be amended to impute a 6% cost to $S2 million of common equity in 
accordance witb.-.pindings 20 and 2l of the preceding opinion .. 

2. The motion for oral argument and for a proposed report,. and 

any other motions not ruled upon, are denied .. 

This order becomes effective seven days. from today .. 

Dated May 4., 1982 , at San Francisco" California .. 

JOHN E.. BRYSON 
President 

RICHARD D.. GRAVELLE" 
LEONARD,. M. 'GRIMES, JR. 
VICTOR CALVO 
PRISCILLA ,C.. GREW 

Corrunissioners 
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pem.itted to directly provide new teJ:minal equipment or new enhanced 
ser.ri.ces. To peJ:mit compliance with possible legislation and the 
FCC decisions, .A:!&-r was considering the establishment of a subsidiary 
to engage in the offering of enhanced services and terminal equipment. 

The proposed merger assertedly would provide both PT&T and 
K!&T with greater flexibility in meeting the requirements of the 
proposed legislation and the FCC decisions. The merger would also 
allow el:Ul'dnBtion of various administrative and financmg.costs 
necessitated by the existence of publicly held voting. shares of PT&T. 
Public Hearing 

After review of 
that a public hearing was 
as follows: 

the application. the C01Xlmiss,ion concluded 
\ necessarvr_ The notice of hearing stated 

"In addition to applicant's showing to Justify 
its proposal and relevant e ~dence on material 
issues, the Co'lXlmission expec ,parties' to, 
address the effect of the proP9sed merger on 
the independence of applicant ~ any future 
negotiations with its parent; an\d the concern 
that the proposed merger e1~inat~g ~ority 
shareholders, could remove a safegUard for 
arm's-length negotiations between a"pplicant 
and its parent on such matters as transfero,f 
asset:s. purchase of equipment: and services'. 
and allocation of joint costs. The Commission 
would like to hear evidence and discussion On 
ehese and related questions. '" 
A duly noticed public hearing was held before ALJ Mallory 

in San Francisco on December 23 and 24, 198-1. at which all interested 
parties had opportunity to be heard. 

On January 8. 1982, the United States Department of Justice 
and AT&T announced that a settlement' had been reached in: United 'Stat'es 
of America v 'W'estern Ele'ctri'e Comran:y. "Inc .. and' 'AT&T.. (United States, 
District COU'rt for the District of New Jersey. Civil Action No. 17-49))" 
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.. 

and related proceedings,. a complaint alleging violations o.f federal 
antitrust laws. A key part of the settlement would require AT&T to 
divest n&T and other subsidiaries providing local exchang.e service. 

Application CA.) 61045- was reopened and Pacific was directed 
eo supply addit;ional data.2! Further hearing was held on. February 22 ~ 
23, 24, and March l~ 1982 to receive evidence on the issues described 
in footnote 3. The matter was resubmitted upon the filing of 
concurrent briefs ou March 24~ 1982. 

In the initial phase of the proceeding. evidence on behalf 

of Pacific was presented by Virginia A. Dwyer, Vice President and 
Treasurer of AT&T; by Het'man E. Gallegos,. Cha:t:rman of the' Board of 
u. S. Human R.esources Co:rporation,. and a Director of P'r&'!'; and' by 

," ); 

Robert G. Joses,. PT&,! Treasurer. Evidence on behalf of this Commission's 
Revenue Requirements. Division. Finance Branch, was presented by Kent C. 

Nagel and John Bilci. 

tt-2./-' ---------------------------------------Pacific was directed to file the following: 

• 

a. A copy of the settlement reached in the federal court 
proceeding. 

b. An explanation of the effects,. if any. that settle"; 
ment may have upon the tet'mS and ..... c·c.nditions of· 
service to local subscribers proV±~ed by PT&T~ 

~ . 
c. An analysis of whether the continued existence of 

minority shareholdings better ensures protection 
of the interests of bo~h PT&T and its ratepayers. 

d. krJ. e."'tplanation of the effect. if any, the settlement 
may have on the tel."mS and conditions of the merger 
agreement for which approval 1s sought in A.6l045·; 
and explanation of whether thesettlemerit will 
adversely affect the rights and privileges of 
~inority PT&!' shareholders. 

e. Whether Pacific desires 20 proceed with the 
proposed merger and, if so\ whether the merger tenns 
require revision. (An amen~d application should 
be filed if the merger agreement or authority 
SOttght is changed.) ~ 

'-. 
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In the reopened phase, evidence was presented by Alfred 

Partoll, Vice President. State Regulatory Matters, of AT&T~ Robert N. 

