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OPINION

Summary ,
We approve the merger of Pacific Telesis Group (Telesis) and SBC

Communications, Inc. (SBC) (Applicants). We evaluate the potential competitive
impacts of the proposed merger under the purview of Public Utilities (PU) Code § 854
and find that the merger is unlikely to adversely affect competition in California.

As a condition of our approval, we require Pacific Bell (Pacific) to refund to
ratepayers the short term and long term economic benefits of the merger in the amount
of $248 niillion over five years. The $248 million will be di'strib'ut-ed- in the form of
$213 million in surcredits and $34 million to fund the Community Partnership
Commiiment. |

The amount is half of t}ié total forecasted economic benefits of &9_5‘_r'ﬁilli0n.

Finally, we direct Pacific, notwithstanding the status of the merger proposed in

this application, to comply with provisions of General Order (GO) 133B, which governs
customer service quality.
L Background
A.  Procedural Background
1. The Application, Protests, and Evidentiary Hearings

On April 26, 1996, SBC and Telesis filed a joint application with this
Commission pursuant to Public Utilities Code § 854." This application requests that the
Commission approve a change in the control of Pacific fiom a wholly-owned subsidiary
of Telesis to a second-tier subsidiary of the combined company which will result from
Telesis’ planned merger with SBC. The application states that the combined company
will be owried approximately 66% by SBC’s current shareholders and 34% by Telesis’

current shareholders. Generally, the merger will be accomplished through an exchange

' Unless otherwise stated, all statutory references a1+ to the California Publi¢ Utilities Code.
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of stock of the Lwo companies and will result in Telesis surviving as a wholly-owned
subsidiary of SBC! _
On May 30, 1996, the following five parties filed timely protests:
(1) the Office of Ratepayer Advocates (ORA, known as the Division of Ratepayer
Advocates when it fited the protest); (2) The Utility Reform Network (TURN, known as
Towara Utility Rate Normalization when it 'filed the prbtest); (3) the California
Telecommunications Coalition and the Association of Directory Publishers® (the
Coalition and ADP); (4) TCG; and (5) ICG. In addition, a number of other partics raised
concerns about the merger and intervened. On June 10, 1996, SBC and Telesis filed a
joint response to the protests. Subsequently, ICG and TCG withdrew their protests on
September 30 and October 2, 1996 respectively.

The two Assigned Comniissioners, President Conlon and

Commissioner Néeper, and the two assigned Administrative Law Judges (AL)), ALJ

Malcolm and ALJ Econome, held the first prehearing conference on June 19, 1996, and
soon thereafter, set a procedural schedule. Applicants served their testimony on July 3,
1996. ORA and intervenors served their testimony on September 30, 1996. Applicants
served their rebuttal testimony on October 15, 1996.

In addition to ORA, the following intervenors served testimony:
ADP; AT&T Communications of California, Inc. (AT&T) and MCI (jointly); the Disabled
Veteran Business Owners and Disabled Veterans in the State of California (DVBE);

Greenlining Institute and Latino Issues Forum (jointly) (Greenlining); the Hispanic

* The transaction would create a “pooling of interests” for accounting purposes.

* The Coalition’s protest states that each member joining the protest separately protests the
application and seeks to become an independent party to the proceeding. For convenicnce, the
grounds for the protest are stated in a single, joint document. The Coalition members joining in
the protest are: AT&T Communications of California (AT&T); California Association of Long
Distance Telephone Companies; California Cable Television Association; MCI
Telecommunications Corp. (MCI); Teleport Comntunications Group (TCG); and ICG Acvcess
Services, Inc., now known as ICG Telecom Group, Inc. (ICG). TURN, TCG, and ICG filed
separate protests to the application.
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Assoctation of Corporate Responsibility (HHACR); various intervenors represented by
Public Advocates, Inc.;' TURN; and Utility Consumer Action Network (UCAN). In
addition, the City and County of San Francisco also initially sponsored the testimony of
one of UCAN's witnesses, Francios Bar.

‘The City and County of San Francisco, Public Advocates, Inc,, the
DVBE, and HACR, chose not to actively participate in the evidentiary hearings because
these groups indicated that they had resolved their concerns regarding the merger with
Applicants by various separate agreements or assurances Applicants made with these
partics. At the hearings, Greenlining also supporled the merger as a result of a separate
agreement with Applicants but continued to sponsor testimony. In addition, on
October 24, 1996, the Communications Workers of America, AFL-CIO (CWA) wrote a
letter to the assigned ALJs withdrawing its opposition to the merger, and stating that
CWA has decided to fully support the merger application.

The Commission held 23 days of evidentia ry hearings from
October 24 to November 26, 1996. The parties filed opening briefs on December 20,
1996. The Attorney General of the State of California (Attorney General) filed his
advisory opinion, purstant to § 854(b)(3), on December 31, 1996. The parties filed reply

briefs on January 14, 1997 at which time the case was submitted.’

! Public Advocates, Inc. represents the following intervenor groups: Southern Christian
Leadership Conference; National Council of La Raza; Korean Youth and Community Center;
Association of Mexican-American Educators; California Association for Asian-Pacific Bilingual
Education; Korean Community Center of the East Bay; Filipinos for Affirmative Action; and
Filipino Civil Rights Advocates. For ease of reference, we will refer to the above groups jointly
as Public Advocates.

*In addition to the parties listed above, many of whom participated in the briefing schedule,
the California Cable Television Association filed a separate brief and the California Trade and

Commetce Agency filed one page comments.
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In the following sections, we summarize the parties’ positions and
evaluate the record developed in this case against the provisions of § 854. The record in

this case is voluminous.® We theréfore devote ourselves to the chief points of contention.

2, Public Participation Hearings
The Commission held seven public participation hearings
throughout the state in September, October, and December 1996. The Conimission held
these hearings in Eurcka, Fresno, Pasadeha, Riverside, Sacramento, San Diego, and San
Francisco. These hearings were well altended, paﬂigularly in San Fran¢isco and

Pasadena where betwween 40 and 50 persons spoke at each hearing. Many

representatives from community organizations and some individuals attended the

hearings and most supported the merger.

A few speakers voiced concem over a possible increase in utility
rates and the effect of the merger on utility stock value. One speaker urged Pacific not
to neglect the rural areas as a result of the merger. Another expressed concems that
Pacific’s employees would suffer as a result of nierger with a company whose salaries
are substantiatly lower than Pacific’s.

_ We wish to express our appreciation to all of the individuals who
took the time to attend the public participation hearings or to write us with their

comments. We duly considered these views in our deliberations on this matter.

B.  Burden of P(oof
- Section 854(e) requires that the Applicants have the burden of proof by a

preponderance of the evidence to dentonstrate that the requirenients of §§ 854(b) and (¢)
are met. As we stated in our first case interpreting § 854’s standard of proof in Re

SCEcorp, 40 CPUC2d 159, 172:

“Burden of proof is the ‘obligation of a party to establish by
evidence a requisite degree of belief concerning a fact in the mind

* The record in this case consists of 236 ei_hibi ts, with 38 witnesses testifying orally and in
wriling. The transcript is well over 3500 pages.
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of the teier of fact or the court.’ (Evidence Code §115.) In the
context of this case, Applicants have the burden of convincing the
Commission that the specific requirements of § 854 have been
salisfied. Failure of the Commiission to be persuaded by the
evidence on the required elements of § 854 preveats the
Commission from making the findings required under the statute,
and compels denial of the merger. When combined with the burden
of proof, the requirement of § 854(e) that Applicants prove each
clement of Subsections (b) and {c) by a preponderance of the
evidence means that evidence in support of Applicants’ position,
when welghed with that opposed to it, must have the more
convincing force and the greater probability of truth. (1 Witkin,
California Evidence (3d. Fd. 1986) § 157, and cases cited
thereunder.) The standard Californiaj ]ury instruction on
preponderance of the evidence is:

"Preponderance of the evidence’ means evidence that has more
convincing force than that opposed to it. If the evidence is so evenly
balanced that you are unable to say that the evidence on either side
of an issue preponderates, your finding on that issue must be
against the party who had the burden of proving it. {California Jury
Instructions, Civil, (BAJl 7" Ed.), No. 2.60.)

“Black’s Law Dictionary defines ‘preponderance’ as ‘fg]reater

weight of evidence, or evidence which is ntore credible and

convincing to the mind(; tJhat which best accords with reason and

probability.”

In this case, we require Applicants to meet their burden of proof and
apply the standard of preponderance of the evidence, as required by § 854(¢), in
assessing the evidence in this proceeding.

C. The Proposed Merger

On April 1, 1996, Telesis and SBC announced their intention to merge the
two companies. Their agreement anticipates that Telesis would become a wholly-owned
subsidiary of SBC and that Pacific would continue to be a subsidiary of Telesis. The
merger would be accomplished by way of an exchange of stock, whereby the combined

company would be owned approximately 66% by SBC’s current shareholders and 34%

by Telesis’ current shareholders. The merger agreement does not anticipate any transfer

of property or a purchase of assets.
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The objective of the merger, according to Applicants, is to improve the
competitiveness of both companies as telecommunications markets become subject to
competitive entry and technologicat innovation. The merger would create a single
telccommunications company with various products and services in a variety of
markets. SBC owns local exchange companies in Texas, Missouri, Oklahoma, Kansas
and Arkansas. SBC has extensive business interests in cellular services in 27 markets
other than California, services which Telesis discont:im‘lecl'by spinning off its cellular
subsidiary in 1995. SBC also owns cable operations and shares of teleccommunications
businesses in Mexico, Chile, South Korea, Australia, France, South Africa and Isracl.
The combined assets of the two companies would be approximately $22 billion.

Applicants explain that the merger agreement follows a process of
strategic analysis initiated by Telesis n\anagénielit in sunumer 1995. At that time,
Salomon Brothers analyzed long term trends in the teleconimunications industry and
potential strategic opportunities for Telesis. Salomon Brothers identified four major
trends: (1) accelerating pace of change; (2) integration of telecommunications and other
services; (3) inceeasing level of competition; and (4) the spread and interconnection of
technology and markets worldwide. With this background, Salomon Brothers
concluded that Telesis should merge with another telecommunications com pany in
order to remain a serious competitor given its financial resources and changes in the

industry.

Following a presentation to the Telesis Board of Directors in October 1995,

Telesis’ chairman contacted SBC’s chairman concerning a potential merger. Shortly after
passage of the Telecommunications Act of 1996, the companies met to explore a
“business combination” in eamest. The companies conducted a due diligence review to
evaluate the possible effects of a merger. The Applicants state that this review satisfied
both companies that a merger would create a successful competitor by expanding the
scope and scale of the companies’ respective operations, improving Telesis’ financial
standing and taking advantage of the companies’ complementary skills and strengths in

operations and marketing.
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On March 31, 1996, SBC’s board approved the merger. On Aprill, 1996,
Telesis’ Board approved the merger. On July 31, 1996, Telesis’ sharcholders voted to
approve the merger. Subsequently, the Department of Justice reviewed the merger
proposal and announced on November 5, 1996 that it had concluded that the merger
would not violate federal antitrust law. The Federal Communications Commission
(FCC) approved the merger January 31, 1997 following review of potential competitive
impacts.

D.  Applicabllity of § 854

1. Overview of § 854’

SBC and Telesis, sometimes referred to as Applicants, fited this
application pursuant to § 854. Applicants concede that §§ 854(a) and (c) apply to this |
transaction, but challenge the applicability of § 854(b). Before addressing this specific
argument, we present an overview of § 854 to put our inquiry regarding this
application into perspective.

Section 854(a) provides that no person or ¢orporation shall merge,
acquire, or control either directly or indirectly, any public utility organized and doing
business in this state without first seeking authorization from the Commission. The
Commission may define what constitutes merger, acquisition, or control activities
subject to this section. Any merger, acquisition, or contro! without prior authorization
by this Commission is void and of no effect.

Subsections (b) and (c) of § 854 set out some specific requirements
that the Conumission must meet before approving the merger, acquisition, or change in
control of large California electric, gas, or telephone utilities. Subsection (b) requires the
Commission to find that the proposed transaction provides benefits in the short and
long term and to equitably allocate, where the Commission has ratemaking authority,

the total short and long term forecasted economic benefits between shareholders and

7 A complete copy of § 854 is attached to this decision in Appendix B.




A96-04-038 COM/JLN,RBI/{tfllj/way *

ratepayers. The statute states that ratepayers shall receive not less than 50% of those
benefits. The Commission must also find that the transaction will not adversely affect
compelition. The Commission must request an advisory opinion from the Catifornia
Attorney General on this issue.

Subsection (c) requires the Commiission to find that the transaction
is in the publicinterest, after considering and balancing seven criteria:

¢ maintain orimprove the financial condition of the
resulting utility; :

maintain or improve the quality of service to ratepayers;

maintain or improve the quality of managément of the
resulting utility;

the effect on union and nonunion employees;
the effect on shareholders;

the benelits to state and local economies and to the
communities served by the resulting utility; and

* the Commission’s ability to regulate and audit utilities.

If significant adverse consequences are identified, the Commission
must ensure they are mitigated.

Subsection {d) requires the Commission to consider reasonable -
options to the transaction, including not allowihg the proposed me’rger,.ac-quisition, or
change in control. Subsection (e) addresses burden of proof, which we discuss above.

Subsection (f) provides additional criteria for the Commission to
use in determining whether the acquiring utility involved in the merger, acquisition, or
control is of a size that brings it within the coverage of §§ 854(b) and (c); Subsection (g)

'exempls the formation of a holding company from subséctions (b)(1) and (b)(2).
Subsection (h) cover addresses certain transactions which may result from electric
industry restructuring and is not relevant to this transaction.
2. Applicabllity of § 854(b)
The Commission exariﬁﬁes mergers, acquisition of control activities

-on a case-by-case basis to determine the applicability of § 854. (See, e.g., Re SCEcorp, 40
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CPUC2d at 166, n.1.) Applicants concede that §§ 815{(a) and (¢} apply here, but challenge
the applicability of §§ 851(b). We conclude that § 854(b) applies to this transaction.’

SBC and Telesis argue that the proposed merger of Telesis witha
subsidiary of SBC will result in an indirect transfer of control of Pacific, the principal
company operatect by Telesis. They agree that this transfer requires the Conunission’s
approval pursuant to § 854(a) in light of the criteria set out in § 854(c). However, they
argue that § 854(b) does not apply to this transaction.

SBC and Telesis argue that the Legislature’s use of the word
“utilities” in § 854(b) and “entities” in § 854(c) was deliberate, and establishes an
abbreviated standard of review for transactions involving only “entities” with more
than $500 million annual revenue. Since the parties to the transaction are Telesis and
SBC, neither of which is a regulated utility subject to the Commission’s jurisdiction,
Applicants believe § 854(b) is inapplicable here on its own terms. Applicants raised this
argument at the first prehearing conference and several intervenors suggested that the
Comumission make a preliminary determiination of the applicability of § 854(b) because a
difference of opinion on this issue might affect discovery. However, Applicants agreed

to proceed with discovery and the evidentiary hearings as if the eatirety of § 854(b)

applies, and reserved their legal arguments as to the statute’s inapplicability for briefing

at the conclusion on the evidentiary hearings.

! Section 854(b) provides in relevant part:

“Before authorizing the merger, acquisition, or control of any ... telephone utitity
organized and doing business in this state, where any of the wlilities that are parties
to the propesed transaction has gross annual California tevenues exceeding five
hundred miltion dollars, ($500,000,000), the Commission shall find that the
proposal (meets the requirentents of subsections (b){1)-(3)).” (emphasis added.)

Section 854(c) provides in relevant part:

“Before authorizing the merger, acquisition, or control of any ... telephone ulility
organized and doing business in this state, where any of the entities that are parties
proposed transaction has gross annual California revenues exceeding five hundred
million dollars ($500,000,000), the Commission shall consider each of the criteria
listed in paragraphs (1) to (8), inclusive, and find, on balance, that the merger,
acquisition, or control proposal fs in the publi¢ interest.” (Emphasis added.)
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SBC and Telesis explain that § 854(b) was revised by the Legislature
in 1995, and that the Legislature selected the term “utilities” in subsection (b) and the
different term “entities” in subsection (c) in passages othenwise identical. Applicants
argue that the text of the statute is clear - that subsection (b) applies only when the
transaction is occurring at the wtility level, while subsection (c) applics to a broader
category of transactions.

No other parly supports Applicants’ position. Intervenors such as
ORA, UCAN, TURN, and Public Advocates oppose Applicants’ position, arguing that
§ 854(b) applies to this transaction.

In order to determine whether § 854(b) applies here, we first
examine the actual language of the statute. In examining the statute’s language,
decisionmakers should give the words of the statute their ordinary, everyday meaning.
If the meaning is without ambiguity, doubt, or uncertainty, then the language controls.
Onls' if the meaning of the words are not cléar, decisionmakers should take the second
sfép and refer to the legislative history. (See, e.g., IT Cerp. v. Solano County Bd. of
Supervisors, 1 Cal4™ 81, 98 (1991).)

We agree with intervenors that the plain language of subsection (b)
is clear, and applies where a utility of a specified financial size is a party to the
proposed transaction. The issue for us to determine, based on the specific facts of this
case, is whether Pacific is a party to the proposed transaction within the meaning of
§ 854(b). We conclude that it is.

Although the transaction is technically structured as a merger
between SBC and Telesis, the practical result of the proposed transaction, if it is
consummated, is that it involves Pacific. Applicants’ own witnesses confirm that Pacific

represents 90% or more of Telesis’ assets. Additionally, ORA states:

A review of the FCC, ARMIS report for year end December
31, 1995, shows that the total assets of PacBell, before
accumulated dépreciation, represents $26.16 billion. This is
approximately 96% of the $27.22 billion of PTG’s [ Telesis)
consolidated total assets, before accamulated depreciation,
as indicated in their annual report to shareholders (see

-11-
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Exhibits to the Joint Application, Exhibit F, p. F-20).
Similarly, the FCC ARMIS report for year end Docember 31,
1995 shows PacBell had 44.06 thousand employces. This is
approximately 90% of PTG’s 48.89 thousand employees at
year end 1995 (sce Exhibits to the Joint Application, Exhibit
E, SEC form 10-K, p. 13). In stark contrast, the Telesis
holding company only has approximately 440 employeces
which, after the merger, in all likelihood will be reduced in
size in order to avoid duplication with SBC holding
company activities (Exhibit 1, p. 12/PTG witnéss Dorman).”
(ORA Opening Brief at p. 12, footnote omitted.)

Pacific is key to the merger. One of several principal reasons SBC

pursued the transaction is to add 15.8 million te]ephoﬁe access lines to its existing 14.2
million telephone access lines. SBC also considered that the merger “would create the
second largest telecommunications company in the United States, with the size,
geographic and product diversity and complementary competencies to better serve
customers and to position SBC for a ¢continuing leadership role in the
telecOmn"nlmic‘a"tions industry of the 21" century.” (Exhibits to the Joint Application,
Exhibit F, SEC Form SBC-4 at pp- 19-20.) The Applicants’ evidentiary presentation is
largely based upon the economic benefits to be realized from the joint and combined
operations of Pacific and Southwestern Bell telephone (SWBT).

We focus on substance rather than form in determining whether
Pacific is a party within the meaning of § 854. (California Civil Code § 3528.) This is
analogous to application of the legal doctrine of "fwicrcing the corporate veil” as
necessary properly to account for the substance rather than the form of this transaction.
(See, e.g., Cily of Los Angeles v. Public Utilities Commission 7 Cal 3d 331, 342-344 (1972),
citing Pacifi¢ Telephone and Telegraph Company v. Public Utilities Commission, 62 C.2d, 634,
659-662, which held that a utility could not through. corporate instrumentalities obtain a
greater rate of return than the utility would be entitled to, absent the separate corporate
enterprises. Cily of Los Angeles stated that the “utility enterprise must be viewed as a
whole wvithout regard to the separate corporate entities... .” (City of Los Augelés v. Public
Ltilities Conumission, 7 Cal3d at 344. See also General Telephone Co. v. Public Ulilitics
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Commission, 31 Cal.3d 8§17, 826 (1983).)) In light of the above discussion, we find that
Pacific is 2 parly to the transaction within the meaning of § 854(b).
Our interpretation is also consistent with the statute as a whole.

The Applicants’ narrow reading would imply that only when a utility is a signatory to

the merger documents do the parties bear the burden of proving compliance with
§ 854(b). However, § 854(e) provides that “[t]he person or corporation secking

acquisition or control of a public utility organized and doing business in this state shall

have the burden of proving by a prepondérance of the evidence that the requirements
of subdivisions (b) and (c) are met.” A broader, rather than technica_lly narrow
interpretation of § 854(b) is consistent with § 854(e), since § 854(e) places the burden of
proving compliance with § 854{(b) on the person Or corporation seeking acquisition or
control of the public utility, not solely on the utitity.

Our interpretation is also consistent with § 854(g). Section 854(g)
provides that §§ 854(b)(1) and (2) do not apply to the establishment of a holding
company. This is consistent with Commission precedent which reviews an application
to form a holding company under the standard of ratepayer indifference, not on
whether the holding company’s formation will provide ratepayer benefits.” It would
create a contrary result if a utility could avoid the application of § 854(b) on the basis of
its corporate structure. Moreover, under such an interpretation of § 854, any applicant
for authorization to form a holding company structure would certainly fail to meet the
ratepayer indifference test, since such a formation could be used to circumvert § 854(b)

in future mergers.

* Sce Application of Roseville Telephione Company for Authorizalion to mplement a Plan of
Revrganization Which Will Result in a Holding Company Structure, D.96-07-059, slip op. at p-9.

“{Wle adopted a standard of ratepayer indifference to the effects of a holding
company reorganization. Accordingly, when a utility seeks to reorganize under
a holding company structure under PU Code Section 818 or Section 854, we do
not require it to demonstrate more than that (1) a valid business purpose exists,
and (2} the reorganization may be accomplished and future operations
conducted pursuant to conditions that will be adequate to protect the public
interest.” (Id.)
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Applicants’ § 854(b) argument is focused on the subsections of
§ 851(b) concerning the identification and allocation of economic benefits
(subscclionsr (b){(1) and (2)), rather than at addressing adverse effects on competition.
(subsection (b)(3).) Applicants concede that the Commission should analyze the impact
of the proposed transaction on competition as mandated by § 854(b)(3), but only
because the Commission is required by independent authority to consider the effect that
its decision will have oy competition.

Northern California Poiver Agenéy v. Public Util. Com., 5 Cal.3d 370,
379-380 (197 1) provides that the Commission must take into account the antitrust
aspects of applications before it. However, it states that the Commission should do so
by a balancing test, “placling) the important public policy in favor of free competition in
the scale alohg with the other rights and interests of the general public.”

Section 854(b)(3) is more specific and does not provide for a
balancing test. The Legislature mandated that the Commission make a finding in certain
mergers that the proposal will not adversely affect competition, and mandated certain,
specific outcomes if it is determined that the merger will adversely affect competition,
namely, to adopt mitigation measures to avoid this result or to deny the merger. It
would elevate form over substance to conclude that the Legislature was more
concerned with competition if the utility was a party to the transaction absent the
holding company structure but was less concermed about competition when a holding
company was involved. '

We therefore determine that § 854(b) a pplies to this transaction in
its entirely. Because we base our determination on the statute’s plain meaning, it is
unnecessary to address the remainder of the parties’ arguments. We similarly do not
address ORA’s arguments that the Commission can quantify and equitably allocate
benefits under Dentocratic Central Committee of the District of Colummbia v. Washington

Metropolitan Transit Commission, 485 F.2d 786 (D.C. Cir. 1973) and the New Regulatory

Framework (NRF), because it is unnecessary to reach these issues in light of our

determination above that § 854(b) applies to this transaction.
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It Requirements of § 854
A. Economic Benefits of the Merger
Sccliqn 854(b)requires that “(b)efore authorizing the merger acquisition,
or control of any...telephone utility doing business in this state, where any of the
utilities that are parties to the proposed transaction has gross annual California

revenues exceeding five hundred million dollars, the Commission shall find that the

proposal does all of the following: (1) Provides short-term and long term economic

benefits to ratepayers. (2) Equitably allocates, where the Commission has ratemaking
authority, the total short-term and long-term forecasted economic bcxieﬁis, as
determined by the Commission, of the proposed merger, acquisition, or control,
between shareholders and ratepayers. Ratepayers shall receive not less than 50 percent
of those benefits.” -

Next we will apply the requirements of this section to the proposed
merger to determine a forecast of the economic benefits of the proposed merger and an

appropriate nmiethod for allocating a fair share of those benefits.
1. Short Term and Long Term Economic Benefits

a)  Organization of The Discussion

Having found that §§ 854(b)(1) and (2) apply to the proposed
merger, there are five interrelated questions we need to address in this section to
determine that the merger meets the requirements of these subsections. These are:
(1) Allocation of Benefits—what means should the Conunission use to pass on economic
benefits to consumers—market driven allocation of econoniic benefits versus rate
reductions or surcredits, (2) Benefits from Services—what services should be included
to determine short and long-term benefits as required by § 854, (3) Definition of Short
Term and Long Term—what periods constitute short- and long-term to estimate
economic benefits, (4) Calculation of Benefits—what method should we use to
determine merger savings, and (5) Benefit Allocation—vhat allocation ratio should we

use to apportion economic benefits between ratepayers and shareholders.
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The resolution of the first and second issues are closely
interdependent . Because of the interrelationship between the two issues, we will
combine our discussions under the overall framework provided by § 854 and proceed

with the remaining issues.

(1)  Allocation of Benefits
Applicants' Proposal
Applicants propose that the anticipated benefits of the
merger will flow through to ratepayers in the form of lower prices for
telecommunications services. Applicants’ position rests on the assumption that

competitive markets will assure lower prices as Pacific seeks to protect itself from a loss

of market share in relevant markets. Applicants point to AT&T and MCI documents to

demonstrate an expectation that Pacific will lose market share over the coming years in
most of Pacific’s telecommunications markets.

Applicants’ witness Gordon states several reasons
why regulated rates should not be reduced to recognize the benefits of the merger. First,
~ price reductions would lead to “double counting” of benefits, because, Gordon states,
any such benefits would be in addition to price reductions imposed by competition.
According to Gordon, competition will “guarantee” that at least half of the forecasted
cconomic benefits will be passed on to ratepayers.”® Second, Gordon argues that flowing
through of cost savings by way of lower rates for services whose prices are dictated by
market forces will create an inefficient ma rket." Third, Gordon observes that the
merging companies intend to use cost savings to employ “pricing flexibility” to
“caplure the growth potential and pro-competitive effects of the merger.” Applicants
propose that the anticipated benefits of the merger will flow through to ratepayers in

the form of lower prices for telecommunications services.

* See Exhibit 80, Witness Gordon, page 43.

" H?id.
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(2) - ORA's Proposal
ORA proposes half the benefits be passed through to
ratepayers in the form of a surcredit to all of Pacific’s regulated services. ORA disputes
Applicants view that the Commission should assume competitive markets w:ll ensure
these benefits are flowed through to ratepayers.
(3) TURN's Proposal |
TURN recommends that merger-related benefits,

cven those estimated for as long as twenty years, be allocated to ratepayers over a five

year period. TURN proposes the five year period in recognition that regulation could
change after that period and consistent with Pacific’s request to recover dé‘preciétiér\
charges in the “franchise impacts” prOCeeding (1.95-04-044) over five years which it

would othenwise have recovered over a longer penod TURN also opposes Apphcants '
proposal to rely on contpetition to flow through beneflls to ratepayers TURN explains
that competitive markets do not put pressure on a single firm to pass along

extraordinary cost savings and permit firms to retain such ¢ost savings as profits.

(4) Disbus's!'on

term “ratemaking authonty” as it refers to our legal jurisdiction. Currently, we have
regulatory jurisdiction over all categories of telecommunications services that Pacific
provides, including Category I (fixed price services—basic monopoly services),
Category 1l (flexible priced—discretionary or pa rﬁally competitive services), and
Category IlI (services with maximum pricing flexibility—fully competitive services).
While we recognize that our regulatory jurisdiction gives us the disctetion to include all
these services to determine economic benefits, we have recognized that the type of
ratemaking applied to the particular service ultimately determines how benefits will be
passed through toratepayers. Our policy preference for market forces to set prices and
to provide improved service to consuniers has been well established. Plenty of evidence

exists to support our policy preference.
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From the outset we recognize, as we did in previous
merger cases, that where market forces exist, we prefer that competition, instead of
regulatory fiat, drive realized benefits to consunmers through reduced prices and
improved services. The policies we have adopted to open the telecommunications
market, and the actions of the Congress in its enactment of the Telecommunications Act
of 1996 have fundamentally changed the regulatory and market environment i which
Applicants will provide telecommunications services. Today Applicants face aggressive
and imminent competition from many corners of the market: long distance service
providers such as AT&T, MCI, and Sprint who have nationwide operations and
facilities; alternative local access providers, such MFS and Teleport, who have begun
offering competitive alternatives to high-volunme business users; facilities-based
wireless providers; and cable operators such as Time Warmner and U.S. -
West/Continental Cable, who own facilities thioughout most communities across the
country. All of these and other potential competitors are posilioning themselves to offer
“one stopping shopping” for a variety of telecommunications services, almost all of
which Applicants are already offering or intend to offer. As competition intensifies, the
benefits of a competitive market will ensue to consumers by allowing them to select
packages of services that suit their needs and their pockets.

The removal of regulatory barriers lo competition and
pricing of monopoly services for resale and unbundling of bottleneck functions this
Commission and the FCC have engaged in for the last several years are intended to
create a competitive telecommunications market that produces benefits to consumers
through market pressures instead of the traditional ratemaking process. Competitive
markets and the resulting competitive prices and services, where they exist, are the
most efficient means of ensuring that customers receive short- and long-term benefits.
Our view of the evolving telecommunications market and abiding preference for

market discipline, where it is present, to regulatory mandated rate reductions have been

consistently applied under the purview of § 854 to previous merger cases that we

decided in the past.
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In the merger between McCaw Communications and
AT&T, we agreed with the Applicants in that case that “competitive price pressures and
service competition are the appropriate mechanisms to use to assure that the net
benefits are passed on to ratepayers.”” (D.94-04-042, 54 CPUC2d, 52). We noted that we
had used competitive mechanisms to a great degree in'regulating the two industries,
and recognized there was evidence that competition, in the industry segments it was
present, has produced lower prices and improved service. (id.)

In the GTE/Contel liiérger, we recognized the
imminence of competition and concluded that in addition to surcredits, we could in

part “[r]ely on market discipline to return a large portion of the qualitative and
quantitative benefits to consumers.” (Sec D96-04-053, page 12.) We also noted our
expectation that GTE California Ine’s (GTFC) new and current customers would benefit
from the NRF mechanism which permits GTEC to pass on merger related cost
reductions to its customers through lower prices.

Moreover, it is also instructive to note that our
approach to regulation, where competition was present, has been generally consistent
in all competitive segments of the telecommunications market. For example, in our
review of the regulatory framework of cellular telephone service (D.90-06-025), we
adopted a forward-looking policy for an industry facing at the time limited competition
due to a duopoly market structure. Our preferred policy for that industry reflected a
basic philosophical direction to rely on competitive forces to set prices for cellular
service and to promote the most rapid expansion of service and use of new technology
that is reasonably possible.”

Today, the potential for competition to intensify in all

sectors of telecommunications services is considerably higher than when we granted the

" D.94-04-042, 54 CPUC2d, 43, 52.

" D.90-06-025, 36 CPUC2d, 464, 470-471.
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merger of McCaw with AT&T, and when we adopted a reformed regutatory framework
for cellular companies, which since then has undergone full deregulation. Compelitive
forces are also increasingly more intense today than they were last year when we
adopted the merger of GTEC with Contel. There is every reasen, and evidence, that
competition wherever it exists, will ensure the flowing of savings and benefits to
consumers.

In the case before us, the current and prospective
markets in which Applicants plan to participate are at varying degrees of competition.

For example, basic service is still not a sufficiently competitive service; whereas, long

distance service is." In this sense, the general market for Applicants is a hybrid one

unlike those that we considered in the McCaw/AT&T ﬁlerger case, In the latter, both
markets were ¢onsidered competitive, albeit at different levels, but nonetheless, due to
the mode of regulation applicable to them, our conclusion followed that the proper
ratemaking method to pass through benefits to consumers would be competitive
pressure. In the case of SBC and Telesis, we are faced with a novel market situation
where the market is fast evolving and currently happens to contain segments that cover
the spéctmm from competitive services to monopoly services. Given this hybrid market
structure and the uncertainty about the duration of the status quo, it would be illogical
and superfluous to require that the savings resulting from all services and operations be
passed on to consumers through mandated rate reductions. In this respect we agree
with Applicants, in part, that some of the savings will be ultimately flowed through to
consumers due to market forces. Ho'we\'er', we do not believe, as Dr. Gordon claims,
that services on which Pacific has market power are such at a competitive level either at

this time or in the immediately foresceable future (as determined for this purpose in

" In D.93-02-010, we granted the request of AT&T for more pricing flexibility on the ground
that effective competition existed in the ntarket for the intrastate interLATA market. And we
noted that “We believe that the additional flexibility granted today will result in more benefits
to customers than burdens. (D.93-02-010, 48 CPUC2d, 31, 62.)
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this case) that a “flow through” of savings from these services will be realized due to
competition to satisfy the requirements of § §54.

For the above reasons, we conclude that for the
purpose of this case, our consideration as to how to pass on merger related savin gsis
dependent upon the type of service and the type of regulation to which it is subject.
Accordingly, benefits from services and their associated operations to be included in
determining the quantifiable and shareable merger-related savings will be limited to
those savings that we can reliably attribute to services and related operations that are
not sufficiently conipétiti\'e at the present and in the foreseeable future.

2. Benefits From Services

We will now briefly summarize the positions of the parties and
analyze each of the current and prospective service categbriés offered or planned to be
offered by Applicants to determine whether we should include it in the calculation of
benefits.

a)  Applicants' Estimateés

Applicants estimate certain ¢ost savings associated with the

merger which they believe will occur as a result of economies 6f scope and scale.
Applicants estimate those benefits associated with certain of Pacific’s regulated
operations, assuming that competitive markets will ensure that the benefits of the
merger will flow-through to ratepayers in the form of lower prices. Applicants also
believe that ratepayers will receive the benefits of the nierger as a result of Applicants’
public statements with regard to improved service, locating company headquarters in

California and the creation of a technology infrastructure fund, among other things.

(1) Witness Nelson and Witness Cicchetti
Applicant’s witnesses Richard Nelson and Dr. Charles

Cicchetti estimated cost savings which would accrue to Pacific’s regulated operations.
Witness Nelson, who is a manager employed by Pacific, estimates about $366 million in

cost savings between 1998 and 2003. Nelson believes these savinis would occur as a

result of eliminating duplication and capturing economics of scale. Nelson’s estimate is

-21-
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net of implementation costs. The final amount that he recommends be flowed-through

to ratepayers is $183 million. Nelson explains that his estimate of savings goes out only

.6 years, until mid-2003, because he anticipates that after that time Pacific’s prices will

no tonger be subject to regulation by the Commiission.

Nelson arrived at his estimate by assessing the
percentage of a department’s costs that might be subject to cost savings and then
assessing the percentage of those costs that might be actually saved. For example,
Nelson estimates that 100% of marketing costs might be subject to merger-related
savings. Of those costs, he believes the merger will feduce costs by 10%. He believes o
costsavings will be achieved by the nierger in the area of advertising because
competition imposes increasing advertising costs of Pacific. Nelson’s analysis was based
on his experience at Pacific working on budgets and operations. Applicants argue that
Nelson's analysis is “aggressive” and the only one relevant to this proceeding.

Nelson prepared his cost savings estimates during the
four days prior to the meeting of Pacific’s board at which the board voted to approve
the merger. Subsequently, Pacific hired the consulting services of Arthur Andersen to
confirm Nelson's estimates. Cicchetti of Arthuf Andersen” concurred with Nelson's
estimates of savings associated with the merger. Cicchetti based his analysis on the
Arthur Andersen report that was conducted by interviewing the managers of several
Pacific operating divisions.

ORA expresses “serious doubts” about Nelson’s
analysis, arguing that Nelson conducted his analysis for the sole purpose of reducing
the estimate of merger benefits that would be allocated to ratepayers under § 854. In
support of this argument, ORA observes that the analysis was not part of the merging
parties’ decision-making process, and that Nelson conducted his analysis after the
merger parties had agreed in principle to merge and after SBC had conducted its “due

diligence” assessments.

" Cicchetti is no longer an employee of Arthur Andersen.
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ORA also criticizes Cicchetti’s analysis as not credible,
observing that Cicchetti failed to review any SBC analyses or reports and spent only 51
hours confirming Nelson’s estimates. ORA argues that Cicchetti is not a credible
wilness on these matters because he had never previously analyzed mergers of

telecommunications companies.

ORA believes Nelson's assumplion that Pacific will

no longer be subject to rate fegulaiion after 2003 is unrealistic considering that Pacific’s
own documents suggest Pacific will retain market dominance until well after that date.

TURN presents similar criticisms of Applicants’
estimates of net benefits. TURN believes Applicants’ analysis is biased because it
assumes large implementation costs in the early years and cost savings which are
realized slowly, thereby underestimating the long run benefits of the merger. TURN
argues that the assumption that pricing regulation will end in 5.6 years is unrealistic
and that in any event, Pacific’s method of quantifying benefits is contrary to § 834,
which requires quaﬁliﬁcation of total forecasted benefits, not just those which occur
prior to some event. TURN observes that extending Nelson's calculation to 20 years of
benefits triples his estimate of benefits to $742 million. TURN recommends a twenty
year estimate on the basis that such a period is supported by the legislative history of
§ 854, as discussed in Re SCEcorp, Decision (D.) 91-05-028, 40 CPUC2d 159, which
denied approval of the merger between Southern California Edison Company and San
Diego Gas and Electric Company.

(2) Witness Grundfest

On rebuttal, Applicants presented the testimony of
Joseph Grundfest, a consultant hired to review ORA testimony. Grundfest believes that
the benefit of the merger to shareholders should be measured by comparing the
combined stock prices for the merging companies on the date the merger was
announced to the prices in effect immediately before the announcement. Grundfest
observes that although the value of Pacific stock rose following the announcenent of

the merger agreemient, the value of SBC’s stock fell commensurately, representing a
perag : Y. 1} 8

.93-
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“wealth transfer” from SBC shareholders to Pacific sharcholders. Grundfest observes
that the stock market is the most accurate predictor of value, incorperating all publicly-
known information relevant to the merger.

ORA argues that Grundfest’s testimony is, in effect,
nonsensical because it ignores the testimony of other Applicant witnesses and fails to
recognize that the merger could not be justified, as a business matter, if sharcholders
and officers did not expect substantial benefits as a result. ORA observes that the stock
market may be a good predictor of value on the basis of publicly available information,
but cannot incorporate the privately-held information which the officers and boards of
both Pacific and SBC have kept in confidence.

b)  ORA’s Estimates

ORA suggests the merger benefits estimated pursuant to
§ 851 must include several components which Applicants’ analysis omits. For example,
ORA beélieves the economic benefits which should be allocated to ratepayers include
those cost savings realized from the increased purchasing power of the combined
companies and the reduced cost of capital resulting from the greater financial strength
of SBC. ORA also argues that ratepayers should receive the benefits associated with
implementing “best practices,”" observing that even though SBC could implement best
practices without the merger, Applicants have consistently justified the merger, in part,
on the basis that SBC may take advantage of Pacific’s expertise in improving
operational efficiency. According to ORA, this expertise represents an economic benefit
and that Pacific should not give away this valuable asset which has been financed by
ratepayers.

ORA presents several methods for estimating economic
benefits. Its witness Bradford Cornell estimates the present value of the merger cost

savings by using the estimates prepared by Lazard Freres for SBC and Salonion

* “Best practices” refers to efficient management of operations.
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Brothers (or Telesis. The estimates of these investment bankers were created as part of
the due diligence review undertaken by the Applicants during the process of deciding

whether the companies should merge. |
Comell calculates his estimate by using Salomon Brothers’

estimates of ¢ost savings for cach operational unit in the combined company. Comnell
then updates this estimate to 1995 and calculates a pr’esenf value by using a 10%
discount rate for a ten year period. Comnell explains the ten year period is the same used
by Lazard Freres and Salomon Brothers. He estimates total savings for both companies
of $3.68 billion. Reducing this amount to account for savings accruing 6niy to Pacific’s
intrastate assets, his final present ﬂ*alue estimate is $1.58 billion. To this, Cornell adds
$358 miillion in cost savings associated with Pacific’s capital expenditures and Yellow
Pages operations for a total estimate of economic benefits of $1.938 billion. Savings to
Yellow Pages would occur as a result of economies of scope and scale following the
merger. _
Comell presents other methods for calculating benefits of
the merger. He calculates a “merger pr’erﬁiu m” as the difference between Telesis’
sharcholder equity before the merger announcenent and after the merger
announcement. Calculating the difference, applying an allocation factor for intrastate
assets and adding Yellow Pages benefits yields an estimate of economic benefits of $3.13
billion.

| ‘Using a different methodology, Comell adjusts Nelson's
estimate by adding in Yellow Pages benefits, Category 11l benefits, capital savings, “best
practices” savings, and tax benefits. Cornell then forecasts the savings over ten years,
rather than the 5.6 years Nelson applied. His estimated savings using this method is
$1.2 billion after accounting for the intrastate allocation and adjusting for inflation.

ORA proposes using the methodology which applies the

analyses of Salomon Brothers and Lazard Freres, which ORA believes ate the best

available and, unlike the estimates presented by Nelson and Cic¢chetti, are those relied

upon by the Applicants in deciding whether to merge.
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Applicants argue that the ORA’s use of the Salomon
Brothers and Lazard Freres analyses to calculate merger benefits under § 851 is
inappropriate. Thcfargue that those aﬁalysos include cost savings associated with long
distance, wircless and other unregulated lines of business. Applicants also observe that
those analyses assume many more cost savings for SBC than Pacific. Applicants argue
that when the Lazard Freres and Salomon Brothers numbers are adjusted to estimate
only the savings from Pacific’s core businesses for a 5.6 year period, cost savings are
actually lower than Nelson’s.

c) TURN's Estimatés

TURN's witness Terry Murray believes ratepayers should
receive $977 million in forecasted Category I and Category U cost savings. Murray
reaches this estimate by using the average of Nelson'’s original estimates and the
estimates presented by Arthur Andersen and assuming a twenty year time horizon.
Murray believes this is a conservative estimate which does not incorporate some
anticipated benefits, among them, capital savings and savings from unregulated
products and services. Murray argues § 854 does not permit the Commissionto
 distinguish between regulated and unregulated services for purposes of allocating
merger benefits to ratepayers. The savings from Category I service savings alone

Murray estimates to be about $200 million. Using a twenty year time horizon for

Nelson’s estimate of savings related to unregulated services of $575 million, Murray

estimates total savings of $2.058 billion.

Murray observes that her estimate of benefits associated
with regulated services is 2/3 of the savings that would have accrued to ratepayers over
the next five years if the Commission had retained a 5% productivity factor as part of
the New Regulatory Framework price-cap formula. Murray believes the merger can
achieve these levels of productivily which are comparable to those it achieved in the

recent past.
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d) UCAN'’s Position
UCAN comments that the Commission must identify and

pass along actual benefits arising from the merger. UCAN believes that § 851 “benefits”
inctude more than simple cost savings. UCAN argues that merger savings should
include capital cost savings, that conpetition will not guarantee that ratepayers receive
half the economic benefits of the merger, and that a twenty year time line is a
reasonable estimate of “long run” under § 854. UCAN observes that two comparably
sized regionat Bell Operating Companies (RBOCs), NYNEX and Bell Atlantic, have

estimated costs savings attributable to their merger to exceed one billion doltars.

¢)  Discussion

(1) Categoryl and Hl Services
Given the varying degree of competition in the

different sectors of telecommunications services, we do not find persuasive

justifications in Applicants’ clainis lhat‘iﬁg‘th short- and long-term benefits, and by

implication from all segments of their services, will be passed on to consumers through
market driven price reductions. Obvious e‘xc’eptioﬁé'to Applicants’ claim are Category 1
and Category Il services. These services althmigﬁ facing imminent competition from
competitors via resell, unbundled services, and facilities-based competition including
wireless, have not yet experienced meanihgful compelition and as a consequence are
not yet categorized as competitive services. We shall include these services in the
calculation of savings to be shared between ratepayers and shareholders.
(2) Category i Services

In the case of Category 1l services, we have declined
to assert our regulatory authority to oversee rates for these services for one of tiwo
reasons: (1) if the service has been detariffed due to statutory requirements or federal
preemption, or (2) if the local exchange carrier shows that it retains insignificant market
power. These services include, among other services, Yellow Page directory (discussed
in a following section), and enhanced services. Category Il services are fully

competitive; and hence, Pacific and GTEC have been accorded the maximunt pricing

-927 -
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flexibility allowable by law for all services that fall under this category:. Itis based on
this presumption that Category Il service are excluited even from the sharing
mechanism established for monopoly services. Accordingly, we shall exclude all
savings associated with Category i services from our calculations of savings for rate
reduction purposes because savings that may result fron: these services as a result of

the mierger will be passed on to consumers due to market forces.

(3) Long Distance Services

The Commission’s regulatory authority over long
distance services and whether to include these services in the determination of
economic savings are not in question. Qur task, as in the preceding services, is to
resolve the principal question whether we should allow competitive market forces or
mandated price reductions (or surcredits) to drive savings in this segment of the market
to consumers
. In our consideration of the savings frorn long distance
services the combined company plans provide we are reminded by the record before us
that, as a matter of fact, neither SBC nor Telesis owns any market share in the long
distance market in California at this time. Still, § 851 requires us to consider forecasted
benefits from this service.

When and if Applicants enter the long distance
market as they propose, they will face formidable comipetitors in the likes of AT&T,
MCI, Sprint Communications Company, L.P., and with lesser participation numerous
other national companies and hundreds of resellers. The long distance market is a

competitive market. And as we noted in the GTEC/Contel, and AT&T McCaw merger

decisions, the type of regulatory mechanism applicable to the merging companies

should be considered in evaluating mergers.