Flint. Vice President and Comptroller of AT&'X'. and William Morrison, 

a PT&T Director. 
Adv3n1:ages of Merger to AT&T 

Dwyer's testimony described the advantages of the merger and 
result of the merger on AT&T.. That testimony also- disclosed that PT&T 
is the only remaining Bell System operating company in which AT&T holds 

a :najor interest which has not been merged into- AT&T.. The merger o:f 

other such operating companies assertedly was accomplished for the s.ame 
reasons that underlie the merger here in issue. 

The witness testified that AT&T has undertaken the merger 

for the follOwing reasons: 
1. AT&T's primary obJective in the merger transaction is to 

obtain the flexibility that the Bell System needs to continue to meet 

• 

the needs of our customers in a very rapidly developing,. very unpre

dictable situation, involving the restructuring of the telecommunications 

industry .. partial deregulation. and increased competition.. The FCC has 

• 

required. that the Bell System. divide itself into at least two' separate' 
segments, both in a new competitive environment, one that will be 

fully subject to tariff regulation. and the other a fully separated 

subsidiary or .subsidiaries that will ope~te .. on a detariffed basis. 
The FCC's "Computer II" orders that are now J.n effect,. require that 

new enhanced services offered by the Bell S~tem must be' provided by . 
a separate subsidiary on a detariffed basis. n addition. after 
January::l, 1933. new terminal eq,uipment must berovided on a similar 

\ 
basis. In the meantime the Senate has passed a b~l t SB 898'. that 

would t:laUdate a similar result.. Legislation is al~ pending in the 
House of Representatives. !'he problems involved in \litt:i:ng the 

Bell System into two separate segments, united by comm n ownership-

but structurally separated .. are eno:mous even without 
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PT&T Evidence in the Reopened Proceeding 
PT&T filed a response to the order in D.82-0l-94 which 

contained the information directed to be filed. The settlement" 

agreement terms and conditions and its effect on PT&T::and its ratepayers 
are discussed under subsequent headings. 

PT&! presented William W. Morrison,. a PT&T Director. and 
Chairman of its Special Merger and Divestiture Committees .. to confirm-:,.:; 

',," 

the data supplied and views expressed in that filing. 
Morrison explained that P'I&l' desires to- proceed with the, 

merger on the terms and conditions set forth in A.6104$ and ~ that in 
the opinion of the members of the special committees,. the settlement 
agreement had no effect on the merger conditions, or on the'rights and 

privileges of minority stockholders. The witness also eXpl:ained that 
Pl'&!~ s evidence adduced in the initial phase of this proceeding with 
respect to the issue whether the continued existence o,f minority sto,ek-

• holders better ensures protection of the :!:nterests of both PT&T and 
its ratepayers. is still applicable. P'I'&! intends to fully comp.ly 

with the divestiture order whether or not the merger is approved. 

Evidence Concerning' Divest·:tture 

• 

Exhibit 14 is an excerpt from the Federal Register of 
January 28. 1982 .. which sets forth the proposed modification o·f the 
final judgment in United States v Amer:f:'can '!el.& Tel. CO:.",'et al ... 

CU.S. District Court of the Distr'::'ct of Columb'i.a~ Civil Actions 

Nos. 74-1698 and 82-0192) and the stipulation fd-r voluntary dismissal 

of that antitrust complaint. \ 
Exhibit 15· is an excerpt from the Februar-y 17,.. 1982 Federal 

Register setting forth the Competitive Impact Statecient prepared by 

the Antitrust Division of Federal Department of Jus.t~e in connection 

with the proposed modification of final Judgment. \ 
Exhibit 14 provides that not later than six months after the 

date of the modification for final jud'gment,. AT&T shall ~bmit to the 

\ -17-
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Department of Justice for its approval~ and thereafter implement, a 
plan of reorganization. Following reorganization. local Bell operating 
companies (BOCs) providing local exchange 1:elephone services would be 
divested by AT&T. AT&T would continue to own a nationwide intercity 
neework comp,osed of its long lines department and the fO'rmer intercity 
facilities of the BOes J and would retain ownership of Bell Telephone" 
Laboratorie:s (Bell Labs) and Western Electric.. AT&T also would provide 
customer premises equipment ).l The to-be-divested operating companies 
would be required to provide,. on a phased-in basis,. exchange access to 
all intercity carriers equal to that provided to AT&T. 