Y See D.96-04-053, 11.
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The tong distance segment of Applicants’ business, .

notwithstanding the fact that this aspect of their business is simply a business
prospectus, will, when and if it materializes, be engaged in a fiercely competitive
market where price competition is robust. In 2.93-02-010, we granted the request of
AT&T for more pricing flexibility on the ground that effective competition existed in the
market for the intrastate interLATA market.” And we noted that “We believe that the
additional flexibility granted today will result in more benefits to customers than
burdens.” (48 CPUC2d at 62.) By the tinie Applicants actually enter that market, the
long distance market as we know it today is likely to be evenn more competitive,
Counting any savings from the prospective business of Applicants where there is full
competition will unfairly disadvantage Applicants by giving competitive advantage to
their would-be competitors and distort the market.
(4) Yellow Pagé Directory

With regard to Yellow Pages, § 728.2 requires the
Commission to consider revenues and expenses” of Yellow pages advertising “for
purposes of establishing rates for other services offered by telephone corporations.”
That section also limits the Commission’s ratemaking authority except under certain
circumstances. Under § 728.2, we do not have “ratemaking authority” over Yellow

’ages at this time and under existing circumstances. For that reason, we do not include
Yellow Pages cost savings in our calculation of economic benefits.
{5) Capital Savings
We disagree with Applicants’ suggestion that no

capital savings will accrue as a result of the merger. To the contrary, the evidence in the

" In analyzing market power in D.94-04-042, we comniented on the dynamic nature of the
telecommunications market noting the dectine in market share of AT&TC from about a nearly
100% of the market a decade earlier to about 60% at that time. (54 CPUC2d at 54.) We also were
aware that for the intrastate interexchange market, the market shares of two of AT&T’s
compehtora had incteased while AT&TC sustained a consistent and sometimes dramatic
decrease in market share. (48 CPUC2d at 46-47.)
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record including Applicants’ own witness show otherwise. If, for example, the merged
company locates a single administrative headquarters in California, as Applicants
propose, it will forego capital costs associated with a separate building elsewhere,
including office equipment and othet plant which would be required for two
headquarters. A study conducted by SBC assumes an average of 3% savings to the
merged conipany as a result of additional fe'verage‘ in putchasing. Over the long term,
we would expect such benefits to be substantial since the merged companies have assets
exceeding $22 billion. Contrary to Nelson’s asSumption, such benefits of the merger are

tangible even if they accrue as a result of purchases which have not yet been made. We

do agree with Nelson, however, that a reasonable way to estimate capital savings is to

determine the lower carrying costs associated with a reduced ca]ﬁital base.

To separate the savings attributable to non-
competitive (Category 1 and II) services from those associated with c‘ompétiti\'e
(Category 1li) services, we will apply the same allocation factors Nelson used in his:
testimony (See Exhibit 36, page 21). Applying the 17% separation factor, for
noncompetitive portions, we obtain $30 m'i'll_ion for allocable savings‘ from capital
expenditures.

(6) Best Practices

Best practices represent changes in efficiency of the
processes of a company to develop and provide products and services. Mr.Nelson
included $53 million in potential savings that might be achieved from adopting SBC’s
best practices.” Mr. Nelson later concluded that any potential savings attributable to
best practices were not in fact attributable to the merger and could be achieved by
Pacific independently, without the merger. We agree to the exclusion of best practices

from benefit calculation because Pacific’s track record in cost savings indicates that it is

* Exhibit 36, page 16.
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capable of achieving further cost savings by reenginecring itself as it has done in the

past through the aid of reengineering consultants.™
PacBell has engaged in a significant core process

reengineering initiative to achieve best practices and the resulting cost savings.™ We
shall therefore exclude savings from best practices in determining shareable economic
cost savings.

3. - Définition of Short Term and Long Term
In determining economic benefits, § 854 requires us to consider

both short-term and long-term benefits; however neither the statute nor its history
specifies the duration of these periods. Parties in this proceeding propose widely

varying duration for long-term with equally disparate explanations for basis of their

determinations. In our analysis of the statute’s requirement we will begin with the
historic analysis of short and long-term d¢finitions to shade light on what factors we
should consider to deterntine these periods.

In the proposed merger of Southern California Edison Company
(Edison) and San Diego Gas and Electric Company (SDG&E), we noted “for purpéses of
[that] procceding, the short term should relate to the current general rate cyde of three
years.”” The rational for this was that electric rates were routinely set every three years
based on a three-year forecast of costs.

In defining long-term, which we found to be more problematic,
because, in part, its theoretically definition could go as far as infinity, we emphasized
that the “the definition of long term may vary with citcumstances of each individual
case.” We went further and said that “We decline to define the long term for all future

cases. The appropriate definition of the long term for a merger involving

¥ Exhibit 35, page 14.
* Exhibit 35 - Cicchetti pages 12 and 13.

? 40 CPUC2d, D.91-05-028, 173.
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telecommunications companies, for example, may differ from the definition for merger
of energy utilities.”” With this caveat, we set a standard applicable specifically to that
merger and concluded that long term should recognize the normal planning horizons of
clectric utilities and the nature of benefits claimed by Applicants in that merger. Qur
inclination to adopt planning horizons, as described in that decision, was, in part,
driven by SDG&E’s and Edison’s claim that the merger produced resource planning
benefits.™

The parties in this proceeding suggest several widely variant
definition of long term. UCAN'’s witness, Mutrray, recommends a period of 20 years for
a definition of long term in order to ensure that we capture the full range of long-run
benefits of the merger. The witness also bases her recommendation in part on our
reliance upon energy wlilities’ planing horizons in the SDG&E/Edison merger
proceeding without establishing why planning horizons should also be established in
telecommunications. Similarly, UCAN also supports a 20 year span for tong term
calculation of benefits. ORA’s witnesses rely on Salonion Brothers and Lazard Freres
use of 10 years to calculate their proposed benefits. We reject these estimates because
none of them recognize the pace of change and the inherent uncertainty in
telecommunications market which we consider injportant in defining long term for
telecommunications services.

Telesis’ witness, Nelson, recommends a 5.6 year period for long
term calculation based on the assumption that the rapidly changing

telecommunications industry will evolve such that it will no lenger be subject to price

regulation after this period. To support his’proposal Nelson mentions that: (1) in the

long distance market, AT&T was granted pricing flexibility in about nine years, after

the divestiture of the Bell System in 1984 and argues that the competition Pacific
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faces in intraLATA market is far more formidable compared to what AT&T faced at the
time of divestiture. Cicchelli reduces Nelson’s 5.6 years to five years on the basis that
once markets are opened for competition, the time period for }.‘on\;vctiliOII is short. He
cites the gas industry, the airline industry, and the long distance telecommunications
markets as demonstralive examples. Secondly, Cicchetti refers us to our decision in the
GTEC/Contel merger in which we adopted three years and five years to calculate short
term and long term benefits, respectively. We believe these are sound considerations for

defining “long term” in this case.
Our attempt to define long term for telecommunication market at

this time, is necessarily tied to the circumstances prevalent in this industey. In

telecommunications, competition and the type of ratemaking we apply to the industry
take paramount precedence to planning horizons. In this sense, we agree with the views
of Telesis’ witnesses Nelson and Cicchetti who emphasized the nethod of ratemaking
applicable to the industry as well as the level of competition present to be the principal
factors in defining long term for telecommunications industry. This view is supported
by the GTEC/Contel merger decision in which we adopted a five years long term
period proposed by the parties in that case through a settlement and ¢onsistent with the
philosophy articulated by the SDG&E/Edison merger decision. In adopting the
definition of long term on the GTEC/Contel case, we noted that the proposed definition
was “reasonable in this proceeding since the telecommunications industry is changing
rapidly and it is nearly impossible to predict with any degree of certainty what the
telecommunications industry will look like five years hence.”®

Nearly three years later, toflay we look back and recount, with
some astonishment, that since the adoption of that decision numerous historical events
have happened that have fundamentally changed the telecommunications market as we
know.it today. We opened the local telephone market for resell competition last year,

and licensed over 60 competitive local carriers to compete with the incumbent LECs.

® 54 CPUC2d D.94-04-053, at 284.
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Among these new entrants are such formidable competitors, such as AT&T, MCI, and
Sprint who have entered the local exchange market to compete with the incumbents. In
the same year, Congress enacted a landmark decision ordering a complete opening of
the local and long distance markets for full competition. The wireless market has been
met with increased competition due to the entry of new generation wireless service -
providers and continues to pose a threat to the wireline local exchange service. The
rates of technological change and evolution of the telecommunications market make it
even much harder today than it was three years ago to reliably predict what the
telecommunications industry will look like five years from now let alone ten and
twenty years. We note that our skepticism for a long term definition that exceéds five
years, is, in fact, shared by TURN and ORA.

Both TURN and ORA, while arguing for twenty and ten years
definition for calculation of long term benefits, actually would like us to amortize the
benefits over a period of five years only. ORA’s witness, Dr. Selwynn, describes that
“Given the uncertainties of the form of regulation that will persist into the future, it

would be appropriate to recover the full NPV of cost savings over not more than five (5)

years beginning in 1998. This approach insulates ratepayers both from the timing of

implementation costs and benefits, as well as from changes in the form of regulation
that may occur in the future.”” Similarly, TURN's witness Murray recommends a five-
year benefit recovery period while urging the Commission to determine benefits based
on a 20-year definition of long term.” For all these reasons, we will adopt Nelson's 5.6

years to calculate the long term benefits of the merger in this case.

¥ Exhibit C-176, Dr. Selwyn, page 124.

¥ Murray testifies that:

“[Placific apparently believes that price legistation, and therefore the ability to
mandate a pass-through of savings, will end in no more than 5-6 years. While I
do not endorse that finding, it is appropriate to require Pacific to return the full
amount of required merger benefits to ratepayers in a period no longer than the
maxinmum period that Pacific believes such a flow-through can occur.” Exh. 225
Murray, p. 33. :
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9. Calculation of Savings
Next we will determine what method to use in calculating benefits.

The partics relied upon three basic approaches: (1) budget analyses presented by
Nelson and Cicchetti, Applicants witnesses; (2) changes in stock market prices and; (3)
the analyses of Applicants’ investment bankers, Lazard Freres and Salomon Brothers.

We first reject analyses which rely upon changes in stock market
prices. The stock market may be in some cases a reliable indicator of market
expectations because the stock market is generally considered to incorporate all publicly
available information relevant t6 a firm'’s profitability. The theory is not readily
applicable here because stock market analysts did not have access to much of the
information gelevant to the effects of the pfoposed nmerger on the date shareholders
were most likely to react to the merger proposal, that is, April I, 1996. As this
proceeding demonstrates, few yet have such information and numerous experts
disagree on the potential benefits of the hierger in spite of their access to confidential
docunients and analyses which stock market analysts will never have.

In any event, we would discount the testimony of Applicants’
witness Grundfest with regard to stock prices on the basis that it contradicts the
testimony of several other Applicants’ witnesses. For example, while Grundfest argues
that the Commission should rely on stock market prices to find that there are no
shareholder benefits associated with the merger, Cicchetti testified that the stock price
response to a merger announcement is irrelevant to a determination of economic
benefits of a merger. Grundfest’s testimony that the stock market is a best predictor of
merger benefits ignores the Applicants’ argument presented on brief, proposing that
Nelson's testimony “is the only legally and economically sound forecast of the
maximum potential economic benefits under § 854(b}(2).” Finally, Grundfest's
testimony that an analysis of merger benefits must incorporate the effects on both
Pacific and SBC contradicts the testimony of Nelson and Cicchetti who argued that the

Comniission may not consider the impacts of the merger on SBC.

Cicchetti’s analysis, based on his experience in more than 20 utility

merger studies, makes useful contributions to the debate. Cicchetti participated in the

-35-
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Arnthur Anderson report serving as the advisory partner on the case. His analysis is an

independent analysis of synergy-savings which updates Nelson’s calculations and

provides checks and verifications of Nelson’s assumptions. Interviews with managers

regarding how a merger might affect their operations are additional reality checks to
Nelson’s analysis of potential cost savings. The managers and directors of Telesis are
the ones responsible to carry out Telesis’ cost-saving measures. We shall review
Nelson's testimony in conjunction with Cicchetti’s updates as provided in his rebuttal.

Salomon Brothers and Lazard Freres analyses are estimates which
Applicants’ boards, in part, relied upon in reviewing the potential benefits of a merger
and were undertaken by experts who are adept at analyzing the effects of mergers. The
problem with these analyses, however, is that we have little information in the record
with regard to how the analyses were performed or the assumptions underlying them.
We are also concerned that the way ORA has adapted the Lazard Freres and Salomon
Brothers analyses may not provide an allocation of cost savings between the bwo
merging companies that recognizes the more efficient operations of Pacific. That is,
ORA's estimates of economic benefits subject to § 854 would require the Applicants to
share benefits likely to occur in SBC companies other than Pacific. We believe our
obligation under § 854 is to pass through only those berefits that can be reasonably
attributed to Pacific’s operations.

Rather than rely on stock market prices or studies, we shall rely on
the analysis of Mr. Nelson which has its foundations in operational and budgetary
information as augmented by Dr. Cicchetti. Mr. Nelson analyzed the following three
general areas by which cost-reductions could be achieved by Pacific: (1) elimination of
duplication, (2) through cconomies of s¢ale, and (3) implementing shared best
practices.” Mr. Nelson then applied the savings from these to Pacific’s 1996 budget. Mr.

Nelson’s experience in cost-reduction assignments give him relatively greater

* Exhibit 36, Nelson, pages 3 and 4.
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advantage to assess merger-related savings at Pacific. His analysis provides us the most .
reasonable foundation for estimating economic benefits for many types of costs because
Nelson considered specific operational budgets for Pacific and was available to explain
the foundations of his approach.™

Although he did not recommend the inclusion of certain cost
savings, he did provide estimates of them, including savings on capital costs, which we
incorporate. We therefore use Nelson's analysis as the base for estimating most cost

categories.

We therefore calculate the economic benefits of the meiger based

on his baseline estimates that include Category I and Category Il services, but excluding
savings associated with Category Il services and best practices, as explained above. To
that we add a proportioned savings from capital expenditures based on a allocation
factor of 83% for Category I and Il services. For all of these categories of savings, we
extrapolate estimates out to 5.6 years. Incorporating these assumptions into the
calculation, we forecast economic benefits associated with Pacific’s Category [ and
Category Il services and associated savings from capital expenditure to be $195 miltion.
This number is the net present value for cuniulative cost savings. Table 1 presents a
breakdown of this amount.

The adopted forecasted estimate of economic benefits is based on a
study by Applicants’ which we believe reflects the fundamental philosophy we have

advocated for telecommunications market. * We have adjusted Nelson’s estimate of

® TURN's witness Murray presents a method for calculating cost savings essentially based on
Applicants’ cost savings analysis and then adjusts the Applicants’ estimates to account for her
proposed definition of “long run” benefits which unreasonably span 20 years. Murray also
averages the results of Nelson and Cicchetti's results even though she contends both studies
understate cost savings. Murray also recommends using Cicchetti’s implementation cost
estimates.

* For example, Nelson estimates no savings associated with advertising expénses because
Nelson presumed this to be an area for which expenses will increase as a result of competitive
entry.




A96-01-038 COM/JLN,RBI/Mif)lj/wav ¥

implementation costs with Cicchetti’s implementation cost for consistency. In addition,
we fave applied a discount rate of 10% to Nelson’s estimates to determine the
annualized rate reduction. (See Table 1.)

5.  Benefits Allocation
Applicants propose that benefits will be passed through to

ratepayers by way of conipetitive pricing. Nelson’s estimate assumes one half of
benefits associated with regulated operations may be passed along to ratepayers.

TURN proposes that the Commission allocate 100% of benefits
associated with the regulated operations to ratepayers on the basis that it recommends
tte Commission permit Applicants to retain benefits associated with nonregulated
operations.

ORA proposes or presunies a 50% split of benefits between
sharcholders and ratepayers.

Section 854 requires that we allocate “no less than 50 percent” of
economic benefits of the merger to ratepayers. We interpret this to mean that ratepayers

must receive at least 50% of the economic benefits of the merger and that the

Commission has the discretion to allocate the remaining 50% between ratepayers and

shareholders as specific circumstances warrant. In D.96-04-053, in which we approved
the merger of GTE California, Inc. {(GTEC) and Contel, we allocated half of the benefits
to ratepayers, finding that “a 50-50 sharing of the forecasted economic savings is
equitable” partly on the basis that other benefits would accrue to ratepayers as
competition and incentive regulation evolve. Here, as there, many qualitative benefits
may accrue to ratepayers which we do not or cannet quantify here. We therefore find
that a 50% sharing between ratepayers and shareholders is reasonable.

We will direct Pacific to refund $248 million to ratepayers over five
years. We will require Pacific to effectuate the reduction by adjusting its rates for a
period of five years by a total net-present-value of $213 miillion (the yearly amounts

described in Table 1, determined at a 10% discount rate); and by implementing its
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Community Partnership Commitment which {as we discuss in more detail later) will .

require a funding that totals $34 million in net-present value.

» Pacific shall file an advice letter no later than October 1, of cach
year beginning with the year in which the merger will be consummated, to adjust the
rates for basic monopoly and non-flexibly priced Category It services by the amount

described in Table 1.

B. Effect on Competition
1. Oveérview . ‘

Section 854(b)(3) requires the Commission to find that Applicants’
proposal does "not adversely affect competition.” In making this finding, the
Comniission is required to request an Advisory Opinion from the Attorney General
regarding whether compétition will be adversely affected and what mitigation
measures could be adopted to avoid this result. Complying with the statute, we
requested and received an Advisory Opinion from the Attorney General on
December 31, 1996, a week after the parties’ filed opening briefs

The Advisory Opinion concluded that the merger will not
adversely affect competition within California telecommunications markets
(specifically, the markets for telephone and wireless services.) This opinion is guided by
the Merger Guidelines and relevant federal antitrust laws and concludes that Telesis

and SBC are neither actual nor potential competitors in any relevant California market

* In Re SCEcurp, 40 CPUC2d 159, the Attorney General’s opinion was issued before the

conclusion of the evidentiary hearings. The Commission took official notice of the Opinion as a

“legal opinion based upon specified assuniptions” and allowed briefing regarding how the

facts developed in the evidentiary record niay or may not be at odds with those assumptions.

(1. at 289, n. 16.) In this case, the partics had an opportunity to reply to the Attorney General’s

Advisory Opinion in their reply briefs. In Re GTE Corporation, the Commission stated that such

opinions are not controlling, but are entitled to “great weight.” (Re GTE Corporation, 54 CPUC2d

at 286; sce also id at 325, n. 27.) .
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for telecommunications services.™ The Advisory Opinion also concludes that the merger
by itself will not enhance anticompetitive cross-subsidization opportunities.

However, in order to promote competition in the markets served
by Applicants, the Attorney General recommends that the Commission maintain a
stable system of price cap regulation on certain services which Applicants provide.
Particularly, the opinion urges the Commission to carefully scrutinize requested
adjustments to the NRF formula, especially when the cause of unexpected cost increases
is unclear. The Advisory Opinion did not address intervenors’ broader claims that the
proposed merger would have an adverse effect on competition under § 854(b)(3) even if
the merger does not technically violate the federal antitrust laws. Prior to the end of the
evidentiary hearings, on November 5, 1996, the United States Department of Justice

terminated its investigation of the proposed merger pursuant to the terms of the Hart-

Scott-Rodino Act, concluding that “the merger did not violate the antitrust laws.” (See

Exhibit 198.)

Applicants believe that their proposal does not adversely affect
conpelition within the meaning of § 854(b)(3). Intervenors AT&T, MCI, and UCAN
believe that the merger will adversely affect competition by eliminating SBC as a
probable competitor in future markets for local exchange, intraLocal Access Transport
Area (intraLATA) and exchange access services. These intervenors base their conclusion
on the grounds that SBC: (1) has the experience, assets, and reputation to compete in
out-of-region local service markets and (2) ';\'ould, absent the acquisition of Telésis, have

been likely to enter the market either on its own or in combination with another entity.

* Applicants and lhe Attorney General follow the analytical framework set forth in the Mezger
Guidelines adopted by the United States Departnient of Justice, the Federal Trade Conwmission,
and state attorneys general, as well as the legal and economic principles reflected in case taw
interpreting the Clayton Act. (See United States Department of Justice Merger Guidelines, 1984
(Exhibit 163); 1992 DOJ/FTC Merger Guidelines, 4 Trade Reg. Rep. (CCH) 1 13,104 (1992);
National Association of Attorneys General (NAAG) Horizontal Mergér Guidelines, 4 Trade
Reg. Rep. (CCH) 1 13,406 (1993); 1984 DOJ/Merger Guidelines, 4 Trade Reg. Rep. (CCH) §
13,103 (1954).)
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Intervenors point to, among other things: (1) the factors that inspired SBC to pursue this
merges; (2) SBC’s experience in California markets, such as a passive 3% interest in a
California cellular service provider, its pursuit of the purchase of a cellular license in
San Dicgo, and an abandoned joint venture with Cox Cable; and (3) its “know-how” as
a local services supplier. Additionally, these intervenors believe that the merger will
adversely affect competition for broader reasons not based on the federal antitrust laws.

As a measure to mitigate what it terms the merger’s

anticompetitive potential, UCAN proposes to create a “Consumer Telecommunications

Network” to monitor and track the competitive process in telecommunications and to
provide testimony before the Legislature and other agencies. Although ORA does not
believe that the proposed merger will diminish competition within the nafrow confines
of the Merger Guidelines, it believes that the merger presents certain adverse effects
under § 854(b)(3) which need mitigation as more fully discussed below. ADP alleges
that SBC has a history of anticompetitive behavior in the provision of access to
subscriber listing information to independent directory publishers, and requests
safeguards to assure that an SBC-controlled Pacific does not repeat the allegédly
anticompetitive conduct of SBC in the provision of subscriber listing information in
California. TURN did not address § 854(b)(3) in detail, but states that its silence “should
_ not be seen as indifference toward these matters.” (TURN Opening Brief at p. 2)

2, Interprétation of “Advérse Effects on Competition”
In Re SCE¢orp, we set forth analytical precedents and tools for

interpreting whether a party’s proposal “adversely affects competition” within the
meaning of § 854(b)(3).” We stated that the more familiar merger analysis is whether
“the effect of such acquisition may be substantially to lessen competition or tend to

create a monopoly” under Section 7 of the Clayton Act. (Id., 40 CPUC2d at 182.) We

* The outcome of a § 854 analysis is dependent on the specific facts of the case. Thus, our
determination could be different if we were presented with different facts, i.e., if the proposed
merger was betwveen two contiguous RBOCs.
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held that precedent developed under Section 7 of the Clayton Act provides a
framework for analyzing competitive effects under § 854(b)(3), and, for the most part,
analyzed that merger, as well as subsequent pr‘bposals, under the federal antitrust laws.
(Id., 40 CPUC2d at 183. See also Re ATET, D.94-04-042, 54 CPUC2d 43; Re GTE
Corporation, D.94-04-083, 54 CPUC2d 268.)

However, we need not find a technical violation of the Clayton Act
in order to deny a merger under § 854. More specifically, we may disapprove a
transaction whose impacts are harmful, but less than “substantial” under the Clayton
Act. (I, 40 CPUC2d at 182) In analyzing a proposal under § 854, the Commission is
not limited to a determination that thezpfo'pés'al violates standards set forth in relevant

antitrust statutes. We may also rely, as appropriate, on the body of common law

regarding competition which predates 1989, when the effect on competition standard

for utilities meeting the specified threshold was codified in § 854. (Id., 40 CPUC2d at
183.)

Scope of this Analysls

Before discussing the parties’ specific cOntentioﬁs regarding
§ 854(b)(3), it is necessary to define the scope of our analysis. For example, the Attorney
General was primarily guided in his analysis by the Merger Guidelines and federal
antitrust laws (federal antitrust laws). Intervenors such as ORA, AT&T, MCI and
UCAN offer broader concerns about the effect of the proposed merger on competition.
As slated above, we do not believe an andly’sis unider § 854(b)(3) should be constrained
by the federal antitrust laws. We accordingly address intervenors’ broader concerns
when raised in a specific context, as well as their federal antitrust concerns.

Several intervenors, such as AT&T and ORA, make much of the
fact that: (1) this is the first telecommunications merger that this Commission has been
asked to consider since passage of the Telecommunications Act of 1396; (2) the nmerger
would occur in the context of the Commission’s legislative mandate to open all
telecommunications markets to competition by 1997; and (3) the merger will s'treng"then

a company that already has a 100% share of the residential local telephone market and a
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near-100% share of the business local telephone market. (ORA Reply Brief at p. 49.) The
scope of our analysis is to examine whether, or under what conditions, this Commission
should permit this merger to occur, We are not engaged here in a broader inquiry into
the appropriate framework for regulating local exchange, intralLATA, or interLocal
Access Transport Area (interLATA) markets, or into when Telesis or SBC should be able
to offer interLATA service. |
Thus, whatever market power Pacific possesses in the various

relevant markets discussed below, our inquiry focuses on specific evidence as to

whether this merger increases or otherwise enhances that market power. Several of
intervenors’ arguments regarding alleged barriers to entry, as more fully discussed
below’, would exist with or without the merger. We, and certain federal regulators, are

examining these arguments in the appropriate proceedings to determine ways to

promote robust competition in all telecommunications markets, a goal to which we are

strongly conmitied. However, we do not find, in the absence of specific evidence, that a
merger in itself adversely affects competition simply by making a large and strong

company larger and stronger.™ We need to exaniine Applicants’ and intervenors’

* Several intervenors, such as AT&T and ORA, nake general allegations that the proposed
merger will strengthen an already strong company, and that in and of itself is anticompetitive.
This argument is similar to the entrenchment theory of anticompetitive harm, which contends
that certain acquisitions involving an already deniinant firm can give the firm

“important advantages that will ‘entrench’ its dominance and make it less likely
that the firm’s market position will be undermined in the future. Since the mid-
1970’s, however, entrenchment has been skeptically received by the courts and
by the FIC, particularly when the theory is premised only on the ‘deep pocket’
of one of the merging firms to entrench the other firm in its market.” (Scher,
Antitrust Advisor, Fourth Ed. (1995) at § 3.34.)

“Entrenchment has been rejected as an anti-conipetitive harm when it is alleged
to result from improved efficiency or technological capabilities of the dominant
firm as a result of its integration with the acquiring firm. These effects are
generally deemed to be pro-competitive consequences of the merger.” (14.)

We therefore do not accept this entrenchment theory here based on general allegations.
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specific claims in the context of the relevant product and geographic market, as

demonstrated by the evidence.

q, Relevant Markets

a) Background _
Since the Commission starts its § 854(b)(3) analysis with

guidance from the federal antitrust laws, it is necessary to understand what relevant

markets might be affected by the proposed merger.
The goal of analyzing the compelitive effects of a merger is

to protect consumers by preventing transactions likely to result in increased prices or
reduced outpul.’ Mergers can harm ¢consumers YWhen they cause structural changes to
the marketplace that increase a firm’s ability to exercise market power, which is defined
as the ability to affect prices or reduce output of the industry.

Consistent with the United States Department of Justice and
Federal Trade Commission Merger Guidelines, a traditional economie merger analysis
begins by first considering the impactofa 15rop0$ed merger on market structure as a
threshold indication of the likelihood that the mierger may adversely affect c’ompe.titi\'e
performance. If markets are not concentrated, or if a merger does not substantially
increase market concentration in relevant markets, the merger is m‘ilikel)" to cause
competitive harm. Where a merger raises conipetitive concerns, the analysis then turns
to more specific assessments regarding the ability of consumers to substitute other
products or services, the pricing behavior of firms in the markets, and the difficulty of
entry. Finally, if these other considerations do not eliminate the likelihood of anti-
competitive effects, the analysis considers any likely efficiency gains that may
counterbalance any anti-competitive effects from the merger.

Traditionally, the competitive effects of a proposed merger
are analyzed by identifying the relevant product markets affected by the merger.
Definition of the product market considers products or services that are reasonably
interchangeable, so that pricing decisions by one firm are influenced by the range of

alternative suppliers available to the purchaser. The geographic scope of the market, the

-44-
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area in which the sellers compete and in which buyers can practicably turn for supply,
should then be identified.

The Attorney General explains that in some merger cases, it
is appropriate to limit a merger analysis to current product markets instead of
speculating on which product markets firms may offer in the future. To avoid
speculation, the Attorney General limited the product markets considered in its
Advisery Opinion to the range of local, intraL ATA tol), access, information and other
competitive services currently offered by both of the merging pa:rties and sold by Pacific
in Califomnia.

b)  Telesls and SBC Telephone Services

Until 1984, telecommunications services in the United States

were provided by monopolies, which were subject to traditional economic r‘egula!ioﬁ at

both the state and federal levels. This arrangement ended with the divestiture of

American Telephone and Telegraph Company. Divestiture was effected by an antitrust

consent decree between the United States Department of Justice and AT&T (the
Modified Final Judgnment (MFE))). (Sce United States v. American Tel. & Tel. Co., 552
FSupp. 131 (D.D.C. 1952).) The MFJ, among other things, divested AT&T of its locat
telephone operations, and divided the territorial United States into 163 separate
geographic areas, referred to in the MF] as “exchanges” and in the industry as LATAs.
The LATAs were then divided among the RBOCs. Simultaneous with this divestiture,
state and federal regulators began initiatives to open the door to competition in
telecommunications services, and to ensure equal access.

The Attorney General notes that the proposed merger would
create the largest supplier of local services in the United States and the sixth largest
telecommunications firm in the world. (If the NYNEX and Bell Atlantic nmerger is
approved, that merger will create the largest local telephone company in the United
States.) Both Telesis and SBC, through their RBOCs, currently gencrate most of their
revenues from local, access, and intraLATA services. SBC is also a nmajor supplier of

cellular services.
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Pacific scrves approximately 75% of California’s residents.
SBC provides local telephone services through Southwestern Bell in Texas, Arkansas,
Oklahoma, Kansas, and Missouri. SBC is headquartered in Texas, and states in its
application that it has no operations in California. SBC does aninsignificant amount of
business in California, such as owning a passive three percent interest in a California
cellular services provider. SBC also offers wireless services under the Cellular One
brand name in 27 markets, including Chicago, Boston, Baltimore, and Washington D.C.
SBC has cable television operations in Arlington, Virginia and Montgomery County,
Maryland. SBC is also licensed to provide Personal Communications Services (PCS) in
Little Rock, Tulsa, and Memphis.

The parties’ discussions of competitive concerns do not
clearly set out all the relevant product and geographic markets used in their analysis,
but instead, weave references, which are often vague and general, to these markets
throughout their testimony and briefs. As stated above, the Attormey General limits the
product narkets considered in the Advisory Opinion to “the range of local, intraLATA
toll, access, information and other competitive services currently offered by both of the
merging parties and sold by Pacific in California.” Unlike the Attorney General, sonie
intervenors broaden their relevant niarket inquiries to areas such as interLATA service,
which SBC and Telesis do not presently offer. UCAN describes the relevant product
market as “a significant supply of regulated and non-regulated telecommunications
products and services.” (UCAN Opening Brief at p. 28, n. 14.) The following list
includes a breakdown of markets which parties and the Attorney General raise in their

discussion.

c) Product Markels
Local Exchange Services
Local exchange carriers such as Pacific provide the wires or

the “local loops” that physically connect users to each other and to long distance, or

interexchange carriers. Local exchange carriers also provide the local switching facilities

that direct calls to a local party or the long distance carrier, depending on the number
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dialed. Two forms of local exchange service, flat rate and measured rate service, are
available to the residential customer. Basic access service for businesses is provided on a
measured rate basis. (See Re Alternative Regulatory Framewerks for Local Exchange Carricrs,
D.91-09-065, 56 CPUC2d 117, 154.) In California, local telephone exchanges were until
recently exclusive franchises. However, the Telecommunications Act of 1996 and recent
state statutes and Commission rulings (see, e.g., D.95-07-054) have removed these
restrictions and have established requirements to open local markets to competition.

IntraLATA

IntraLATA toll services (sonietimes referred to as
intral,ATA) are calls other than local exchange that originate and terminate within a
single LATA. The Attorney General notes that intraLATA toll services are a major
source of revenue for both Telesis and SBC, stating that the 1995 SBC Annual report and
the 1996 Telesis ’roxy Statement reported that those companies generated $840 million
and $1,232 million, respectively.

We opened the LATAs to compelition in Re Alternative
Regulatory Frameweorks for Local Exchange Carriers, 56 CPUC2d at 147, We did so for five
reasons: (1) technological developments no longer make intraLATA toll services a
natural menopoly, and barriers to entry were low; (2) competition already exists in this

market; (3) the disparity between interLATA and intraLATA toll rates is illogical and

impossible to defend on economic grounds; (4) opening LATAs to (‘ompelitioh will

stimulate new services and technologies from which California customers should
benefit; and (5) an orderly introduction of intraLATA competition, as opposed to the
then-operational de facto process, will allow the Commission to require the new
competitors to bear a fair share of the costs of maintaining universal service and
pursuing other public policy goals. We note that the other RBOCs have sought
Commission approval to offer inter or intraLATA service in California, one has sought

approval to offer local exchange services on a resale basis, and orie has announced its
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intent to use an acquired cable company’s system to provide local exchange service in,
among other places, California.”

InterLATA

InterLATA services are telecommunications between a point
in one LATA and a point located in another LATA or outside of a LATA. This is
generally referred to as the long-distance market. The MFJ prohibited the RBOCs from
providing these services.

The Telecommunications Act of 1996 envisions that the
RBOCs will be able to compete in long distance service. Currently, the RBOCs are
permitted to enter the long-distance market for calls originating outside their in-region
states. The RBOCs are permitted to enter the long-distance market for calls originating
in their service areas after obtaining approval from the Federal Communications
Commission (FCC), which cannot approve the application unless the RBOC has
satisfied a 14-point competitive checklist, which is designed to demonstrate that the
RBOC has opened its networks to facilities-based competition for local service. (See 47
U.S.C. §§ 271-272.) Telesis and SBC currently do not provide in-region long distance

services. We understand that Pacific expects to seek Commission approval of its

checklist in upcoming months.

Access Services

Local exchange carriers generally provide access to
interexchange carriers for making available their facilities in the placement, transport
and termination of toll calls. The local exchange carriers’ access charge fees represent a

substantial portion of the revenues generated by both Telesis and SBC. The Attorney

* See, e.g., D96-10-014 (re Application of Ametitech Communications International, Inc. to
resell interLATA and intraLATA; D.96-09-004, re Application of NYNEX Long Distance
Company toresell interLATA and intraLATA scrvices; D.97-02-011, re Application of Bell
Atlantic Communications, Iic. to resell interLATA and intraLATA services; A.97-01-034,
Application of Bell South Long Distance to resell intertLATA and intraLATA services;
A97-02-010, Application of Ameritech Communications International to offer local

Foolnole contimiad on next page
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General states thatin 1995, Telesis generated $2,447 million, or 27 percent of its overall
revenues for providing network access services. SBC earned $3,067, or 24% of its overall
revenug, for providing these services during 1995.

Wireless Services

Telesis does not currently offer wireless services. In 1994, it
divested its cellular operations which now do business as Airtouch Communications
Corporation. (See D.93-11-011, 51 CPUC2d 728, modified and rehearing denied in
D.94-03-036, 53 CPUC2d 344.) However, Telesis owns valuable Personal
Communication Services licenses for Major Trading Areas in Northern and Southem
California. SBC describes itself as one of the leading cellular companies in the United
States, but does not have wireless properties in California. SBC does own a passive 3%
interest in a California cellular provider.

Bundled Products

Bundled products, which is sometimes referred to in this
proceeding as “one stop shopping,” is a customer marketing too), whereby a provider
would offer, among other things, local exchan ge, intraLATA, interLATA, and wireless
services to its customers. SBC states that its market research indicates that this bundle,
ata minimum, should include landline and wireless loc¢al and long distance services,
and that SBC’s management is focused upon meeting its customers’ demands for
bundled communications services. As yet, SBC and Pacific do not offer a combination of
these services which includes in-region long distance service, since they cannot yet offer
long-distance service. Pacific provides Internet service and may combine this service

with other services it offers.

d) Geographic Market
The parties generally limit their discussions of the

geographic market to California or a portion thereof, although intervenors vaguely

telecommunications services; and U.S. West's announced acquisition of Continental
Cablevision, Exhibit 30 at p. 20)).
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refer to “at least some Catifornia telecommunications markets” at times, without further
specifying which markets those might be. (See, e.g., AT&T Reply Brief at p. 9; Brenner,
Transcript, Vol. 25, at p. 3450, lines 3-17.) AT&T’s and MCi's arguments that the
proposed merger will foreclose competition as a result of access price discrimination
and nonprice discrimination appear to mix many geographic as well as product

markets. We will discuss this issue more fully below.

5. Does thé Proposed Merger Eliminate an Actual Competitor?
Federal merger analysis would first determine whether the

proposed merger increases market concentration by eliminating an actual competitor in
any market. No party disputes that the level of market concentration in any market is
not increased, since SBC and Telesis do not compete with each other in any line of

business.

Does the Proposed Merger Eliminate an Actual Potential
Competitor? .
An actual potential competitor is a firm that does not currently

compete in the relevant market but would enter sometinme in the near future, either
independently or in combination with another entity. This combination is called a
toehold acquisition. If, in lieu of entering the market independently or through toehold
acquisition, the actual potential entrant rilerges with a significant incumbent firm, its
incentives to enter the market independently disappear and the market would lose the
amount of new competition that the potential competitor would have generated. (See
Antitrust Advisor, Fourth Edition, 1995, § 3.29 (Shepard’s/McGraw-Hill).)* -
The United States Supreme Court has reserved judgment on
whether loss of actual poteatial competition without proof of other aticoipetitive

effects is sufficient grounds on which to reject a merger under § 7 of the Clayton Act.

* UCAN also discusses the criteria for a related antitrust doctrine, the “pezceived potential
entrant” doctrine. (UCAN Opening Brief at p. 29.) However, UCAN abandons this doctrine by
failing to apply it. No other party makes this argument, which we reject.
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(Sce United States v. Marine Bancorporation, 418 U.S. 602, 625, 639 (1974); United States v,
Falstaff Brewing Corp., 410 U.S, 526, 537-538 (1973).) In Falstaff Brewing Corp., the Court
stated that it has “not squarely faced the question if for no other reason than because
there has been no necessity to consider it.” (Id., 410 U.S. at 537-538.) However, lower
courts, the United States Department of Justice, and the Federal Trade Commission

have applied the potential competition doctrine.

To prove a loss of actual potential competition, one must establish

that: (1) the relevant market is concentrated; (2) but for the merger, the acquiring firm
would likely have entered” the market in the near future either on its own or by toehold
acquisition; (3) there must be few other poténtial entrants with comparable advantages;
and (4) such market entry would carry substantial likelihood of ultimately producing
deconcentration of the market or other significant procompetitive effects. (See
Mercantile Texas Corp. v. Board of Gowernors, Etc., 638 F.2d 1255, 1266-1270 (5 Cir. 1981);
Teuneco, Inc. v. Federal Trade Conimission, 689 F.2d 346, 352 (2™ Cir. 1982).)

Intervenors such as AT&T , MCl, and UCAN urge this Commission
to apply the actual potential competitor doctrine more broadly than interpreted under
the federal antitrust laws, since the Commission’s scope of review under §'854(b)(3) is
broader than the antitrust laws. We decline their invitation to broaden the federally-
required elements with respect to application of the actual potential competitor
doctrine, where a body of established case law currently exists to guide us. Moreover,
inherent in the actual potential competitor doctrine is sonie degree of speculation, that
is, a determination of what a company was likely to have done absent the proposed
merger. We therefore believe the standards adopted by the federal courts with respect

to this doctrine are appropriate to guide our determination.

¥ Courts are split on the exact standard of proof which must be metin estabh-:hmg that the
acquiring firm was likely to enter if not for the merger. We discuss this issue in more detail

below.
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Finally, AT&T and UCAN argue that we established a different
standard of proof in Re SCEcorp, 40 CPUC2d at 183, where we recognized that the word
“affect” in § 854(b)(2) is broad enough to reach incipient injury. We disagree. In the —
cited passage of Re SCEcorp, we, in effect, recognized the actual potential competitor
doctrine. We stated:

“(E}ven if the merging firms are not now in competition in a

particular market, if there is evidence showing that oneis a

potential competitor of the other, the elimination of the

potential competitor constitutes an adverse effect on
competition within the parameters of § 854(b)(3).” (Citing

inter alia, the Attormey General’s Advisory Opinion in that

case at pp. 13-14.) (Id.)

That Advisory Opinion merely cited two federal cases (Falstaff
Brewing Cerp., supra, and United States v. El Paso Natural Gas Co., 376 U.S. 651 (1964).)

These cases do not establish a lesser standard of proof under the actual potential

competitive doctrine. Moreover, in Re SCEcorp, the parties to the proposed transaction

were actual competitors. Therefore, we did not apply the actual potential competitor

doctrine to the facts of that case.

a) Is the Relevant Market Noncompetitive?
The relevant markets for purpose of this analysis are the

local exchange and intraLATA markets in California, or a portion thereof, since those
are the markets that are primarily focused on by Applic‘a-nts and intervenors. It is not
disputed that there is not robust competition in these markets at this time, even though
rules have recently been established to open the California local exchange markets to
competitors, and the Commission has generally held that some competition éxists in the
toll markets. (See D.95-12-052, slip op. at 48-49.)

Applicants also state that SBC would not have entered the
long distance market or any other market in California in the near future without the
proposed meirger. Intervenors focus on the local exchange and intraLATA markets for
their actual potential competitor arguments. They do not make independent arguments

that SBC would have been an aclual potential competitor in other markets in California

-52-
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except to the extent that entry in such markets would flow from SBC’s entry into the

California local exchange markets.”

b) Would SBC Likely Have Enteréd the Californta Local
Exchange or IntraLATA Markets In the Near Future
Absent the Proposed Merger?

Courts are split as to the standard of proof which must be
met in establishing that the acquiring firm was likely to enter a market for the merger.
The Fourth Circuit requires “clear proof” that the acquiring firm would have, in fact,
entered. (FTC v. Atlantic Richfield Co., 549 F.2d 289, 291-295 (4* Cir. 1977).) The Sccond
Circuit requires a less strict standard, nantely that the acquiring firm “would likely”
have eatered. (Teaneco, luc., 689 E.2d at 352.) The Fifth Circuit concurs, finding the
Fourth Circuit standard too strict, and requiring “reasonable probability of entry.”

(Mercantile Texas Corp., 638 F.2d at 1268-69.)” We are guided by the “would likely” have

¥ ORA witness Schwyn states, in general terms, that it also may be appropriate to ¢consider the
market for bundled products which he calls “one stop shopping”, that may encompass the
market for a bundle of services, such as local exchange, intraLATA, interLATA toll,
international, wireless, Internet, and cable television, and that may encompass a larger
geographic scope than the confines of a single state. Selivyn states that in an internal
communication with its employees, Pacific itself identified only two potential conipetitors of
the merged company in this regard (AT&T/McCaw and Sprint). UCAN makes a similar
general argument. However, neither ORA, UCAN, nor other parties clarified or otherwise
clearly pursued this issue further. The issue is vague as presented, and relies on much

speculation, such as when the Applicants might enter the long distance market, and the market -

for bundled products. The geographic market is also not defined.

» “‘Reasonable probability’ alone, however, does not adequately describe a finding
that will prevent federal agencies and district courts from mistaking possibilities
for sufficient probabilities. A probability signifies that an event has a better than
filty percent chance of occurring. A ‘reasonable’ probability presumably
represents an even greater likelihood of the event's occurrence. Unfortunately, -
the threshold between a probability and a “reasonable’ probability is difficult to
discern, niuch less articulate. Any other description of probability (e.g., a “strong’
probability or a ‘serious’ probability) is equally likely to founder in ambiguity.
We adopt the ‘reasonable’ probability standard, but attempt to mitigate its
ambiguity by specifying subsidiary findings that must be compared before the
ultimate finding of a reasonable probability is made.” (Mercantile Texas Corp., 638
F.2d at 1265-1269.)
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entered and “reasonable probability of entry” standard, as we agree that the Fourth
Circuit standard is too strict, especially under § 854(b)(3).

The Second Circuit has held that entry by the acquiring firm
must occur in the “near” future, with “near” defined in terms of the entry barriers and
lead time necessary for entrjr in the particular industry. (BOC International Ltd. v. Federal
Trade Commission, 557 F.2d 24, 29 (2™ Cir. 1977.) The court emphasized that it was not
requiring any exact, precisely calibrated assessment of time of entry. However, it
required proof of a reasonable probability (not a remote possibility) of entry in the near
future. (I4.)

SBC does not now engage in local exchange services or
intralLATA services in California. AT&T’s, MCI's and UCAN's theory that the propﬁSed
merger will somehow lessen competition is predicated on the claim that but for the
merger, a reasonable probability exists that SBC would, m the near term, beconie an
entrant in these markets and compete, either through os lgmal ontry or through a

tochold acquisition.
We do not believe the record establishes a reasonable

probability that SBC would have entered allor a portion of the 'Ca]ifomia local

exchange or intraLATA market on its own in the near future absent the mérger. The
record established that SBC’s investment strategy focuses SBC’s investments in
teleccommunications markets in which SBC already has network facilities, customers
and brand-name recognition, and that these factors are not present in California. The

Attorney General concurs:

“Internal documents do not demonstrate any
intention by SBC to enter California markets on an
independent basis or toehold basis. In fact, those
documents indicate that entry into California would
conflict with established SBC investment strategy.
That strategy limits SBC investmentto
‘telecommunications markets in which SBC already
has network faahhes, customers, and brand name
recognition. None of those factors are present in
California. SBC would also have no clearly
identifiable competitive advantage within this

-54-
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market. In fact, AT&T, which uses a similar
investment strategy, does not even list SBC among
the likely potential suppliers of local exchange service
in California.” (Attorney General Advisory Opinion
atp.21)*

According to its witness Kahan, SBC’s corporate strategy is

to allocate its resources to eater new geographic or product areas only where it has

some combination of the following existing assets: exisling facilities (either wired or
wireless), an existing customer base and brand-name recognition. This strategy is based
in the current and perceived future state of competition in telecommunication services —
that customers will want to buy a package of services, and thata competitive fiom must
provide a package of services, such as wired (including Internet services), wireless and
long distance, to efféctively compete with other full service providers. This corporate
strategy is one SBC developed in the course of opéraling its company, and was not
suddenly formulated after the announcement of the proposed merger.

Applicants’ witness Gilbert testified that, pursuant to SBC’s
corporate strategy, SBC is considering providing local exchange service in competition
with Ameritech in the Chica §0 area, where SBC has a significant cellular presence, and
in competition with Bell Atlantic in the Washington/Baltimore area, where SBC has
both a significant cellular presence and two cable television systems. This is consistent
with SBC’s corporate strategy. In each of those areas, SBC has network facilitics,
including an infrastructure of customer support personnel, many existing customers,

and brand-name recognition. Because SBC does not have such facilities, customers, or

¥ AT&T criticizes the Advisory Opinion because it reties on extra record material, including
testimony of witnesses in other proceedings which counsel in this proceeding did not have the
opportunity to cross examine. We note that it is preferable for our purposes if, as here, when
the Attorney General submits his Advisory Opinion after the cvidentiary hearings are
completed, that the opinion be based, to the extent possible, in the tecord in this case. We also
note that the Attorney General reviewed testimony filed in this case, as well as the transcripts
of witnesses who testified on the competitive effects of this transaction, and that the specific
analysis of whether SBC is an actual potential competitor cites almost entirely t6 frecord
material as well as federal case law. (Attorney General Advisory Opinion at pp- 2,20-21)
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brand-name recognition in California, it has no particular coniparative advantage in

California and no plans to enter there.