The proposed divestiture order would also provide: 
1. The transfer from AT&T and its affiliates to 

the BOes, or to a new entity subsequently to 
be separated from AT&T and to be owned by the 
BOCsJ-of sufficient facilities, persolll'lel, 
systems~ and rights to technical "information 
to permit the BCCs to perform independently 
of AT&T,. exchange teleco1lJmun.ications~and 
exchange access f'tmctions, .. 

2. '!he separation within BOCsof all facilities 
and personnel between those relating to exchange 
telecoImllunications or exchange "access functions" 
and those relating to other functions (including 
inter exchange switching and transmission, and 
provi.sion of customer premise equipment). 

3. !he transfer of ownership of the separate portions 
of the BCCs providing local exchange\and exchange 
access services from AT&T by means of "a. spin-off 
of stock of the separated BCCs to the sb"areholders 
of AT&T or by other disposition.. The BC~ may be " 
consolidated.. (The tentative reorganizat~on plan 
is to consolidate the BOes into nine regional 
comianies. The spun-off portion of PT&T' wh~ch 
WOil d provide local exchange and access serv~ce /,;:' .... ~ 
will be one of the nine separate operating \ ~ : 
companies _ ) -:.-.: I 

• 
2/ The following types of service would remain with thes~arated BOes:, 

pay phone service. radiotelephone and paging services .. l'ocall.white 
page _ directory listit;gs. Yellow pa&:e ad~e~ising serviceS,,\oUld.',be 
provo.ded by At&T or ~ts =regulated a.ff~h"te. . \ ~ .. 

-18-
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Un~il September 1, 19,81, AI&T, Western Electric, and Bell Labs 
I 

shall provide, on a priority basis::':,:al1 research development~ manufac-
turing. and other support servl,:c'es t'i:) enable the :BOCs to, fulfill the 

divestiture order requirements .. , ' 
After comp:letion,of; ihe reorganization. no BOCs shall~' 

1. P~ovide interexchange services, 
2. Manufacture or provide telecormnunication products 

or eustomer premise; equipment .. or 
3. Provide any other product or service, except 'tele

communieations and 'exchange acces.s service, that is 
not a natural monopoly 'service actually regulated 
by tariff. 
Exhibit 15 .. the Jus,tice Department's Competitive Impact 

Statement, sets forth in detail (a) the nature and purpose o,f the 
antitrust proceeding .. (b) a dl~scriptl:on of the practices and events. 
giving rise to the alleged violations of the antitrust laws r and (c), an 

• 

explanation of the reorganization plan and divestiture order. 
!he federal court has· asked for comments on the divestiture 

plan before issuing. its order, due April 22, 1982. approving the settle-

• 

ment agreement directing the terms of divestiture.. Ihis. Cotmnission .. 
among many others, has indicated the desire to furnish comments. 

HR. 5158 and SB 8'98 

HR 515a: and SB 898 are bills now being~heard by congreSSional 
eommittees amending federal laws regulating the t ecomm~cations . 
industry. Congress appears to intend to exercise 0 ersight in the terms 

and conditions of the final actions directed by the ederal court as a 
result of the settlement agreement. \ 

The President of this Con:xrnission has express~ his views 

before those c:oXOlilittees 'on the appropriate means of 1mp~~t~ 
::l::::~~::eo~r~::. c:~e:~e d~:;:~ of this Cownission t ,\tor the 
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The witness explained the manner in which assets are to be 

transferred had not been fully developed. but that based 0'0. tentative 
plans and considerations. asset trans·fers could take place before or 
after divestiture. It was the position of the witness that under the 
methods tentatively adopted. no new asset valuations would be'necessary 
nor are any contemplated. In the View of the witness. as bo,th the function 
and the assets necessary to perform the function are concurrently .. 
transferred from the BOes to A:I&T.. net book value of the asset is·a 
reasonable basis for asset valuation.. It is AT&'I" s pres.ent plan to 

make asset and stock transfers simultaneously with divestiture. 