The record also establishes a reasonable probability that SBC

would expand into certain immediately adjacent areas where its existing infrastructure
could be reasonably extended. These areas would include portions of Arkansas, Kansas,
Missouri, Oklahoma and Texas which SBC does not currently serve, but do not include
any part of California. SBC demonstrated that it is filing applications for authority to
provide out-of-region competitive wired local service only in states where it has a
market presence and customers through its existing cellular operations. SBC’s
marketing of its landline long distance service is focused in its five-state region and
where it has wireless properties.

AT&T, MCl and UCAN argue that the fact that the merger is
being proposed is evidence that it is reasonably probable that SBC would have entered
the California markets absent the merger. Intervénors explain that they do not assert
that every time a company proposes to acquire another, that alone demonstrates a
reasonable probability that companies would have been competitors absent the merger.
Intervenors assert that the factors that inspired SBC to pursiie this acquisition are the
same factors that would have made it interested in competing in California absent the
merger. Intervenors point to SBC’s enthusiasm about Califomia as a
teleccommunications market, as well as SBC's stated synergies with Pacific.

We do not believe that the fact that the proposed merger is
taking place should be a persuasive factor in determining whether SBC is an actual
potential competitor. That analytical approach necessarily would lead to the conclusion
that every proposed merger partner would be an actual potential competitor. The
Attorney General's Advisory Opinion concurs with this result.

AT&T, MCI, and UCAN also believe that the record
establishes that SBC has “extensive first hand experience” in the California market that
sets it apart from the other out of region RBOCs and establishes SBC’s interest in the
California market absent the merger. AT&T and MCI point out that SBC owns a -

minority interest in Bay Area Cellular Telephone Company , sells millions of dollars in

-56-
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telephone equipment in California to businesses and consumers, and had owned paging
services in California.

We do not agree that this evidence demonstrates extensive
experience in California markets. The evidence consists of a passive 3% SBC ownership
interest in a California cellular services provider, sales of unregulated SBC
teleccommunications equipment by third partics, and the provision of paging services by
a former subsidiary which SBC sold in 1993.

We similarly are not convinced by intervenors’ arguments

that SBC’s pursuit of the purchase of a cellular license in San Diego, and its abandoned

joint venture with Cox Cable, which has some propetties in California, demonstrate that

SBC has shown significant interest in this state so we can hold that there is a reasonable
probabilify that SBC would have entered into the California local exchange markets
indepehdénlly as an actual potential competitor in the near term. For instance, in the
recent PCS auction, which occurred after 1994, SBC purchased three licenses {for Tulsa,
Little Rock and Memphis), which is consistent with its business strategy. SBC did not
bid for PCS authorizations in California. Before applying to this Commission for
approval of this merger, SBC has not applied in California to provide local exchange or
intraLATA services.

We likewise reject intervenors’ argument that SBC’s assets
such as “know how" as a supplier of local service, billing expertise, identification of the
“Bell” name, and the ability to negotiate with Pacific to obtain successful terms to
provide local service (many of which items other RBOCs also possess) are sufficient to
make it reasonably probable that SBC would have entered these California markets in
the :war future on its own. Although this evidence might demonstrate capacity to
conpete, it does not demonstrate SBC’s interest in a particular market. In this case, SBC
established that entry in the California market independent of the merger is contrary to
the established SBC business strategy. Moreover, the record established that SBC, like
many businesses, has limited resources and has to prioritize its ilivcstments, and is not

able to invest in every lucrative telecommunications market.
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We reach a similar conclusion on the issue of whether SBC
would have become an actual potential competitor by toehold acquisition. Intervenors
argue that all of the qualities discussed above make it reasonably probable that SBC
would have entered the California markets by combination with another entity
(sometimes called toehold acquisition), primarily as a wireless provider. This in turn
would have given it a tochold to have entered at least some part of Pacific’s local
exchange territory as a facilities-based provider. Intervenors assert that this argument is
consistent with SBC’s investment philosophy stated above, where it only e.'\'pands'in
markets in which it has a presence, or toehold.

The thesis of AT&T’s and MClI’s witniess, Brennet, appears to

be that there is a possibility or some probability that SBC would have entered at least

some portion of the California m‘a‘rket as a supplier for local telephone services absent
the merger through tochold acquisition, possibly either a competitive access provider or
a wireless provider. However, Brem‘aerr could not be more Specific, nor could he idei‘itify
the particular markets in any more definite fashion than "possii)il"itieé" or “some
probability.”"

Our concern here is that the standard is the reasonable
probability, not the possibility, that SBC would become an actual potential compentor
through tochold acquisition in the near term. The evidence on the record does not
establish this type of market entry to a reasonable probability. Intervenors’ argument

that California could become a high priority for SBC if SBC acquired other assets, such

“* Brénner stated:

“I've not attempted to identify which geographic areas or which markets they
would or would not enter. But it's important to my analysis that there are
multiple possibitities. So there is some probability, I betieve, that they would, but
for the merger, enter Market A, there’s sorie probability they’d enter Market B,
some problem built [sic] they'd enter Market C, and so on.

1 don't know which of those they in fact would enter, but the probability is
much higher that they wﬂl——they would, but for the merger, enter at least one of
those and make a competitive difference thanwould be the case if we were
looking at only a single market.” (Transcript, Vol. 25, at p. 3450, lines 3-17.)
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as cellular or PCS properties in the state, is speculation driven by further speculation of
possible entry and can be used to explain why any region in the country could become a
high investment priority. |

Intervenors point to several pages of Applicants’ internal
plans which discuss RBOCs as a class of possible competitors. We take official notice of
the fact that, after the close of the record, many of the other RBOCs have now applied
for authority to offer interLATA or intraLATA sezvices in California. One RBOC,
Ameritech, has applied for authority to provide local exchange services as a reseller.

U.S. West rt‘centl}' announced on agreement to acquire Continenta! Cablevision and, in

so doing, stated its plans to use the Continental system to prdvidé local exchange

service in, among other places, California. (See Exhibit 30 at p. 20.) While this new
officiélly noticed evidence and record evidence makes the question a closer call, it does
not change our ultimate conclusion here. At best, it can only demonstrate that SBC
should be considered an actual potential competitor on the basis of its status as an
RBOC, and not for SBC’s unique attributes.

The inclusion of all the other RBOCs, as well as other
similarly situated companies, as actual potential competitors would not make SBC’s
absence fron the pool economically or legally sigunificant. (See part 3 below.) For
example, in Exhibit 40, an internal Pacific document refers to competitors as: (a) -
facilities based ca rriersr(TCG, TCI, Cox, MFS, Time Warner); (b) intere.\‘changé carriers
(AT&T, MCI, Sprint); (¢) local exchange carriers (GTEC, Contel, RBOCs); (d) resellers
(Furst Group, Midcom); and (é) Value Added Service Providers (Compuserve) and
“many more to come!” We also note that AT&T’s and MCl'’s internal business planning
documents, as opposed to their sponsored testimony in this case, do not specifically
identify SBC as an actual potential compelitor in the California local e.\'cliange markels,
or a portion thereof. While we do not rely on this fact, we note that these internal plans
are at odds with these intervenors’ testimony in this case.

To be clear, we do not hold here that there is no possibility
 that SBC could become an actual potential competitor of Pacific in the local exchange or

intraLATA markets either independently or through combination with another entity

-59.
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under any conceivable set of circumstances. But we apply the standard of a reasonable
probability, not a possibility. We do not believe the record demonstrates a reasonable
probability that such entry will occur.

Finally, intervenors’ arguments assume that SBC would be
providing facilities- based local exchange services in at least some market in California.
The record does not support this assumption. AT&T admits in its brief that Pacific

intends to compete against GTEC on a resale (not facilities) basis because facilities-based

entry would delay entry for several years. Given the fact that SBC does not possess

facilitics within hundreds of miles of California, and given Pacific’s intentions with
respect to GTEC’s service area, we do not agre¢ that; even assuming thefe isa
reasonable probability that SBC were found to be an actual potential comipetitor of
Pacific for at least sonie local exchange services in some markets, there is a reasonable
probability that it would do so as a facilities-based carrier in the near future. Given this
finding, we do not need to address intervenors’ argunients that resale-based
competition is not as effective as facilities-based competifiéh in the local exchange
markets.
¢)  Are Theré Few Other Potential Entrants With
Comparable Advantages?
Assuming the record demonstrated that, but for the merger,

there is a reasonable probability that SBC would have entered all or some California
markets as a provider for local exchange or intraLATA services, that would not be the
end of the inquiry. Courts have recognized that even if the vaﬁirir’\g firm would have
entered independently or in combination with another entity without the merger, the
presence of many other firnis which are equally ready and willing to eater makes the
issue moot. The theory is that elimination of one potential eritrant undet those
circumstances would not be significant. (Mercantile Texas Corp., 638 F.2d at 1267.)

There is some uncertainty as to how n{any other potential
entrants are riecessary. The Department of Justice Merger Guidelines provide that a
challenge is unlikely if “the entry advantage ascribed to the acc;uir‘ing firm {or another

advantage of comparable importance) is also possessed by three or more firms.”
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(United States Department of Justice 1984 Merger Guidelines, Section 4.133, .
Exhibit 163.) The guidelines further provide that the likelihood of a challenge increases

as the number of similarly sitvated firms drops below three and “as the extent of the

entry advantage over nonadvantaged firms increases.” (Id)) A leading antitrust treatise

concludes that “three similarly well-qualified potential entrants should be

presumplively sufficient to obviate concern for the elimination of potential

competition,” and “six entrants remove] any plausible basis for attacking a merger

eliminating a potential entrant.” 5 Philip Arceda & Donald F. Turner, ANTITRUST

LAW T 1123 at 123-124 (1930).

' Intervénors argue that since competition is nascent in local
telephone service, the entry of other firms may not be sufficient in both quantity and
type for the markets to become effectively competitive. AT&T and MCl argue that the
merger does not have to eliminate entry to harm competition; competition will be -
harmed if the proposed merget reduces the extent of entry enough to reduce the extent
to which competition dei'elops. However, elimination of one actual competitor does not .
automatically impose an adverse affect on competition.

The record establishes that there are many potential
competitors who are at least as capable as SBC of compeling agains.l Pacific in the
California local exchange and intraLATA business (especially since the record does not
demonstrate a reasonable probability that SBC would have been a facilities-based
provider). AT&T and MCI state that it is important to determine whether and to what
extent new entrants are simply reselling Pacific’s local service and to what extent they
are producing services using theit own facilities in order to evaluate how much and
what type of competitive pressure Pacific faces at a given point in time. This aigument,
however, is premised on the fact that SBC would likely have been a facilities-based
potential competitor absent the merger. Even Brenner, AT&T’s and MCl’s witness,
acknowledged that AT&T, MCI, Sprint, CTEC, MFES, TCG, Teleport, ICG, Brooks Fiber,
TCland Airtouch have network facilities in California, although aickno‘wled'ging that
the extent to which their existing network facilities a’r'er suited to providing local .

telephone service varies. However, we believe this “list” can be compared with SBC,
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since we do not find a reasonable probability that SBC would have been a facilities-
based carrier absent the merger.” We note that the Attorney General has reached a

similar conclusion:

“Moreover, AT&T, MCI, Sprint, Mctropolitan Fiber
Systems, Brooks Fiber, TCG, ICG and other major
firms now compete with Telesis in markets where
entry is viable and they are all planning to
aggressively expand the range of that competition.”
(Attorney General Advisory Opinion at pp. 18-19.)

Also, assuming SBC is found to be a potential competitor, and is found to be so on the
basis that itis a RBOC, then all the other RBOCs should be included on this list as well.

Under these circumstances, even assuming that SBC were determined to be an actual

potential competitor (which we do not find here), we do not believe that its removal us

a competitor would be significant.

Cross-subsidization Issues

The Attorney General addressed cross-subsidization issues.
The Advisory Opinion defines cross-subsidization as occurring when a firm with a
common capital facility uses revenues from one service to finance a portion of the cost
of producing a second service. The Advisory Opinion explains that cross-subsidies can
be anticompetitive under cost based regulation if a firm with market power uses them
to drive rivals out of a market. For example, a firm can price a competitive service
below cost to the extent it is allowed to treat the cost of providing that service as a
recoverable expense of the regulated sector. Suppliers which sell only the competitive
service may be unable to match this cross-subsidized price and may, therefore, be
forced to leave the market. The Advisory Opinion explains that the practice does not
have adverse competitive effects unless the firm can reasonably expect to prevent future

competitive reentry while it recoups profits lost during the predation stage.

* Many other companies have also applied to the Commission for authority to provide local
exchange services on a resale basis.
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The Advisory Opinion states that local exchange carriers
could not profitably use cross-subsidies to monopolize long distance markets since,
even if a local exchange carrier could temporarily force AT&T and other suppliers to
exit certain long distance markets, the company could not recoup its investment
because the well-financed long distance carriers could easily reenter these markets as
soon as prices rose again above production cost. However, the Attomey General notes
~ that there may be other services which can be anticompetitively cross-subsidized, since

telecommunications services are higﬁly interdependent and the networks that provide
them are almost infinitely complex.

The Advisory Opinion notes that, in theory, price cap
regulation eliminates incentives to cross-subsidize competitive services, if the
Commission appropriately maintairis price cap regulation. The Advisory Opinion
therefore recommends that the Commission maintain a stable system of price cap
regulation. The Advisory Opinion urges that we carefully scrutinize requested
adjustments to the NRF formula, especially whete the cause of unexpected cost
increases is unclear. In addition, the Advisory Opinion suggests that we separately treat
regulated and unregulated services.

| In our next NREF review, we intend to carefully scrutinize
requested adjustments to the formula with an eye to preventing potential cross-
subsidization issues raised by the Advisory Opinion.

On another issue, Dr. Selwyn points out that SBC has in
recent years invested less in its telephone infrastructure, on a per-access line basis than
other RBOCs, and that this investment is well below Pacific’s investment level. Selwyn
points to what he describes as a premiuni SBC plans to pay Pacific’s sharcholders if this
merger is consummated, and states that SBC will have a strong incentive to recoup this
premium by allowing California’s local telephone networks to become outdated.
Selwyn recommends that we impose as a condition of this merger a requirement that

the merged company matntain the same level of annual investment over the next 10

years, and require the merged company to submit monitoring reports to ensure its

compliance. Applicants oppose Selwyn'’s premium thesis, and oppose this condition as
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anticompetitive if directed only at them and not to other similarly situated companies,

and also as micromanagement.

The need for Pacific to maintain an adequate level of
investment in its California infrastructure has been a matter of keen concern to us for
many years. InD.93-11-011,51 C PUC2d 728, when we authorized the spin-off of Telesis’
wireless subsidiaries, we recognized Selwyn’s testimony that Telesis had made no net
capital investment in Pacific since 1987. In fact, since 1987 Pacific has disinvested some

$1.17 billion. |
On the other hand, we stated that:

“fw]e do not expect there to be a perfect annual
correlation bétween the authorized rate of
depreciation and the level of investment. We also note
that the cost of telecommunications technology is
dropping, and therefore historical depreciation rates
are not a perfect guide as to the proper aniount to
spend on new investment. Further, as technology
constantly evolves and becomes moré affordable,
investment strategies that spend less over time and
accomplish more may benefit ratepayers. We should
not gauge the cost-effectiveness of inv estment by the
absolute level of dollars spent.” (51 CPUC2d at 750.)

On the other hand, we also admonished Pacific that if
Pacific:

“incurs futute increases in costs, such as the cost of
increased investment, the principles of NRF preclude
futute rate increases unless PacBell’s rate of return
falls below the lower benchmark. Therefore, even if
future PacBell capital expenditures are expected to
exceed ¢urrently authorized rates of depreciation, we
expect Telesis, consistent with our NRF framework, to
invest sufficient funds in PacBell rather than
‘requesting an increase in the NRF revenue
requirement and disrupting the NRF compact.” (1d.)

We advise SBC similarly. We will not gauge the cost-

. . effectiveness of investment by the absolute level of dollars spent nor will we mandate a




A.96-01-035 COM/JLNLRBL/(tElj/wav %k

specific spending level. However, the level of annual infrastructure expenditures is a
factor which we will continue to monitor,” and is an issue which we may choose to
invesligate at a future date, either upon our own motion or upon the request of an
interested party, if the circumstances warrant such a review.

And just as we advised Telesis in D.93-11-011, we similarly
advise SBC that even if future Pacific capital expenditures may exceed ¢urrently
authorized rates of depreciation, we expect SBC to invest sufficient funds in Pacific
without requesting an increase in the NRF revenue requirenient or otherwise
disrupting the NRF compact.

7. Doés the Proposeéd Mérgér Foreclosé Local Competition As a
Result of Access Pricing Discrimination?

AT&T and MCl argue that approval of the merger will result in
reduced local competition due to the fact that it will increase the magnitude of an
alleged artificial advantage that Pacific will enjoy if it is allowed to offer interLATA
service to in-region customers while switched access charges remain above cost. UCAN
also supports this position. This argument mixes many product and geographic markets
such as the local exchange market, the long-distance market, and an anticipated market
for one-stop shopping. These intervenors take several steps to reach this conclusion.
First, AT&T and MCl argue that interexchange carriers will see a different and higher
cost as a purchaser of switched access than Telesis’ interexchange service will seeas a
consumer of switched access that it produces itself, so long as Telesis continues to
charge prices for switched access substantially above the ¢ost of producing the service.

In AT&T’s and MCI'’s view, the access price advantage will allow

Pacific to obtain a larger share of the interfLATA, in-region market than it would if all

Y For example, the Commission currently receives 12 reports filed by Pacific to nionitor
compliance with our goal of encouraging technological advance expressed in the NRF decision,
D.§9-10-031, 33 CPUC2d 43, 197-198. These reports include reviews of Bellcore activities,
Research and Development and capital expenditures, new technology deployment, and
strategic plans for technology transition. Furthermore, given the link between network

Foolnote continted on next page
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compelitors faced the same market conditions; what is more, this advantage will be
compounded if the proposed merger is approved. This is so because the new merged
firm would, in effect, acquire SBC switched access from itself. It would gain what these
intervenors call an artificial advantage from its use of SBC switched access, because it
would perceive a lower cost for this access service than would interexchange carriers
that still purchase the access from SBC. Thus, AT&T and MCl argue that the merger
would extend and increase the overall magnitude of the artificial advantage.

AT&T and MCl argue that this advantage in the long-distance
market will be leveraged back into the local market as a result of consumers’ strong
preference for firms able to provide a bundled package of services that they call “one-
stop shopping.” They believe that customers attracted to Telesis’ interexchange service

as a result of its artificial advantage would be less likely to shift from Pacific local

service to a competitor's local service than if the artificial advantage had not attracted

them to Telesis’ interexchange service. Because new entrants in the local market will
have a harder time attracting customers, AT&T and MCl conclude there will be a
reduction in the amount of facilities-based competition necessary to put significant

competitive pressure on the incumbent.

We do not view this argument as merger-related, but rather, as a
problem AT&T and MCI have with RBOCs being able to offer interLATA service before
access charges are reformed. However, Pacific and SBC have not yet been authorized to
offer certain interLATA service, and cannot do so until they obtain approval from,
among other agencies, the FCC. These intervenors should pursue this argument with

federal and state regulators in the appropriate forum.

Evenif this artifictal advantage were to exist (an issue which we do
not address one way or the other), the record here did not establish that the merger will

increase the artificial advantage to the degree that it would have an adverse effect on

innovation and service quality, the Commission’s service quality requirements, monitoring
efforts, and investigations would involve reviews of infrastructure investment.
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competition. Although Brenner did state that this artificial advantage will increase, he
was not able to quantify the existing alleged advantage or the extent to which the
merger would increase it. Nor are we convinced that the merger may cause some firms

to stay out of the local exchange service business for this reason. No party testified that

the proposed merger would cause it to change its plans as a result of what AT&T and

MCI call the artificial advantage. AT&T’s and MCl'’s plans are not deterred in this
regard. The record contains statements by two competitive access providers that the
merger will not change their plans to compete. We, therefore, decline to deny or
condition the proposed merger on these grounds.

8.  Will the Proposed Merger Increase Non-Price Discrimination?

AT&T and MCl also argue that if Telesis is allowed into the long-

distance market before effective local competition develops, Telesis will have an
incentive to engage in discrimination in the way it provisions access services to its
competitors. AT&T and MCl argue that the merger will increase Telesis’ incentive to
discriminate against competing long-distance carriers in two ways: (1) by directly
lowefing the quality of access service for competitors, making their offerings less
attractive to consumers; and (2) by forcing competitors to order increased network
capacity, hirc more staff, or make other moves to offset the effects of discrimination,

thereby raising their costs and the prices of their services.

Although we take these allegations seriously, we do not view them
as related to the merger. They are ¢concerns that these intervenors would have even if
the merger were not occurring. AT&T and MCI have recently filed coniplaints against
Pacific at this Commission dealing with some of these same allegations. The -
Conumission will deal with those issues in the appropriate forum as they arise. We

therefore decline to deny or condition the proposed merger on these grounds.

9.  SBC’s Alleged Anticompetitive Behavior
General Allegations |
AT&T, UCAN, ORA, and ADP 1irge the Commission to consider

concerns regarding SBC’s attitude toward competition in its home territories, and state
it 8 P _
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that SBC’s past conduct is a good indicator of how SBC would conduct itself in the
future. These parties point to such things as: (1) SBC's lobbying cfforts to pass the Texas
Regulatory Reform Act of 1995 (known as PURA95), which they state is widely
regarded as one of the most anticompetilive statutes in the country; (2) SBC’s filed
comments in the FCC’s Notice of Proposed Rulemaking on Local Competition Issues in
CC Docket 96-98; and (3) other state regulatory commissions’ criticisms of Southwestern
Bell’s procedures for recordkeeping and allocating costs associated with affiliate
transactions.

We address these issues in Section {¢)(7) below dealing with the

effects on regulatory jurisdiction and effectiveness. However, we note here that most of

the items above involve SBC’s lobbying, regulatory, or legislative activitics, which we

decline to condition here.

The Directory Publishers Litigation

The ADP also alleges that SBC engaged in anticompetitive conduct
with respect to directory publishing and advertising rates. ADP points to a federal case
in which the jury found that SBC and its affiliate Southwestern Bell Yellow Pages, Inc.
engaged in anticompetitive conduct. Plaintiffs and SBC eventually reached a settlement
in the case and the Fifth Circuit opinion was vacated on a joint motion by plaintiffs and
SBC. Thete is much debate in this proceeding about the effect of the vacated judgment
on the jury verdict. But even if the Applicants are correct that the vacated judgment has
no legal effect, we can still consider this case as evidence of a jury’s evaluation of SBC’s
prior conduct.

As a mitigation measure, ADP recommends we implement a series
of mitigation meastires to protect the directory publishing market from anticompetitive
behavior. Applicants state that this is unnecessary, as the conduct complained of by the
ADP and their proposed mitigalion measures are addressed by the 1996
Telecommunications Act and are currently the subject of an FCC rulemaking
proceeding to interpret the provisions of the Act related to directory publishing.

We decline to adopt specific mitigation measures dealing with

directory publishing in this proceeding, because these issues are being addressed both
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by the 'CC and by our Commission in a different forum. We note that this Commission
has issued rules relating to subscriber directory listing and access to directory listing
information. (See, e.g., D.96-02-072 and D.97-01-042.) It appears that the majority of the
issues raised by ADP are addressed in D.97-01-042. However, we put Applicants on
notice that we expect them to abide by existing and upcoming rules in this area, and
that we will seriously consider and review any allegations that they have failed to
comply.