Witness Flmt testified that complet:l: n or noncompletion of 
the merger will have no effect on implementation ·f the new consent' 
decree. as the decree Will be implemented' whether r not the merger is 

completed. Flint also tes·tified' that on October 8. 1981. prior to the 

settlement agreement. P'I&! filed with this Commissio a plan to' reduce 

• its debt ratio to about 50% (Exhibit 22). The witnes\ stated' the 1>1." 

was filed after consultation with AT&T.. The plan indicated that AT&T 
shared with PT&T and this Comml..ssion a de'sire to improve PT&r'"s' 

• 
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although the methods are under study and no definite decision has been 
made. The witness testified that AT&T is committed by the terms of the 
settlement agreement to see that all local operating companies~.including 
n&T. are financially viable upon divestiture. The Witness indicated 
that such financing could be accomplished by AT&T. on behalf o·f PT&T 
more quickly and in a less costly manner if the merger is completed because 
of the time and cost of public offerings would be el~inated. 

The witness also described the means by which assets. liab·ilities,. 
and capital structu:es would be assigned between local exchange companies 
anc. AT&T. These assignments would be accomplished in a diffe:ent manner 
to preserve PT&!,'s minority shareholders' interests in the event 
the proposed merger is not consummated. The witness indicated that the 
dives~iture order would be simp,ler to comply 'With if the merger is 
accomplished because all local exchange companies could be spun o·ff 
from AT&T in the same manner • 

• 
3u:isdictiona1 I'ssue . 

In its application and :tn its brief. PT&T argues. alternativelY',. 
that the merger is not subj ec:t to Public Utilit:i:.es cPU) Code §§ 816 

through 854; that if the transactions are subJe,ct to these code sections,. 
they should' be exempted 'Onder PU Code §§ 8'29- and 853; 'He should hold 
that, although we may be without jurisdiction, we will approve the 

" 

merger for all purposes over which we arguably might have jurisdiction'" or 

• 

hold chat no authori.zation is necessary. 
In their briefs, the Commission staff and ther parties argue 

that we have Jurisdiction to approve the merger. The taff argues that 
jurisdiction lies with the Co'lXlmission under PU Code S-§54. 818:, and 822'. 
Other parties urge jurisdiction under PU Code S- 822. 

We concur in the staff view.. AT&T already cont o·ls PT&I' 
through ower ship of approximately 90% of the company's V~:i.ng shares. 

\ 
Through the lIlerger at issue in this proceeding .A:I&" would 0\ the 
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?TC will cease upon its merger with PT&T leaving PT&T with 

$$2,000,000 less preferred and $82,000,000 more commo,n equity. 

Under these circumstances the issuance o-f stoek by PTC, by which 
means the capital structure of PT&Twill be altered., should be 
considered an issue,,:' ·~r stock by a public utility subject to· 

, , I 

Commission_ approval:: under ~ 818. 

No reason.':has been made to: appear why- an exemption from 
the applicable PU bOde' p::ov1sions ~houl:d. b'e sranted. 
Discussion 

, . 
, " 

In exercising its authority over the transfer of 
, 

ownership and control of' u'tilities and'uti11typro'perty, the 
CommiSSion is responsible for ensuri~g'that the acqu1s1ti?n or 

transfer at issue is not adverse to· the public interest and is 
fai:- to investors. In dlscharg;ingthiS responsibility- in the 
past, the Commission has considered a variety of factor'S, 

inclUding the effect on utility service, the effeet on utility 
rates, the impaet on the f1naneial 'V'iab1l1 ty o·f the ut1lity, the 

effect on competition, and the effect on shareholders. When 
appropriate the Commission hasgrantea approval of merger 
applications subject to cond:1.~1ons whieh would m1 t.1gate adver-se . " 
effeets. I , 