10.  Will the Proposed Mefger Reduce the Abllity of Regulators to
Collect Benchmarking Information?

AT&T and MCl argue that an additional harmful effect of the
proposed acquisition is the diminution of available benchmarking information to this

Commission. They argue that the elimination of SBC as a free-standing RBOC would

reduce the amount of independent information available to the Commission to

benchnmark Pacific’s behavior. These intervenors state that benchmarking information
can help the Commission, for example, to evaluate claims made by the incumbent local
exchange carrier that it is not technically feasible to unbundle certain network elements
or to allow particular points of interconnection. Comparisons also can help detect and
prove discriminatory behavior by the incumbent local exchange carrier. AT&T states
that the loss of benchimarking information would be exacerbated here by the threat that,
if the Commission approves the merger, SBC would likely continue to align itself with
other providers, citing to Exhibit 34, a First Boston account speculating on future
possible RBOC mergers. AT&T also notes that SBC, in its petition to vacate the
Modified Firal Judgment, has recognized that this benchmarking information plays an
important role.

Applicants argue that this is a regulation and not a competition
issue. They point out that in Re Regulalion of Cellular Radiotelephone Utilities, D.90-06-025,
36 CPUC2d 464, 493-494, we indicated that we would not apply benchmarking to the
cellular industry, and Applicants, by analogy, point to benchmarking’s lack of use hete.

In Re Regulation of Cellular Radiotelephone Ulilities, we did not adopt

the Division of Ratepayer Advocates’ (predecessor to ORA) recommendation to set
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rates based on benchmarking, but rather, stated that we would rely on the market. That
case is not analogous here, where there is not robust competition in some markets to
which intervenors refer. However, we do not believe that the absence of an
independent SBC would have an effect on benchmarking such that it would create an
adverse effect on competition on which to condition or deny the merger.

Applicants state that because SBC, like Pacific and all other RBOCs,
will continue to be regulated in numerous states, this Commission will not have any
less information available for benchmarking purposes. They also state that Commission
will retain the authority to oblain the information necessary to regulate Pacific.

Applicants recognize that we retain the authority to obtain
necessary information to regulate Pacific. We place Applicants on notice that they
should supply such necessary information, and should not attempt to shield |
themselves, inter alia, with a holding company or other corporate structure, when this
Commission requests necessary information to regulate Pacific. |

Other Mitigation Measures

Based on the above discussion, we do not adopt the mitigation

measures with respect to § 851(b)(3) proposed by the parties unless otherwise stated

above. Although these mitigation measures may be appropriate in a different context

and a different proceeding, we do not believe it is appropriate to adopt them here, in
light of the record developed on competitive issues which is discussed above.

We mention two recommended mitigation measures more
specifically. We decline to condition this merger upon Pacific’s and SBC’s satisfaction of
the competitive checklist which is necessary before Applicants can provide certain
interLATA services. As stated above, the problems intervenors raise when Applicants’
participation in the long distance market is combined with their market position in the
local exchange market are problems which would exist with or without the merger, and
are being addressed in the appropriate forums. |

We also do not adopt UCAN'’s proposal that we establish a new
organization called the Consumer Telecommunications Network. The stated purpose of

this organization would be to monitor the state of telecommunications competition, the
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long-term effects of public policy and decisionmaking on competition, as well as to .

provide testimony to appropriate legislatures and agencies. In other words, the

organization would combine investigation, monitoring, and advocacy funclions. UCAN
notes that Applicants support a scaled down version of this proposal in the Community
Partnership Commitment. We discuss the Community Partnership Commitment below,

and do not repeat that discussion here.

C. Other Effects of the Proposed Merger
Section 854(c) requires that the Commission consider several criteria and

“find, on balance, that the merger, acquisition, or control proposal is in the public
interest.” Unlike the requirenients of §7854(l')), § 854(c) does not require a finding that
cach criterion be met on its own terms. Rathet, it directs us to weigh the effects of the
merger to detérmine whether the merger is “on balance” in the public interest. We
address each of the relevant criteria below.

1. Financial Condition of Resulting Utility

Section 854(c)(l) requires the Commission to consider whether the
merger will “(m)aintain or improve the financial condition of the resulting public utility
doing business in the state.”

Applicants observe that the merger will improve Telesis’ financial
position because of SBC's very strong financial position, SBC’s marketing expertise, and
the economies of scope and scale anticipated by the merger.

With regards to the requirement that the financial condition be
maintained or improved, as noted above, no party offered evidence that the financial
condition of Pacific would be compromiscd by the merger. The record supports a
finding that the merger is almost certain to improve the financial condition of Telesis
and Pacific as its subsidiary. We believe that the Applicants have met their burden with
regard to demonstrating that the merger will maintain, and in fact, improve the

financial condition of Telesis and Pacific, and consequently its customers.
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2, Service Quality
Section 854{(c){(2) requires that the Commission considér whether

the proposed merger will “(m)aintain or improve the quality of service to public utility
ratepayers in the state.”

Applicants assert Pacific’s service quality will be maintained
following the merger. They observe that SBC has earned high marks from customers in
this area. They point to the California Commitnients letter which proposes a gencral

commitment to service quality and to the Community Partnership Commitment which

would conmmit funding to over 100 community and public interest groups in their

efforts to improve service to underserved communities.

ORA comments that in sonie respects SBC'’s quality of service is
superior to Pacific’s. ORA observes SBC has a policy of crediting customers $25 it
installation or repairs are not timely. ORA believes customers express less satisfaction
with Pacific’s service than in the past and is disappointed that Pacific expresses no
intention of improving its service to SBC’s levels.

ORA also believes Pacific is not in compliance with GO 133-B
which requires that Pacific representatives answer 80% of business office calls and
trouble report service incoming calls within 20 seconds. Pacific’s records indicate these
performance indicators fell below standards for 1993, 1994 and 1995. ORA observes that
the existing standards were developed during a period before Pacific began using
tecorded menus and that Pacific has ignored the GO 133B standards since the time it
began using those menus. To provide better incentives for Pacific to improve its
performance with the use of the recorded menu, ORA recommends the Commission
adopt additional standards. If Pacific continues to use the recorded menus, ORA
recommends a rule requiring that 90% of custonier calls to report trouble should be
answered within 60 seconds from the time the customer finishes dialing the last digit, or
within 55 seconds if the call is to the business office. If these standards are not met, ORA
recommends Pacific be penalized based on the number of calls that were not answered

in accordance with the standards. Spét‘iﬁcally, ORA recommends a penalty of $4.3
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million which it calculates by multiplying rate increase awards by the percentage of
times Pacific failed to meet the standards between 1993 and 1995,

ORA belicves that § 854 requires assurances regarding customer
service as a part of this proceeding and the Commission should not delay
implementation of new standards on the basis that Pacific would be the only company
to which they might apply.”

TURN recommends the Commission conduct an independent audit
to evaluate service quality trends for the initial five year period following the merger.

UCAN argues that the nmierged company is likely to permit service

quality to decline to the lower benchmarks of the two companies. UCAN refers to

Pacific’s existing problems with ISDN service, ORA’s analysis of Pacific’s performance

under GO 133B, and various service reports to argue that Applicants do not appear to
consider service quality a high priority, especially in markets where competition is
either lacking or weak. |

UCAN believes many of SBC’s existing service practices should be
unacceptable to the Conimission. For example, UCAN observes that SBC’s reference to
its success in marketing Caller 1D, and the servic¢e’s provisioning without per line
blocking, indicates SBC’s disregard for the privacy concerns this Commission and
California consumers have expressed. UCAN also observes that SBC has offered
business customers demographic inforimation about SBC customers and has required
landlords to provide it with personal information about tenants, practices which are
contrary to Commission policy and the interests of California consumers and which
may be unlawful. UCAN also opposes SBC’s practice of bundling “vertical” services

and aggressively marketing them to residential customers who it believes are unlikely

to want or neced most of the services.

“ ORA would épply the new standards to Pacific only bodause if they are adopted in this
proceeding, other utilities would not have an opportunity to be heard on the matter.
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In order to protect consumers, UCAN recommends the creation of
an independent nonprofit organization to previde a forum for alternative dispute
resolution. The organization would handle consumer complaints regarding billing,
slamming and other potentially unlawful or unethical activities. UCAN also
recommends the impaosition of fines for systematic consumer service breakdowns.

Applicants reply to ORA concerns regarding new standards by
arguing that the Commission should not address such matters in this proceeding. They
maintain that, unless new standards are applied to all utilities concurrently, the
standards will be anticompetitive.

Discusslon

We expect that the quality of Pacific’s regulated services will not
decline as a result of the merger. Specifically, we will require Applicants to maintain the
quality of service using existing rep0rtabie standards and statistics for a period of no
less than five years or until the Commission changes the standards.

We expect and have confidence that Applicants’ will fulfill their
promises with regard to service quality. With respect to UCAN's allegations that SBC’s

policies and practices may be contrary to Commission policy, if the merger is

consummated, SBC would be expected to abide by our policies just as we would expect
of Telesis absent the merger.

In the interim, we cannot overlook the undi:puted evidence that
Pacific is and has been out of compliance with GO 133B, apparently for some time.
GO 133B requires that Pacific representatives answer 80% of incoming calls within
20 seconds. ORA observes that Pacific failed to meet this standard for trouble report
answerh:\g:time almost 50% of the time for the period 1993 through the first six months
of 1996, Pacific’s failed to meet the requirements for business office answering time
more than 80% of the time in the first half of 1996 and about 40% of the time in 1995.
The statistics are even worse for ethnic market groups, among them, customers who
speak Chinese, Spanish, and Tagalog. Pacific failed to meet the standards 91% of the
time for these groups in 1995 and 83% of the tine during the first half of 1996. Finally,

ORA reports that medium sized companies have been in compliance with the GO 133B
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standards, suggesting they are not unrcasonable. As ORA observes, Pacific’s failure to
comply with GO 133B continues in spite of rate increases totaling $13 million a year
plus $4 million in one-lime awards to improve its business office answering lime (sce
Resolution T-15442).

We are concerned by Pacific’s failure to meet trouble report service
answering time standards following our adoption of a settlement in D.94-06-011 under
which Pacific, as a settling party, agreed to improve its trouble report service answering
time in order to avoid the imposition of a penalty mechanism. In D.94-06-011, we found

that “...Pacific will also be adjusting its procedures to improve its quality of service...”

(see page 118, D.94-06-011). Since that time, in fact, Pacific’s service quality has declined.

In this proceeding ORA demonstrates that Pacific has failed to
comply with Commission rules. Yet nieither Pacific nor SBC has presented evidence or
argument to contradict ORA’s analysis or stated an intention to remedy Pacific’s
violations. If Pacific believes the GO standards fail to recognize the benefits or
limitations of the technology it is using, it should petition the Commission for changes
to the rules rather than ignore them.

With regard to ORA’s recomniendations regarding modifications
to existing standards, we comment that ORA presented an impressive analysis of issues
relating to Pacific’s service quality which may be useful in other contexts. ORA does not
convince us, however, that its proposals are reasonable conditions of the merger or that
this proceeding is the appropriate forum to revise existing standards even if some rule
revisions may ultimately be in order. For this reason, we decline to impose penalties or
sanctions on Pacific based on the limited review of the record on quality of service in
this case. Simply stated, neither the Commission nor other parties have had adequate
opportunity to review the proposed standards because of the many issues raised in this
proceeding.

Accordingly, we limit our action regarding allegations of violation

of service quality standard within this proceeding to the requirement that Pacific
comply with GO 133B standards or face penalties in accordance with our rules. We put

Pacific on notice of our intent to enforce our rules. Although we are within our
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authority to impose penalties on Pacific here, we will provide Pacific 90 days to
demonstrate two months of compliance with existing GO 133B standards and a plan to
accomplish ongoing compliance or face penatlties consistent with the faw. If, after 90
days, Pacific remains in violation of GO 133B standards, we will at that time consider
appropriate penalties. This inquiry and our notice to penalize Pacific for non-
compliance with Conimission rules will go forward notwithstanding the status of the
Applicants’ proposal to merge.

We decline UCAN's offer to establish and fund a nenprofit
organization to handle consumer complaints. This Commission is obligated to handle
such complaints and has the staff to redress consurer complaints. Moreover, we would
not create an independent organization with redundant authority to review potential
violations of Commission rules and the law and which has no accountability.

3. Quality of Management of the Mérged Company

Section 854{c)(3) requires the Commission to consider whether the
proposed merger will “(im)aintain or improve the quality of management of the
resulting utilily doing business in the state.”

Applicants state that SBC is committed to retaining Pacific
management discretion. They observe that SBC will continue its commitment to
permitting local managers to make business decisions where appropriate after general
business goals and principles are established at SBC headquarters. Applicants state that
no management changes are conteniplated as a result of the merger and refer to
management training programs already offered by SBC to demonstrate its commitment
to high quality management.

ORA argues that Applicants have failed to give the Commission
any information which would allow the Commission to find that the merger will not
adversely affect the quality of Pacific’s management. Accordingly, ORA recommends

the Commission require Pacific to fite an advice letter following the merger which

would set forth the companies’ plan for integrating the organizational units. ORA also’
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recommends the Commission require Pacific to present its plans for management .

development and lraining in a subsequent workshop.

Discussion
ORA suggests we tighten our oversight of Pacific’s management

structure after the merger. We are not sure what purpose would be served by requiring
Pacific to file advice letters or attend workshops on matters relating to quality of
Pacific’s management. ORA has offered no evidence to suggest that the merged
company will comipromise the management of Pacific. On the other hand, we have the
direct testimony of Applicants’ witness, David Dorman, that the management of Pacific
will not be diminished but rather, will be strengthened by the addition of SBC’s
management expetlise, noting the possibility of staff reduction at the Telesis holding
company level to avoid duplication with SBC holding company activities.

We have never dictated personnel practices as a general matter and
consider micromanagenient of the industry at this time antithetical to the evolution of
the market. We provide California utilities and their sharcholders with the discretion to
develop and implement their own methods for assuring high quality management. We
intervene in those processes only if we perceive problems which are potentially
untawful or which might have harmful effects on labor practices, utility rates or
services. We sce no reason to depart from this practice in this instance.

4.  Effects on Public Utility Employees

Section 854(c)(4) requires the Comimission to consider whether the
proposed merger will “(b)e fair and reasonable to affected public utility employees,
including both union and nenunion employees.”

Applicants believe that the merger will improve employee
opportunities by making their employer financially stronger. They state that SBC
contemplates no overall reduction in Pacific’s workforce as a result of the merger and
that, where job reductions do occur, efforts will be made to place affected employees in
new businesses operating in California. Applicants will continue Pacific’s commitment

to adiverse workforce and observe that the unions support the merger.
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ORA believes Applicants have failed to provide any evidence
which would permit the Commission to make any findings regarding the effects of the
merger on Pacific employees. ORA observes that Applicants refused to provide any
plans regarding future job reductions, stating that they have no plans prior to the

merger.
ORA believes Applicants commitment to 1,000 new jobs in

California is too vague to be relied upon, observing that the jobs may simply be
transfers of other SBC employees to California. TURN makes similar comiients. ORA
recommends the Commission order SBC to provide the Contmission with an
"enforceable business plan” regarding jobs and job placements. It also recommends the
Commission require submittal of statistics demonstrating the maintenance or
improvement of diversity in Pacific’s workforce.

ORA is particularly ¢oncerned with the future disposition of

Pacific's pension fund surbhs which exceeds $3.7 billion. ORA recommends the

Commission require SBC to file a proposal for treatment of the pension fund and obtain

Commission approval prior to any changes to the funds or their use.

Discussion

As with our discussion regarding management quality, we can
identify from the record here no specific labor problems which may result from the
merger. We are not predisposed to enforce utility business plans, which would
represent a departure from our policy to create incentives for utility managers to
assume the risk of their operations rather than rely on our constant oversight.

We comment in a subsequent section on the Applicants’ stated
commitment to creating 1,000 new jobs.

5.  Effects on Public Utility Shareholdérs

Section 854(c)(5) requires the Commission to consider whether the

proposed merger will “(b)e fair and reasonable to the majority of all affected public

utility shareholders.”
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Applicants observe that 97 percent of sharcholders and the Telesis
Board favor the merger. They point to the report of Salomon Brothers, Telesis’
investment advisor, which found that the merger is fair to Telesis’ shareholders from a
financial point of view.

Discussion

No party argues that the proposed merger will be unfair or

unreasonable to existing or future shareholders. To the contrary, the record strongly

supports a finding that the majority of the benefits'exgected from the proposed merger

will accrue to shareholders by reducing market risk, increasing financial strength and
combining the geographic and product markets of the two utilities. The increase in
Telesis’ stock price immediately following the announcenent of the merger also
supports an expectation that the merger will improve shareholder earnings.

6.  Effects on State and Local Economies and Communities

Sérved by the Merged Company

Section 854{c)(6) requires the Commission to consider whether the.
proposed merger will “(b)e beneficial on an overall basis to state and local economies,
and to the communities in the area served by the resulting public utility.”

Applicants believe the merger will fulfill this requirement in
several ways. Generally, they believe the merger will strengthen Pacific and thereby
increase California jobs and result in a broader array of services to California customers
at lower prices.

Applicants present a document they refer to as the “California
Commitments letter” from the president of SBC to the president of Telesis. The letter
states SBC's promise to increase jobs and locate four new headquarters in California.
Finally, Applicants refer to the Community Partnership Commitment, an agreenient
under which Pacific will give up to $81.7 miltion to local community groups for a

variely of public purposes. We address each of these matters below.
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a) Benetits Assoclated with More Compelitive Markets
Applicants claim state and local economies will benefit from

the mergert as result of SBC’s success in wireless telecommunications markets. They
argue SBC’s refated expertise will assure optimal development of Telesis’ investment in
Catifornia PCS licenses. Similarly, Applicants believe the merger will create economies
of scale in the companies’ combined efforts to market vertical services. They refer to
several such services already offered by SBC, but not Pacific, to demonstrate SBC’s
commitnient to innovation.

Finally, Applicants argue that the merger will promote
economies of scale in marketing and operations which will permit the combined firm to
make financial investrents necessary to enter and compete more efficiently in the long-
distance business. Applicants believe their corbined efforts will, in all of these markets,
result in loiver prices and increased availability of innovative services, thereby
benefiting state and local econoniies. |

Discusslon

The proposed merger will benefit California and its local
economies and the communities in the area seived by the affected utilities Ihr‘oﬁgh the
following: (1) by locating four major operating subsidiaries in California, (2) by |
implenienting their commitments in the California Covenants which dentonstrate the
commitment of the Applicants to continue to invest in California, and (3) by committing
to maintain diversity in the work force.

We recognize that this merger is driven by Applicants’
desire to reposition themselves to take advantage of the growth potential in the
telecommunications industry. By locating the proposed four operating headquarters in
California, Applicants will bring a growiﬁg industry and innovative services to the
communities in which they will operate and generally to the California economy.

We are, overall, persuaded that the prbposed merger of

Telesis with SBC will benefit local and state economies and the communities served by

Telesis.




A96-01-038 COM/JLN,RBI/[f,llj/wav x

b) The California Commitments
On April 1, 1996, the President of SBC signed a letter to the

president of Telesis, which Applicants present here as evidence that SBC intends to
pursue actions that would benefit the state and local econemies of California.

The California Commitments, as Applicants call them,
commit the merged companies to create 1,000 new jobs in California at Telesis
companies. Applicants argue that the jobs will increase the incomes of California
residents by $50 million a year, plus an additional $100 million a year in “multiplier

S

effects.

The California Commitments letter also pians that Pacific’

will maintain its headquarters in California and the combined company will locate four
new headquarters in Califomia: the long distance company, the international services
company, an Intermet company and an integrated administrative and support services
company; sustain appropriate commitments to the wireless, and other leading
initiatives, to continue, to the extent practicable, to purchase supplies and services from
vendors in California and Nevada. Applicants refer these lines of business as the “heart
and soul” of combined companies which will strengthen California’s economic position
and pledge that they will meet this commitment within two years of the closing of the
merger .

Applicants promise in their California Commitments letter
to maintain and improve the quality of service to utility customers in California, to
expand service to ethnic markets, and to expand communications links with key
international markets. They also commit to continue workforce diversity and to invest

in Pacific’s infrastructure.

* “Multiplier effects” is a term of economic theory which refers to the effects that some type of
economic activity has on related parts of the economy. That is, an econoniic transaction may
have indirect but positive effects by spurring incremental economic activity. Here, the new jobs
would in principle create new income for those hired, which would be used to purchase goods
and services or make investments which would rot othenwise occur. These ancillary effects
would represent or spur economic growth.
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Other parties are not so optimistic that the California
Commitments will produce the community contributions Applicants promise. ORA
refers to Applicants testimony on related topics.as “fanciful,” complaining that
Applicants appear to rejoct any meaningful enforéement of their promises and back
away from clarifying the non-specific elements of the letter.

UCAN comments that the commitment to new jobs is
offered without any evidence that the jobs‘\\'ou'ld be offered to California residents or
that, in fact, the jobs would be offered to existing employees of Telesis whose existing
position was to be eliminated by the merger. UCAN comments that the California
Commitments are generally unenforceable and ambiguous.

Discusslon

The California Commitments letter is a statement of
intentions from SBC to the company it proposes to own. It is offered as evidence of the
Applicants’ commitment to California’s eéonomy and ¢onsumers. These commitments
are demonstrative of Applicants intent and they are laudable goals.

Among the many commitments Applicants make, the one
promising to create 1,000 new jobs has, perhaps inordinately, received the most
attention. The prospect of 1,000 new jobs is definitely appealing and more tangible than
other major commitments made by Applicants. Applicaﬁts have also, in part, relied
upon it in promoting publi¢ acceptarice of the merger proposal. However, this
particular promise has been unduly subjected to considerable interpretation.

In the California Commitment Letter, the Chairman of the
Board and Chief Executive Officer of SBC, Mr. Edward E. Whitacre Jr., with
acknowledgment from the Chairman of the Board and Chief Executive Officer of
~ Telesis, Mr. Philip Quigley, is clear in what Applicants promised. The letter states that
the 1,000 jobs are “over what would otherwise have been the case under previous plans
if this merger had not occurred.” (See Exhibit A of Joint Application of Telesis and SBC)
Applicants have further identified the benchmark for establishing and measuring the

1,000 jobs commitment, including imfolementatibn and the types of jobs that will be
created. (See Exhibit 103, Carr, page 1,2.) We are persuaded by Applicants efforts to
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assure us that their jobs commitments are real. But we also keep in mind thatina
competitive market, Applicants need the flexibility to investigate and invest in
technologies in response to market demand and their strategies to prevail in that
market. We wish to see this promise fulfilled and expect that Applicants will realize
them. No party questioned the sincerily of the Applicants’ plan to locate four
headquarters in California, nor does the record include any evidence of potentially
detrimental effects of having four offices headquartered in California. We have
reviewed the business plans of the Applicants and are convinced that the effects will be
beneficial. While there may be debate over the quantification of the benefit, we believe
such a determination is unnecessary. The applicable PU Code (PU Code § 854(c)(6))
requires a finding that the merger will be beneficial on an overall basis to state and local
economies; the statute does not require quantification of the benefit.

We fully support the Applicants in their efforts to place
headquarters in California. The accompanying positive benefit of the new jobs on the
economic development for the state and local economies is significant. The offices that
will be located in California are the headquarters for high technology, emerging
industries. As such, jobs to be created will not be temporary jobs such as a one-time
construction of a building, but rather we expect the jobs will be permanent with
secondary effects. Additionally, the business functions of those entitics (Internet, long
distance, and international services) are highly competitive which will help maintain
California’s economic position in the increasingly competitive telecommunications
industry.