", 

Ephaoc,mept of PI&I Managem~6~Flexibility 

In this proceed1ng~,P.r&T- h.as argued, that the merger would 
enhance the company's fleX1~1i~ty in respond,ing to the 

/ I, 

reqUirements of the new cons~t:l.t decr-ee, prop-osea legislation and 
FCC orders. PT&! contend-s,th·at the existence of inori ty 

, ,./" ~ 

sharehold.ers would comp11cat-e~th.e tr-ansfer of asse from PT&! to 

othe:- AT&T controlled entities- d;Je to the possibilit or:frivolous 
shar-ehold.er suits, the neea :tor: complex f11ings to co p,lY' wi:th 

.. . '\. 
federal secu::-ities laws, and.' related- problems·. PT&'r a~o argues 

that approval would reduce trans~ctio~ c~ts- r-e):.~ t~ the -
issuance of equity cap'ital. 6'..0 ~~ 011 tA!<-~ 
~ ~ ~ ~ ~ t.A~ -ot-t- /<-, 
~~~ 
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Elimination of Administration 
and Financipg Costs 

AL':'-COM-JEB 

The test·imony of Joses shows that, following the merger, 
PT&'!' will save approximately $1 .2 million annually in 
administrative and $0.5 million in financing costs by the 
elimination of minority shareh.olders. The savings result. frOI!!: the 
elimination of eX?enses incur:-ed in maintaining shareholder 
records ancf st.ock trans·fer operatio,as, and from' pt"ovid.ing public 
stock offerings. 

These savings will occur only in the interim period until 
the divestiture of local exchange companies by A'!&T in the 18-

month period following the court's appr-oval of the new consent 
d.ecree. After implementation of the consent dec'r~e P'T'&,!, as a 
local exchange ,~ompany, would have many mo·re shareho'lcrers than 
now, 'ceca-us!! AT&T shareholdet"s would receive shat"es in each 
regional 10ca1 exchange company. 

rhus, the saVings to PT&T from elimination of minot"ity 
shareholders are nominal. In ligh.t of all .other rac·tors,. the 
administative .cos.t savings are de minimis, and not a·majot" 
relevant factor in evaluating the effects· of the met"ger. 
ImpcovAment in Ability to Finance 

The record shows that in response to P!&l"s ·last general 
rate order, AT&! l'lans to provide in the next 18 months sufficient 
equity to produce an approxiimate '50% debt/50%e'qui,ty capital 
structure. The record. also shows that AT&! reco'g.nizes the 
difficulty BOes face in obtaining new debt and issuing neW' equity 
as a result of' uncertainties associated with the 1mp.lementation of 
the new consent decree and that AT&! has promi d to make su!"'e 
that BOCs are adequately financed during that pe AT&!"s 
assu~ances that P'!&T w.ill be adequately financed a earl to, apply 

" . 
whe~ er or not the merger is completed. Thus" the m rge~~hould 
hav€:/no· effect on the financial cOCllXlunity's V'iew o·f' P'I'..&T·'s c'redit 
standing or th.e rating of' PT&!'s- securities • 
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However,. AT&T can mo'C'eeasily comply- w:!.th its obligatio·ns 
• if mino!"ity shareholders are eli::a.inated because it would not have 

t.o incur t.he time and expense of publlc stock offering or 
compliance with federal regulations governing s:uCh offerlngs. 
AT&T could merely transfer funds to its subsidiaries whenever it 
is timely to do so and funds are available. ThUS, comp.letion of 
the merger will facilitate both ?T&T's compliance with our 
d.irective to balance its capital structure and AT&T's 

• 

compliance with the provision of the new consent decree requiring 
financial assistance to B'Oes in the period following divestiture. 

. ___' . ... s posItion _~aSlllerit. __ While~T 
could-i~I!l'?Tement the var--i-o-u-s.-requirements with or withoutminorltv - .... 
..,__. oJ 

(Shareholders, theiLe.;d..s..t.e.o.ce-p.~"j"""'W'O'a"l"Cl-eomP'"H--c-a.t.e-.w»at 

a:n.ge·ad"y will be' a diffi.CA~.l.t-p.co.c.e",~oLc.o.m~.lYJ.llg with 'V'~~s ~ 
goV'ecnme-n~equiremen ts. '-W-e-als.o.:.:..a;g-r:e:e=t.:baka.}>}>r.o.v.a.l-.w:o.u..ld..

~e.,wh.a.t-s-±mp"l"'1""tY"""an-aramltate fu tur~ eqUrty-f'rnan~cTn~g-o~C 
;,--

We also recognize that our decision on this issue.may 
t investor attitudes 

exteQt :i.R'te.stors haze 
::: 

Possible PrawbacKs to the Proposed Merger 

Given these conclusions, we must determine whether any 
aspect of this merger is adverse to the public· interest, which 

would outweigh. the benefits describ=d above and lead us to clisapprove or condition 
part or all of the a-pplication. In this regard, thr-ee major 
issues have arisen in the course ot' the proceedings: 

1. Whether the merger will affect PT&r'"s b avior in future 
transactions with AT&T. 

2. Whether- the merger will increase rates due to higher rate 
of return requirements or any other reasonr 

3. Whether the merger is fair to minority shareh ld.ers • 

.do~ ~~~M..h-i;t~ . ~ 

txt-~ ~ ~ ~J. -d~ f1'J-L- /l-L ~ . ,~ 
JJJ &-" . ~ d ~ tI/.b.- ..' ~ ~.(Jt7 ~ fr-I!A-~~a;Ly/'~'~~' ~ ~-4 ~ ~ql-'~~-or~~ !:'Y'-x-,. ~...M} 14~ t'~ "CP... I n.:-;-; , . '\ . 
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1. Ad.vised. outsid.e d.irector-s whether- the exchange 
of shares· is fair and equitable to- the hold.ers 
of PT&T securities. 

2. Prepared. presentations t~ PT&!~s Board. of 
Directors concerning the eX'chang.e and merger. 

3. Fur-nished. a formal opinion on whether the 
exchange is fair and equitable to the holders 
of PT&! securities (fairness opinion). 

4. Gave reasons suppor-ting Dillon Read.·s fairness 
opinion. 

Exhibit 8 is the analyses a.nd. rea.sons supplied to PT&'!'s 
outsid.e directors supporting its conclusion that the merger terms 
and. exchange offer ar-e fair- to- hold.ers of PT&'! securities. 
Relying upon these data, and the fairnes·s opinion furnished. by 
A!&'l'~ s financial counsel, the outs-id.'e d.ir-ectors appr-oved.' tb.e 
terms of the merger and. the exchange agreement. 

In their briefs minority s,hareholders· Stepak, Eagle, and 
"Knecht, and. the Commission staff strongly argued that the exchange 
agreement is unfair to minority shareholders of PT&'!.' Stepak 
and. the Commission staff used. the financial and. other comparisons 
in the Dillon Read report to ou,tsid.e d.irectors (Exhibit 8) as a 
basis for their analyses. The staff brief argues: 

,. The common stock merger offer compares poorly 
to otb.er merger- offer-s, which provided' a 
greater pr-ice premium over mar-ket p'rice and 
over book value. 

2. The current mer-ger offer is taxabt.e, while 
ot.her- recent merger offers were no~ thus 
red.ucing the value of the exchange ffer. 

3. The merger offer gave no weight to t~ 
fed.eral legislation which, if enacted, 
r-elieve PT&! of a s·ubstantial recoraed 
liability. 

1/ As i::.d!.cated above> Stepak a."lo. Eagle have file 
seek!..r.g to block the m.e:-ger on the basis- that 
a.g:-ee::nent is unfair to ::l,1nor1ty shareholders • 
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supplied in its support. Based on the analyses supplied in the 

Dillon Read report, the exchange offer is t~air, although it may 
not produce the dollars desired by some of the minority 
shareholders. 

Exhibit 24 shows the :-esul ts of the vo,tes cast at the 
February 28, 1982 shareholders t meeting on appr"oval 0,( the merger 
ag:-eement.. That exh1bi t shows that the total shares outstand'ing 
and total possible votes: 

Common 
Voting Preferred (820,000 shares) 
(Each share has 7 votes) 

Votes 

224,504 t 98,2 
5,740,000 

230,2411,982 
The total votes cast by Shareholders other than AT&T were 

as follows: 

IABLE A - COMMON SHARES, 

Total number of minority common 
shares 19,159,701 

Numb~r of minority common shares 
voted for the merger 1T~829~34' 

Number of minority common shares 
voted against the merger 

Number of minority common shares 
as to which the owners 
abstained 

Number of minority common shares 

182,662 

134,802 

not voted 7,012,901 
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Findings of Fact 
1. PT&T is a California corporation operating as a public utility 

subject to the jurisdiction of this Commission. 
2. PTC is a California corporation. and a wholly owned subsidiary 