Furthermore, we recognize while the gain of a net 1,000 new
jobs and its secondary multiplier effects are desirable merger benefits to California’s
economy, the California Covenants contain other long term and notable commitments
that will have potentially greater impact on the over all economy. We note that these
other commitments Applicants make in the letter deserve recognition, because, when

implemented, they will advance the economic and social interests of Californians in

more significant ways. SBC’s commitment to invest in the California economy; to

continue the charitable contributions and community support that Telesis has provided
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to Californians; to establish four more operations; and to continue weorkforce diversity
are important elements that have favorably influenced our considerations of this
merger. We fully support the commitments made by the Applicants and trust that they
will keep the promise they made to Californians.
c) The Community Partrership Commitment
The Community Part: ;ershi.p Cemmitment is an agreement

with about 100 community and nonprofit organizations under which Pacific promises

to fund over $50 million in consumer education efforts plus an additional $32 million
for other activities over a ten year period. Applicants observe that the Community
Partnership Commitment will provide valuable contributions to underserved
communities in California, a more valuable economic benefit than small menthly
rebates for Pacific’s customers.

Greenlining Institute and Public Advocates urge the
Commission to adopt the Community Partnership Commitment. Public Advocates
observes that over 80 percent of riew households in California are comprised of
minority populations, many of whose first language is not English. Public Advocates
also refers to the three million low income households who subscribe to lifeline
telephone service in advocating for the funding mechanisms in the Community
Partnership Commitment which would help educate such custoners about the
resources available to them. Public Advocates argues that the Community Partnership
Commitment would fulfill the requirements of § 854 with regard to allocating economic
benefits to ratepayers. Greenlining Institute makes similar points, adding that small
refunds to customers are meaningless compared to the “leveraged effect” of a consumer
fund under which communities most in need would be targeted.

Finally, Greenlining believes that the Community
Partnership Commitment fulfills § 854 because it presumes the expenditure of
$32 million will stimulate economic activity anounting to over $13 billion in benefits.
These benefits include the economic effects of linking more customers to the network,

educating and protecting customers, and increasing minority contracting.
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ORA finds little to recommend in the Community
Partnership Commitment. It observes that the agreement relieves Pacific of any
financial obligation to the signatories if the Commission finds that the merger is
conlingent upon additional or different financial obligations to satisfy the requircments
of § 854(b). ORA believes § 854(b) does not permit Applicants to discharge their
obligations to ratepayers by funding special interest group activities. ORA also argues
that even the “trickle down” theory of economics would not support a finding that the
Community Partnership Commitment will create any significant benefits for state or

local economies. The real beriefit of the Comniunity Partnership Commitment,

according to ORA, would go to the groups who receive the awards.

TURN and UCAN believe the Community Pértnership
Commitment to fund universal service objectives is conceptually appealing but that its
provisions fall short. They believe the Communily Partnership Commitment’s
requirement that funds nay not be used to advocate positions that are adverse to any
signatory’s interests is a restraint on free speech. TURN describes as “cynical” that
portion of the Community Partnership Commitment which relieves Pacific from its
obligations if the Commission finds that § 854 requires different or additional financial
obligations than those set forth in the Community Partnership Commitment, arguing
that many of its signatories are likely to be unaware of the estimates of merger benefits
presented in this proceeding.

UCAN presents an elaborate critique of specific elements of
the Community Partnership Commitment, arguing, among other things, that the
governance of the funding is discriminatory, that the funding level is wholly inadequate
to fulfill the document’s purposes, that the agreement inappropriately requires grantees
to use only Pacific products and services, and that Applicants have failed to provide a
consistent proposal for how the agreement should be treated in this proceeding.

In lieu of the Community Partnership Commitiment, TURN
recommends the Commission direct that $50 million of the adopted ratepayers’ share of

the forecasted economic benefits be allocated to ratepayers from underserved
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communities. UCAN proposes that Telesis increase its corporate giving from $8.7
million in 1995 by 12% for three years following the merger.

UCAN supports the o'bsen'alic_mswof Greenlining Institute
and Public Advocates generally with regard to the need to protect certain
disadvantaged populations, but recommends an alternative to the Community
Partnership Commitment. It proposes the creation and funding of an organization it

calls the “Technology Applications Trust.” The purpose of the trust would be to

develop programs to help underserved communities use emerging services and

technology. It recommends a funding level of $200 million over a seven year period and

the administration of the trust by a committee of community group representatives.
‘Discussion
The Community Partnershlp Commitment anhcnpates '

numerous achvnttes to support customer sen'lce, underserved markets and local

communities, among ‘thern: _ |
* Anincrease in ¢orporate giving of $1 millica

annually over the 1996 budget for three years;
The continuation of multilingual customer
services;
A contribution of $100,000 pé_f year for seven years
toward the formation of a Universal Service task
force to develop niethods to promote universal
service by working with community groups;
The forimation of the Comimunity Technology
Fund to promote access to advanced
telecommunications services in underserved

~ communities and funding over ten years up to $50
million;
The formation of a “Think Tank” to research
interests of underserved communities and the

~ general public¢ in the evolving competitive
environment, with funding by Pacific up to
$200,000 a year for five years;

A “challenge” geant under which Pacnflc will -
contribute up to an additional $3 million annually
for nine years after the merger in amounts equal to
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those offered by other telecommunications
providers;

A commitment to continue to eniploy, promote
and contract with minorities, women and people
with disabilities;

A commitment to maintain headquarters for
Pacific in California and to expand its employment
base by at least 1,000 jobs.

The Community Partnership Commitment is an agréement
between Pacific and certain nonprofit organizations, some of whom are parties to this
proceeding. Itis not, however, a settlement in the usual sense. That is, the signatories
did not follow Rule 51 which govems the submission and review of setlements and
most of the Comnmunity Partnership Commitment’s signatories are not parties to this
proceeding. Moreover, Applicants state that they do not present the agreement for the
Commission’s approval.

Although the Applicants do not seek our approval of the
agreement here, the Community Partnership Commitment’s provisions beconie void by
the terms of the agreement if the Commission orders economic benefits to be allocated
any way other than as the agreement sets forth. However, we have herein determined
implicitly that the Community Parinership Commitment would not by itself fulfill the
requirements of § 854.

Notwithstanding the above, we acknowledge that the
objectives of the Community Partnership Commitment (CPC) are desirable and
commendable ideas. The elements of the CPC demonstrate a plan of action that seeks
long termu solutions to increase access to telecommunications services for the under-
served communities of California. For example, the CPC would establish a Community
Technology Fund that promotes access to advanced telecommunications services in

under-served communities and fund it over ten years by up to $10 million per year over

ten years; it would contribute $200,000 per year to promote universal service among

community groups to achieve a 98% penetration in low-income, minority and limited
group.

English-speaking comimunities within the next seven years; it would encourage the
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formation of a “Think Tank” to research the interests of communitics in the evolving
competitive telecommunications market; and among other things, it commits
Applicants to promote and contract with minorities, women and pcople with
disabilities. We consider the benefits that will accrue as a result of these commitments
important to all ratepayers specifically and California in general since it encourages
cconomic development. The benefits of the CPC will go beyond benefits arising from a
simple refund to ratepayers.

Finally, to conform the CPC with our general philosophy
regarding such funds, we will approve the CPC with two clarifications. First, it is our
understanding that the CPC will be available to any of the community-based

‘organizations that wish to apply for funding. We encourage the entity that will
implenient the CPC to consider all requests that further the goals of the CPC including
customer education and reaching underserved communities to meet 98% penetration
rate.

Second, we fully expect that the CPC will, in the time
periods forecasted, distribute funds equal to or greater than the funding level
committed. However, if not distributed at the end of seven years from the effective date
of the CPC, the surplus funds, if any, shall be distributed to entities/funds that promote
our universal service goals for underserved communities throughout the state.

The objectives of the CPC are consistent with our overall
goals to ensure California’s under-served comniunities have access to the evolving
telecommunications services. In this sense, we agree in part with Applicants’ argunent
that benefits can be passed on to ratepayers through the CPC; however, as we
determine in this decision, the shareable economi¢ benefits under § 854 exceeds the
economic benefits amount that will accrue to ratepayers through the CPC. For all the

above reasons, we will require Applicants to abide by the spirit and terms of the CPPC,

and account for its funding a part of ratepayers’ benefit. Accordingly, we shall adjust

the ratepayers portion of shareable econoniic benefit that is to be refunded through

surcredits by $34 millién (the net-present-value of $50 million.)
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7. Effects on Regulatory Jurisdiction and Etfectiveness
Section 854(c)(7) requires the Commission to consider whether the

proposed merger will “(p)reserve the jurisdiction of the Commission and the capacity of
the Commission to effectively regulate and audit public utility operations in the state.”

Applicants argue the merger will not diminish the jurisdictionor
capacity of the Commission to regulate Pacifi¢ in any way. They also believe the
Commission may alter its regulatory framework in the future should such action ever
be required to preserve jurisdiction. The merger application states the merger will not
change accounting practices, availability of books and records to the Commission or the
status of utility assets. Applicants state their belief that the other California utilities
whose headquarters are located out-of-state are no niore difficult to regulate than those
located in California.

ORA does 1ot agree with Applicants’ claim that SBC has a
reputation as a “good ¢orporate citizen.” ORA argues that the agencies who regulate
SBC and its affiliates provided information that is not so favorable to them. ORA
observes that SBC has consistently fought regulatory and legislative initiatives to
promote competition in the markets of SBC and its affiliates. In making its case, ORA
refers to SBC’s local exchange affiliate’s successful efforts to prevent ICG from
providing telephone service to the City of San Antonio. In 1993, a federal jury found
SBC guilty of antitrust violations in directory publishing markets.

ORA also argues that SBC and its affiliates have engaged in
unethical business practices. In this regard, ORA observes that SWBT representatives,
including a vice president, had attempted to bribe a regulatory official in Oklahoma and
that SBC failed to address the matter when it became aware of the matter.

Finally, ORA argues that SBC and its affiliates have consistently

opposed regulatory efforts to allocate Yellow Pages revenues to ratepayers and it

created a separate subsidiary of its Yellow Pages operations in Oklahoma without prior

regulatory approval.
ORA proposes a number of mitigation measures to promote

cffective regulation in California following the merger. Among them, ORA proposes a
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moratorium on Applicants’ abilily to propose legislation which would reduce
regulation in California including law governing Yellow Pages revenues. ORA is also
concerned that a more complex corporate structure will impede its ability to audit
Pacific’s records, especially with regard to affiliated transactions.

In response to ORA’s concerns about allegations and findings in
other jurisdictions, Applicants argue that this Commission does not have a role in
evaluating the results of federal investigations and completed judifial processes. They
argue that ORA's reference to Commission findings with regard to iniﬁtOper
accounting practices were the recommendations of Commission staff, not the findings
of the Commission itself. Disagreements between regulators and regulated firms are,
according to Applicants, common in the normal course of regulatory activities and
SBC’s positions were presented in good faith.

Applicants state their intention to comply with all rules and laws
regarding affiliate company relationships and to maintain the bookkeeping and
accounting practices of Pacific. Applicants observe that with regard to the alleged
bribery in Oklahoma, SBC cooperated with the FBI and US Attorney’s Office from the
time it learned of their investigation.

Discussion
We do not believe that the Commission’s ability to effectively

regulate Pacific will be impaired if the merger is consummated. For example, GTEC’s
parent company is located in Connecticut; AT&T’s parent company is located in New
Jersey. We do not find that the out of state locations of the parents of these two
companies have measurably diminished or constrained our ability to regulate GTEC or
AT&T. Similarly, we do not believe Pacific’s situation will be any different. Pacific, as a
California service provider will continue to be subject to all applicable rules and policies
regardless of where its parent company is located. The fact that the parent company’s
headquarters is not located in this state does not change our ability to regulate the

subsidiary. The location of a utility’s headquarters in another state, and the parent

company’s business interests in nany states, will undoubtedly affect the utility’s loyalty

to state policy and the local community. Likewise, the corporate philosophy of SBC, as
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in the case of AT&T and GTE, will surely make a difference in the way the subsidiary,
in this case Pacific, conducts its business here and with the state legislature. And we
expect that philesophy will be in conformance with our policies, rules and regulations.

We put SBC and Pacific on notice that we expect full compliance
with prevailing law, policies and practices in this state if the merger is effectuated. We
will expect SBC and Pacific to comply fully with our rules and policies regarding
affiliate transactions pursuant to our Significant Utility/ Affiliate Transactions
Reporting requirements. Where cost allocation methods between Pacific and SBC or its
other affiliates differ, SBC shall follow those guidelines and rules that apply to Pacifi¢
for transactions that involve Pacific.

Because the applicants did not have information on post merger
organization structure and affiliate transactions at the tinie testimony was fited and -
hearings were held for this case, we will require Pacific to provide to the Commission’s
Telecommunications Division within 90 days of the effective date of this decision,
information on the expected affiliate transactions which are anticipated to occur
between the various entities in the post nwerger organization. In the same filing, Pacific
shall review and identify each existing affiliate transaction rule where changes are
warranted, provide comments on the applicability of the respective rule to the post
merger organization, and propose, if necessary, specific medifications to the respective
rules to comply with this Commission’s affiliate transaction rules and procedures, as
ordered by the Commission in D.92-07-072 (Pacific Bell Information Systems decision),
in the post merger organization environment.

We decline to impose any restraints on the lobbying, regulatory or
legislative activitics of SBC, Telesis, Pacific or any other utility in the state in response to
ORA’s allegations. Such a restraint would be almost surely unlawful and would be in
any case very bad public policy. We censider it our duty to encourage participation in -
the processes of government and will continue to do so even where the position or

lawful activity of a pariy is distastefut to us. Similarly, we decline to condition the

approval of the merger on Patific’s agreement to modify its positions or requests for
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rate increases in other proceedings, preferring instead to address those matters on the
merits in appropriate proceedings.

Ordering paragraph 5 of D.93-11-011 ordered Telesis and Pacific to
participate in audit for the purpose of determining whether the separation transaction
complics with the terms disclosed by Telesis, the conditions imposed by 1).93-11-01),
and the Commiission’s affiliate transaction rules. The audit has been completed and filed
with the Commission; however, hearings have not yet been conducted on the audit
results which include reference to pension funds. Therefore, we will direct SBC, Telesis,
and its subsidiaries to agree to be bound by the Commission’s final order on the results
of the audit of the separation transaction.

Finally, we note that Applicants have asked us to approve an
indirect change in control of Pacific from a wholly-owned subsidiary of Telesis to a
second-tier subsidiary of the combined company that will result from Telesis’ planned

nerger with SBC.

Pacific would remain a subsidiary of Telesis, which would become

a wholly-owned subsidiary of SBC. Also, Applicants represent that no utility property
would be sold, assigned or othenwise transferred as a result of the merger or any of the
transactions described in the application. Applicants state that the transaction does not
involve a purchase of assets, and all utility property currently owned by Pacifi¢ would
remain with Pacific following the merger of its parent.

We clarify here that we approve, with the conditions stated herein,
Applicants’ request for approval of an indirect change in control of Pacific from a
wholly-owned subsidiary of Telesis to a second tier subsidiary of the combined
company that will result from Telesis’ planned merger with SBC, with Pacific remaining
the subsidiary of Telesis. We do not grant any other forms of approval. For instance, we

do not approve any other structural changes with respect to Pacific.

8. Mitigating Meéasurés
~ Section 854 (¢) (8) requires the Commission to “[p]rovide mitigation '

measures to prevent significant adverse consequences which may result.” from the
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merger. As we discussed above in considering cach of the remaining seven criteria
under Section 854 (), we find that the merger will not result in any sigaificant adverse
consequences; therefore we will not adopt the mitigation measures recommended by
the parties as explained in each of the sections. However, to ensure the continuily of our
regulatory oversight of the merged company, we will require the following conditions:

1. We shall direct Applicants to agree to be bound by the
Comniission’s disposition of the audit ordered in A};pli(‘alion 93-11-011.

2. In as much as the conclusions we reach in this case are based
strictly on the record before us, if circumstances change such that SBC proposes to
acquire, merge, or otherwise control another RBOC our view may be different. For this
reason, we shall require Applicants, for five years after the effective date of this
decision, to inform the Commission of such a transaction by filing a notice in this
proceeding, served on all parties of record. The notice shall explain the changed
circumstances and how the changed circumstances should affect the analysis and
conditions we impose in this decision.

3. Pacific shall within 90 days from the effective date of this decision
review and identify each existing affiliate transaction rule where changes are
warranted, provide comments on the applicability of the respective rule to the post
merger organization, and propose, if necessary, specific modifications to the respective
rules to comply with this Commission’s affiliate transaction rules and procedures, as
ordered by the Commission in 1.92-07-072 (Pacific Bell Information Systems decision),

in the post merger organization environment.

9.  Comments on the Alternate Decision
The joint Alternate Order of Commissioners Neeper and Bilas and

Alternate Pages of Commissioner Conlon were issued for comment on March 17, 1997,
in accordance with PU Code § 311 of our Rules of Practice and Procedure. On March 14,

1997, the full Commission heard oral argument. The following parties filed timely

comments and/or reply comments on the Alternate Order and Alternate Pages: ORA,

TURN, GTEC, AT&T, Greenlining, Applicants, Public Advocates, Inc.,, and UCAN.
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We have reviewed the comments and reply comments of the
partics, and we have, where appropriate, made changes to this decision.

Together with its comments,” UCAN filed a protest alleging that
the publication and dissemination of the alternates were faulty. We find the protest has
no merit since both alternates were served on March 17, 1997, pursuant to Rule 77.6(0).
This is 14 days before the Commission meeting at which the ALJ’s proposed decision is
scheduled to be considered, i.e., March 31, 1997. Moreover, our rules with respect to
comnients o alternates generally provide for a short comment period. As stated above,
UCAN filed comments to the alternates which we consider. UCAN did not state in its
protest either: (1) what, if any, particulat issues it was unable to address, or (2) which
issues raised in UCAN'’s comments it would have addressed more fully, if it had more

time.

10.  Conclusion
Section 854 requires that we determine whether the merger would

“on balance” be in the publi¢ interest considering the several criteria discussed above.

We conclude that the required elements of this section are contained in the application.
We have found that over all the merger will benefit shareholders, the financial
condition and management quality of Telesis and Pacific, and consequently the
California economy. We find that the merger will not harm management quality or the
quality of service. We find no evidence that utility employees will be treated unfairly or
unreasonably from the merger.

We believe the California economy will benefit as a result of the
commitment Applicants make to, among other things, (1) invest in California; add at

least 1000 jobs due to the merger; maintain the headquarters of Pacific in California;

¥ UCAN titled its comments as "reply” commients, but they appear to be initial comments as
they largely address the alternates as opposed to other parties’ comments to the alternates. We
grant UCAN perniission to file these comments since accepting them will not prejudice any

party.
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(3) lecate the headquarters of several subsidiaries in California. We take these
commitments seriously and expect that Applicants will keep them.,

We have required Pacific to redutce the rates of certain of its
services to pass on the economic benefits of this merger as required by § 8514. With this
requirement, we believe the public interest will be served if the merger is
consummated. On balance, we find the proposed merger meets all the requirements of
§ 854, and is in the interests of the public.

We therefore will grant the application as set forth in the ordering
paragraphs of this decision.

.  Findings of Fact

1. On April 26, 1996, Applicants filed a joint application with this Commission
pursuant to Public Utilities Code § 854.

2. Applicants propose to meige their companies such that Telesis would become a

subsidiary of SBC and Pacific would continue to be a subsidiary of Telesis.

3. Applicants state the intent of the merger is to improve their respective
competitive positions by taking advantage of economies of scope and scale and taking
advantage of the complementary strengths and skills of each company.

4. The Commiission held 23 days of evidentiary hearings on the application from
October 24 to November 26, 1996.

5. The California Attormey General filed his Advisory Opinion pursuant to
§ 854(b)(3) on December 31, 1996.

6. The Commission held seven public participation hearings throughout the state in
September, October, and December 1996. The Commission held these hea rings in
Eureka, Fresno, Pasadena, Riverside, Sacramento, San Diego, and San Francisco.

7. The Commission examines merger, acquisilion, or control activities on a case-by-
case basis to determine the applicability of § 854.

8. Applicants concede that §§ 854(a)and (c) apply to this transaction, but challenge
the applicability of § 854(b).
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9. Although the proposed merger transaction is techaically structured as a merger
between SBC and Telesis, the practical result of the proposed transaction, if it is
consummated, will involve Pacific, which represents 90% or more of Telesis’ assets and
is key to the merger.

10. We focus on substance rather than form in determining whether Pacific is a party
within the meaning of § 854.

11. Tt would elevate form over substance to conclude that the Legislature was more
concerned with competition if the ulility was a party to the transaction absent the
holding company structure but was less concerned about competition when a holding
company was involved.

12. The parties propose a variety of methods for estimating economic benefits

associated with the merger which produce a range of recommended estimates of $366

million to $3.7 billion.

13. The merger is likely to create savings in capital costs. Such costs are fangible
even if they result from purchases which have not yet been made.

14. Savings from “Best practices” can be achieved by Pacific through reengineering
efforts.

15. Defining “long term” in this proceeding as 5.6 years permits reasonable forecasts
of economic benefits of the merger and recognizes the rapid pace of change in the
teleccommunications market.

16. Analyses of the economic benefits of the merger using stock market prices may
fail to incorporate all information relevant to the merged companies’ profitability. The
record demonstrates that the stock market did not have and does not have all
information which may be relevant to the effects of the merger which is available to
Applicants, intervenors and regulators.

17. Applicants presented an analysis ef economic benefits based on budgetary and
operational information which emphasizes effects on Pacific and which was sponsored

by the Pacific employee who conducted the analysis.
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18. The Lazard Freres and Salomon Brothers analyses upon which ORA relied for its
estimates of economic benefits were used by the boards of the two Applicants during
their due diligence review.

19. The record does not provide adequate information about how the Lazard Freres
and Salomon Brothers analyses were performed, the assumptions underlying them or
their intended use.

20. The Attorney General’s Advisory Opinion concluded that the merger will not
adversely affect conipetition within California telecommunications markets
(specifically, the markets for telephone and wireless services.) The Advisory Opinion
also coricluded that the nicrger by itself will not enhance anti-competitive cross-

subsidization opportunities. However, in order to promote competition in the markets

served by Applicants, the Attorney General recommends that the Commission maintain

a stable system of price cap regulation on certain services which Applicants provide.
Particularly, the Opinion urges the Commission to carefully scrutinize requested
adjustments to the NRF formula, especially when the cause of unexpected cost increases
is not clear.

21. Prior to the end of the evidentiary hearings, on November 5, 1996, the United
States Departinent of Justice terminated its investigation of the proposed merger
pursuant to the terms of the Hart-Scott-Rodino Act, concluding that “the merger did
not violate the antitrust laws.”

- 22. In Re SCEcorp, we set forth analytical precedents and tools for interpreting
whether a party’s proposal “adversely affects competition” within the meaning of

§ 854(b)(3). We held that precedent developed under Section 7 of the Clayton Act
provides a framework for analyzing competitive effects under § 854(b)(3), and, for the
most part, analyzed that nierger, as well as subsequent proposals, under the federal
antitrust laws.

23. The goal of analyzing the competitive effects of a merger is to protect consumers
by pr’ei’enting transactions likely to result in incr’easéd prices or reduced output.

Mergers can harm consumers when they cause structural changes to the marketplace
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that inceease a firm’s ability to exercise market power which is defined as the ability to
affect prices or reduce output of the industry. -

24. Traditionally, the competitive effects of a proposed merger are analyzed by
identifying the relevant product markets affected by the merger. The geographic scope
of the market, the area in which the sellers compete and in which buyers can practicably
turn for supply, should be idzutified.