of AT&T. PTC was formed solely for the purpose of merging with PT&T,. 
and will go out of existence when the merger is eomp·leted. 

3. A.'r&T is a New York corporation regulated as a publie utility 
by t!le FCC in connection with its interstate telecommunications services. 
and facilities and is not subject to the ju.risdiction of this Commission .. 

4. PT&T seeks authority to merge- with PTC and into AT&T or,. 
alternatively,. an order finding that COmmission approval is not required. 

5. The terms of the proposed merger and exchange of stock are 
set forth in the agreement on Plan of Merger and the related Agreement 
of Merger attached to- A.61045. 

6.. AT&'X now exercises control of PT&'X t¥Ollgh ownership· of 
91_5% of P'X&T's common shares and 78.2% of PT&T ~- preferred shares. 

\ -

AT&T is in the position to approve the merger wit!1it the affirmative 
vote of minority PT&T shareholders. - _-

7. The merger,. in effect, will be a '!"going pr'vate" transaetion 
I 

under which PT&T would acquire the shares of minority shareholders. 
S. Completion of the merger will not impair our power or· ability 

to regulate P'I'&T, nor will it adversely affect PT&T 
service to its customers in california. 

9. Retention of PT&T's minority shareholders will ot assure 
arm's-length negotiations between P'I'"Sr'l' and its parent- in in:tereorporate 
transactions .. 
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18.. The continued presence of minority shareho,lders cannot l:le 
expected to influence the ,outcome of divestiture, and so will do little
to pro~ect the interests of PT&T and its ratepayers during the reorgani
zation required by the new consent decree. 

19. The merger, in and of itself, will have no adverse e.ffect on 
competition. Actions contemplated under the FCC's· Computer II orders 
anc under the new consent decree would have a material effect-on .,--,.,....... 

competition. The merger would not change the competitive effects. of 
the FCC's Computer II orders or the new consent decree. 

20. The shift on P'r&'I" s l:lalance sheet o·f $82' million o·f 6% voting 
preferred to common equity earning at ~7.4% would require an annual 
inc:ease in revenues of $11.5· million. 

21. In future rate proceedings of PT&T it will be reasonable to 
impute a 6% cost to, the $82 million of common equity created by the 
conversion of the 6% voting preferred stock. 

22. In the interim period l:letween completion of the merger and 
divestiture required by the new consent decree, PT&T' will save 
approximately $1.2 million annually :by reduced work in, P'l'&'l"'s stock and 
bond office if the merger is approved. 

23. Other than the impact descril:led in Findings 20 and 22, the 
merger would not directly affect the terms, conditions, or costs o-f 
service provided California ratepayers by PT&T'. 

24. The Dillon Read report and fairness ~tter provide a competent 
basis for testing the reasonableness of the exch~ge offer. 

25. The preponderance of PT&T's minority sha1~holders voting on 
the merger approved the merger and exchange agreemen~Of PT&T's 
February 1982 shareholders' meeting-

26. The exchange offer is fair and reasonable. 
27. The interests of minority shareholders will not be adversely 

affected by approval of the merger~ . \: 

28. Disapproval of the merger would deny minority skreholders 
tangible benefits and could deprive P",cific of urgently ne~ed'capital 
financing_ 
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for so long as is appropriate) PT&T's actual c~pitalstructure shall 
be amended to impute a 6% cost to $82 million of common equity in 
accordance with Findings 20 and 21 of the,-:eceding opinion. ' 

2. The motion for oral arqument an~",,~or a proposed report,. and 
any other motions not ruled upon, are denied 

This order becomes effective seven\ys from tod .. y. 
Dated MAY 41982 , at San F ancisco',. California. 
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