25. The Attorney General notes that the proposed merger would create the largest
supplier of local services in the United States and the sixth largest telecommunications
firm in the world.

26. Both Telesis and SBC, through their RBOCs, currently generate most of their
revenues from local, access, and intraLATA services. SBC is also a major supplier of
cellular services.

27. Pacific serves approximately 75% of California’s residents.

28. SBC provides local telephone services through Southwestern Bell in Texas,
Arkansas, Oklahoma, Kansas, and Missouri. SBC is headquartered in Texas, and states
in its application that it has no operations in California. SBC does an insignificant
amount of business in California; such as owning a passive 3% interest in a California
cellular services provider. SBC also offers wireless services under the Cellular One
brand-name in 27 markets, including Chicago, Boston, Baltimore, and Washington D.C.
SBC has cable television operations in Arlington, Virginia, and Montgomery County,
Maryland. SBC is also licensed to provide Personal Communications Services in Little
Rock, Tulsa, and Memphis.

29. The parties’ discussions of competitive concerns do not clearly set out all the
relevant product and geographic markets used in their analysis, but instead weave
references, which are often vague and general, to these markets throughout their

testimony and briefs.
30. The following product markets weze identified by the Attomey General and the

parties: local exchange services; intraLATA; interLATA; access services; witeless

services; and bundled products.
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31, The parties gencrally limit their discussions of the geographic market to
California or a portion thereof, although intervenors vaguely refer to “at least some
California telecommunications markets” at times, without further specifying which

markets those might be.
32. No party disputes that the level of market concentration in any market is not

increased, since SBC and Telesis do not compete with cach other in any line of business.

33. An actual potential competitor is a firm that does not currently compete in the
televant market but would enter sometime in the near future, either independently or
in combination with another entity. This combination is called a toehold acquisition. If,
in lieu of entering the market independently or through tochold acquisition, the actual
potential entrant merges with a significant incumbent firm, its incentives to enter the
market independently disappear and the market would lose the amount of new
competition that the potential competitor would have generated.

34. The relevant markets for purposes of the actual potential competitor analysis are
the local exchange and intralLATA markets in California, or a portion thereof. It is not
disputed that there is not robust competition in these markets at this lime, even though
rules have recently been established to open the California local exchange markets to
competitors, and the Commission has held that some competition exists in the toll
markets.

35. SBC's corporate strategy is to allocate its resources to enter new geographic or
product areas only where it has some combination of the following existing assets:
existing facilities {either wired or wireless), an existing customer base and brand-nrame
recognition. This corporate strategy is one SBC developed in the course of operating its
company, and was not suddenly formulated after the announcement of the proposed
merger.

36. The record establishes a reasonable probability that SBC would expand into
certain immediate adjacent areas where its existing infrastructure could be reasonably
extended. These areas would include portions of Arkansas, Kansas, Missouri,
Oklahoma and Texas which SBC does not currently serve, but do not include any part

of California. SBC demonstrated that it is filing applications for authority to provide

-99.
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out-of-region competitive wired local service only in states where it has a market
presence and customers through its existing cellular operations. SBC’s marketing of its
landline long distance service is focused in its five-state region and where it has wireless
properties.

37. We do not believe that the fact that the proposed merger is takiﬂg place should
be a persuasive factor in determining whether SBC is an actual potential competitor.
That analytical approach necessarily would lead to the conclusion that every proposed
merger partner would be an actual potential competitor.

38. SBC’s assets such as “know-how” as a supplier of local service, billing expertise,
identification of the “Bell” nante, and the ability to negotiate with Pacific to obtain

successful terms to provide local service (many of which items other RBOCs also

possess), while perhaps demonstrating capacity to compete, does not establish SBC’s

interest in a particular market.

39. SBC, like many businesses, has limited résources and has to priotitize its
investments, and is riot able to invest in every lucrative telecommunications market.

40. Intervenors’ argument that California could become a high priority for SBC if
SBC acquired other assets, such as cellular or PCS propetties in the state, is speculation
driven by further speculation of possible entry and can be used to explain why any
region in the country could become a high investment priority.

41. Elimination of one actual potential competitor does not automatically impose an
adverse affect on competition.

42. Assuming arguendo there is a reasonable probability that SBC were found to be
an actual potential competitor of Pacific for at least some local exchange services in
some markets, the record did not establish that there is a reasonable probability that it
would do so as a facilities-based carrict in the near future.

43. The record establishes that there are many potential competitors who are at least
as capable as SBC of competing against Pacific in the California local exchange and
intraLATA business (especially since the record does not demonstrate a reasonable

probability that SBC would have been a facilities-based provider.)
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44. The need for Pacific to maintain an adequate level of investment in its California
infrastructure has been a matter of keen concern to us for many years.

45. AT&T’s and MCl's argument that the approval of the merger will result in
reduced local competition due to the fact that it will increase the magnitude of an
alleged artificial advantage that Pacific will enjoy if it is allowed to offer interLATA
service to in-region customers while switched access charges remain above cost is a
problem these intervenors have with RBOCs being able to offer interLATA service
before access charges are reformed and is not merger-related.

46. Pacific and SBC have not yet been authorized to offer certain interLATA service,
and cannot do so until they obtain approval from, among other agencies, the FCC.

47. Even if this artificial advantage were to exist (an issue we do néot address one
way or the other), the record here did not establish that the merger will increase the
artificial advantage to the degree that it would have an adverse affect on competition.

48. Althoﬁgh we take seriously AT&T’s and MClI’s allegations that if Telesis is
allowed into the long-distance market before effective local competition develops,
Telesis will have an incentive to engage in discrimination in the provision of access
service, we do not view them as related to the merger. These are concerns that these
intervenors would have even if the merger were not occurring.

49. This Commission has issued rules relating to subscriber directory listing and
access to directory listing information. The majority of the issues raised by ADP are
addressed in D.97-01-042.

50. Applicants recognize that we retain the authority to obtain necessary
information to regulate Pacific. We place Applicants on notice that they should supply
such necessary information, and should not attempt to shield themselves, inter alia,
with a holding company or other corporate structure, when this Commission requests
necessary information to regulate Pacific.

51. The merger and the conditions imposed herein upon its approval will create
benefits for California ratepayers and the California economy that are in addition to

those which are estimated herein pursuant to § 854(b).
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52. The merger is likely to improve the financial condition of Telesis and Pacific.

53. Pacific’s President testified that the merger is required in part to improve
Pacific’s shaky financial position.

54. The record does not support ORA’s recommendations to revise existing service
quality standards as a condition of the merger.

55. Pacific is out of compliance with standards set forth in GO 133B for business
office answering times and trouble report answering time.

56. The record does not support the recommendations of ORA with tegard to
oversight of the merged companies’ management practices.

57. The record does not identify any labor problems which should be anticipated as
a result of the merger.

58. The record demonstrates that the merger is likely to be beneficial to the
shareholders of the nierged companies. |

59. The California Commitments letter will be beneficial to the state and local
_economies.

60. Applicants state they do not seek approval of the Community Partnership
Commitment.

61. The Community Partnership Commitment becomes void by its terms if the
Commission orders economic benefits to be allocated any way other than as the
agrecment sets forth or at levels that exceed its terms.

62. The Community Partnership Commitment will benefit state and local
communilies.

63. Restraints on Applicants’ loBbyin’g or other governmental activities may be
unlawful and would be contrary to Commission policy to encourage participation in
regulatory and legislative processes.

64. Applicants will have met their burden to demonstrate the merger would be in
the public interest, consistent with § 854(c) if the merger’s approval is conditioned upon

the mitigation measures set forth herein.

65. Our analysis of this application and the imposition of these conditions is based

on the particular fact pattern presented by the parties to this application.

-102 -
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IV.  Conclusions of Law
1. Section 854(e) requires that Applicants have the burden of proof by a

preponderance of the evidence to demonstrate that the requirements of §§ 851(b) and ()
are met.

2. In order to determine whether § 854(b) applies to this application, we first should
examine the actual language of the statute. In examining the statute’s language,
decisionmakers should give the words of the statute their ordinary, everyday meaning.
If the meaning is without ambiguity, doubt, or uncertainty, then the language controls.

Only if the meaning of the words are not clear, decisionmakers should take the second

step and refer to the legislative history. - _
3. The plain language of § 854(b) is clear, and applies where a wtility of a specified

financial size is a party to the proposed transaction.

4. Pacific should be considered a party to this transaction within the meaning of
§ 854(b). Section 854(b) should therefore apply to this transaction in its entizety.

5. Section 854(b) requires the Commiission to allocate certain forecasted econoric
benefits to ratepayers which accrue as a result of the nierger where it has ratemaking
authority.

6. Section 854(b) requires that ratepayers be allocated a share of short term and
long term economic benefits accruing as a result of the merger.

7. A reasonable estimate of economic benefits accruing as a result of the merger is
$495 million because it is based on Applicants’ estimates of cost savings, incorporates all
relevant types of cost savings and assumes long term benefits, consistent with § 854(b).

8. Section 854(b) does not prohibit the Commission from relying on competition to
flow through some of the economic benefits associated with the merger in this case.

9. The Commission should require Applicants, as a condition of the approval of the
proposed merger, to pass on to Pacific’s customers the economic benefits associated
with the nierger and quantified in this decision through five annual rate reductions, and
by implementing the Community I’értnership Commitment.

10. Anequal sharing of économic benefits between ratepa)-'f‘trs and sharcholders is

reasonable in this case and consistent with § 854(b).

- 103 -
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11, Section 854(b)(3) requires the Commission to find that Applicants’ proposal does

not adversely affect competition. In making this finding, the Commission is required to

request an Advisory Opinion from the Attorney General regarding whether
competition will be adversely affected and what mitigation measures could be adopted
to avoid this result.

12. We need not find a technical violation of the Clayton Act in order to deny a
merger under § 854. More specifically, we may disapprove a transaction whose impacts
are harmful, but less than “substantial” under the Clayton Act.

13. We do not find, in the absence of specific evidence, that a merger in itself
adversely affects competition simply b}' making a large and strong company larger and
stronger. We need to examine Applicants’ and intervenors’ specific claims in the context
of the relevant product and geographic market, as demonstrated by the evidence.

14. The proposed mierger should not eliminate an actual competitor in any market,
since SBC and Telesis do not currently compete with each other in any line of business.

15. To prove loss of actual potential competition, one must establish that: (1) the
relevant market is concentrated; (2) but for the merger, the acquiring firm would likely
have entered the market in the near future either on its own or by toehold acquisition;
(3) there must be few other potential entrants with comparable advantages; and (4) such
market entry would carry substantial likelihood of ultimately producing
deconcentration of the market or other significant procompetitive effects.

16. We decline intervenors’ invitation to broaden the federally-required elements
with respect to the application of the actual potential competitor doctrine, where a body
of established case law currently exists to guide us. We did not establish a different
standard of proof with respect to this doctrine in Re SCEcorp.

17. In applying the actual potential competitor doctrine, we are guided by the
“would likely” have entered and “reasonable probability of entry” standard, as we
agree that the Fourth Circuit standard is too strict, especially under § 854(b).

18. The Second Circuit has held that entrr'y by the vauiﬁng firm must occur in the

“near” future, with “near” defined in terms of the entry barriers and lead time

necessary.
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19. The record does not establish a reasonable probability that SBC would have
entered all or a portion of the California local exchange or intralLATA markets on its
own or in combination with another entity in the near future absent the merger.

20. Assuming arguendo SBC were an actual potential competitor, the inclusion of all
the other RBOCs, as well as other similarly situated companies, as actual potential

competitors would not make SBC's absence from the pool economically or legally

significant. ‘
21. Alcading antitrust treatise concludes that three similarly well-qualified potential

entrants should be presumptively sufficient to obviate concern for the elimination of
potential competition and six entrants remove any plausible basis for attacking a
merger eliniinating a potential entrant.

22. In our next NRE review, we should carefully scrutinize requested adjustments to
the formula with an eye to preventing potential ¢ross-subsidization issues raised by the
Attorney General.

23. We will not gauge the cost-effectiveness of investment by the absolute level of
dollars spent nor will we mandate a specific spending level. However, the level of
annual infrastructure expenditures is a factor which we will continue to monitor, and is
an issue which we may choose to investigate at a future date, either upon our own
motion or upon the request of an interested party, if the circumstances warrant such a
review.

24. Evenif future Pacific capital expenditures may exceed currently authorized rates
of depreciation, we expect SBC to invest sufficient funds in Pacific without requesting
an increase in the NRF revenue requirement or otherwise disrupting the NRF compact.

25. We should not adopt specific nitigation measures dealing with directory
publishing in this proceeding, because these issues are being addressed both by the FCC
and by this Commission in a different foerum. We put Applicants on notice that we
expect them to abide by existing and upcoming rules in this area, and that we will

seriously consider and review any allegations that they have failed to comply.
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26. The absence of an independent SBC should not have an effect on benchmarking
such that it would be an adverse effect on competition on which to condition or deny
the merger.

27. The proposed merger should not have an adverse effect on competition within
the meaning of § 851.

28. The Conunission should require Pacific to demonstrate two months of
compliance with GO 133B and present a plan for ongoing compliance within 90 days of
the effective date of this order or face penalties.

29. Applicants should imp!efnent the Community Partiership Commitnient.

30. Pacific should within 90 days from the effective date of this decision review and
identify each existing affiliate transaction rule where changes are warranted, provide

comnients on the applicability of the respective rule to the post merger organization,

and propose, if necessary, specific modifications to the respective rules to comply with

this Conunission’s affiliate transaction rules and procedures, as ordered by the
Commission in D.92-07-072 (Pacific Bell Information Systems decision), in the post

merger organization environment.

IT IS ORDERED that:

1. The request of Pacific Telesis Group (Telesis) and SBC Communications, Inc.
(SBC) (Applicants) for approval of an indirect change in control of Pacific from a
whotly-owned subsidiary of Telesis to a second-tier subsidiary of the combined
company that will result from Telesis’ planned merger with SBC, with Pacific remaining
the subsidiary of Telesis, is granted with the conditions set forth herein:

a. Pacific Bell (Pacific) shall reduce its rates by the amount described in
Table 1 for each of the five years beginning with Pacific’s annual
advice letter filing to effectuate rate changes on January 1, 1998 by
means of Rule 33 adjustment to the surcharges for exchange, toll, and
access services;

. Pacific shall implement the Community Partnership Commitment.
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c. Applicants shall agree to be bound by the Commission’s disposition of
the audit ordered in Application 93-11-011;

d. Applicants shall notify the Commission in writing that the merger
which is the subject of this application has been accomplished. The
written notice shall be delivered to the Commission within five
business days of the effective date of the merger.

. If circumstances change such that SBC proposes to acquire, merge, or
otherwise control another RBOC within five years after the effective
date of this decision, Applicants shall inform the Commission, prior to
the transaction being consummated, by filing a notice in this
proceeding, served on all parties of record. The notice shalt explain the
changed circumstances and how the changed circumistances should
affect the analysis and conditions we impose in this decision.

Pacific shall within 90 days from the effective date of this decision
review and identify each existing affiliate transaction rule where
changes are warranted, provide coniients on the applicability of the
respective rule to the post merger organization, and propose, if
necessary, specific modifications to the respective rules to comply with
this Commission’s affiliate transaction rules and procedures, as
ordered by the Commiission in D.92-07-072 (Pacific Bell Information
Systems decision), in the post merger organization environnent.

2. Notwithstanding the status of the merger of SBC and Telesis, Pacific shall file
annual information consistent with existing reporting requirements to demonstrate the
maintenance or improvement of service quality, consistent with Commission rules and
General Orders (GOs). Pacific shall maintain or improve its service quality over the five
years following the merger.

3. Notwithstanding the status of the merger of SBC and Telests, Pacific shall within
90 days from the effective date of this decision demonstrate two months of compliance
with the provisions of GO 133-B.

4. If Applicants effectuate the merger which is the subject of this order, their failure
to coniply with each element of Ordering Paragraph 1 shall constitute a violation of a
Commission order and subject Applicants to penalties and other lawful sanctions
consistent with state law.

5. Pacific shali demonstrate twwo consecutive months of ¢onipliance and present a

plan for ongoing compliance with GO 1338 requirements for business office answering
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time and trouble report answering lime, or be subject to penalties. In addition to
aggregate statistics, Pacific shall file information in this proceeding about its business
office answering time within 90 days from the effective date of this order identifying the
results for each of the six language centers. Its filing shall separate the answvering time
statistics by language.

6. Applicants shall file written notice with the Commission in this proceeding,
served on all parties to this proceeding, of their agreement, evidenced by a resolution of
their respective boards of directors duly authenticated by a secretary or assistant

secretary, to the conditions set forth in this decision. Failure of Applicants to file such

notice and failure of Applicants to merge their companies pursuant to this order within

60 days of the effective date of this decision, shall result in the lapse of the authority
granted by this decision. ’
This decision is effective today.
Dated March 31, 1997, at San Francisco, California.

JESSIE J. KNIGHT, JR.
HENRY M. DUQUE
JOSIAH L. NEEPER
RICHARD A. BILAS
Commissioners

I will file a written dissent.

/s/ P.GREGORY CONLON
President
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$34. (a) Nopersonor corporation, whether or not organized under the -
laws of this state, shall merge, acquire, or control either directly or
indirectly any public utility érganized and doing business in this state
without first securing authorization to do so from the commission. The
commission may establish by order or rule the definitions_of what
constitute mergér, acquisition, or control activities which are subject to this
section. Any merger, acquisition, or control without that prior
authorization shall be void and of no effect. No public utility organized and
doing business under the laws of this state, and no subsidiary or affiliate of,
or corporation holding a controlling interest in a public utility, shall aid or
abet any violation of this section.

(b) Before authorizing the merger, acquisition, or control of any
electric, gas, or telephone utility organized and deing business in this state,
where any of the utilities that are parties to the proposed transaction has
gross annual California revenues exceeding five hundred million dollars
($500,000,000}, the cornmission shall find that the proposal does all of the
following: : )

(1} Providesshort-term andlong-term economic benefits toratepayers.

{2) Equitably allocates, where the commission has ratemaking
authority, the total short-term and long-term forecasted economic benefits,
as determined by the commission, of the proposed merger, acquisition, or
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APPENDIX B

Page 3
164 LAWS RELATING TO FUBLIC UTILITIES

are mandated by either the commission or the Legislature as a result of, or
inresponse loany electricindustry restrucluring. However, the value of an
acquisition or change in ¢onlrol may be used by the commission in
determining the costs or benefits attributable to any electrie industry
restructuring and for allocating those costs or bénefits for collection in
rates.

{Amendad by Stats. 1935, Ch. 622, Sec. |. Effective January 1, 1996)

END OF APPENDIX B
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Table 1
Page |

Forecasted Economic Benefits

Net Présent Value
| (NPV) (Millions)'
Operational Savings in Pacific Bell* $464.78
Cost impact of 3% purchase savings on $30.41
capital material costs®

TOTAL BENEFITS $495.19

Ratepayer Share (50%) . $247.60|

Community Contributions® ‘ '$34.45

Total Ratépayer Rate Reduction $213.15

Annual Schedule of Rate Reductions (Millions)®

1968]  1999]  2000] 2001 2002

$46.89] $51.68] $56.74 $62.41] $68.65

Calculations use a 16% discount rate and result in a net pfeseﬁt value
for the béginning of the year, 1997.

Based on Exhibit 36. Uses Nelson's original $326 full annual savings
and excludes $53 million for savings from best practices. The result is
multiplied by an 83% allocation factor to exclude categOry III savings.
The full annual savings of $226.6 million are achieved in 2002, the
fifth year of savings. Annual saV1ngs are reduced by implémentation
costs in the first three years consistent with Cicchétti's analysis
{($25.2 million for severance and reténtion, 10% of full annual savings
for systems re-engineering, and 5% of full annual savings for training;
total costs are allocated evenly over 24 months beginning April, 1997}).
The NPV of 5.6 years of savings is calc¢ulated. The resulting NPV amount
is multiplied by an 81% intrastatée separations factor.

Based on Nelson’s table in exhibit 37, Attachment 1. Annual savings
are multiplied by an 83% allocation factor to eliminate catégory III-
related savings. The NPV of 5.6 years of savings is calculatéd. The
resulting NPV amount is multiplied by an 81% intrastate separations
factor.

NPV of applicants’ coraitted cOnttibutions t6 the Community Technology
Fund ($5 million/year for 10 years), increaséd corporate giving ($1
rillién/year for 3 years), and funding for an under-seérved comaunity
*think tank® ($200,000/year for 5 years) and for a Universal Service
Task Force {%$100,000/year for 7 years} 2

The amount in each year is equivalent to 1/5 of the 1997 Net Present.
Value of the total ratepayer rate reduction using a 101 discount rate.




Forecasted Economic Benefits Caleulations

Original Nelson Savings without “best practices”™,without category lll/Cicchetti implementation costs, NPV 5.6 years, 10% discount rate,
Year |Years of Saving |[Annual Saving|Implement!Net Savings [10%NPV ; i I
1997 0.00 | 2220 (22.20)  (20.18)
1998 . 5338 2059 2379|1966
1999 146,84 7.40 130,44 | 104,76
2000 200.15 200,15 | 136.70
2001 212,37 213,37 | 13248
2002 226.59 226,59 | 127.90
2002 5.6 135,95 13595 | 72.48
573.81
intrastate 0.81
464.78

1
i
t
|
'
i
|
|
'
f
[}

|
!
|
|
|
|

Nelson benefits from capital expendituere savings, Ex.37, attachment 1, adjusted by' 83% to eliminatécatcgory N savings.
Materials/ lmplemens ! !
Total Capital  |National tation  'NetPurchase jCategory I and Il fcumulative |carrying cost |
Year |Years of Saving |Expenditures |Supplier |3% Savings ICosts  |Reduction |allocation savings  isavings “10%NPV
1997 | ] | 0.00 0.00 0.00 | 0.00 ! 0.00
1998 | 1810.00 |  607.80 18.23 18.23 15.13. 757 | 1.74 ; 1.44
1999 1810.00 | 607.80 18.23 18.23 | 15.13 22,70 522 3.92
2000 1810.00 | 607,80 18.23 18.23 | 16,13 37.84 .70 ; 5.94
2001 1810.00'|  607.80 18.23 | 18.23 | 15,13 52.97 12.18 | 7.5
2002 1810.00 | 607.80 18.23 18.23 15.13 €8.10 i 15.66 | 8.84
2003 | -5, - 1086.00 |  364.68 10.94 10,94 | 9.08 80.21 18,45 | 9.83 |

' | « 37.55
. ‘ introstate j 0.81
| ro { 30.41

* ARN/ETT'J1I/ 19U ' NIL/RO0D  S€0-70-96°¥
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. Community Partnership*reement Caleulations

Net Present Value of Community Partnership Agreement,, Ex 2, Rebuttal of Dorman, Rebuttal of Carr, and rebuttal of Bar,
Universal! | '
Community Service |Consumer i
Technology | Telesis Task Think iNominal 'NPV
Fund Foundation Force  [Tank :fTotal i(10%)
0.10 020, 630, 573
0.10) 0207 630 521
010  020; 630, 4.73
0101  020: 530 362
0.10 | 0201 530 329
0,10 | | 5101 288
0.10 ! | 510 | 262

| | 5001 233

! | 500 212|

-

OWRNAWUWE N
N0 Oty O

-

500! 1.93
54.70 3445
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State of California Public Utilities Commission
San Francisco

A.96-04-038
D. 97-03-067

COMDMISSIONER JESSIE J. KNIGHT, JR,, CONCURRING:

1 support the order sponsored by Commniissioners Neeper and Bilas, with the
disclaimer that at one point 1 considered writing even a third alternate, allowing the
market to flow through the merger benefits one hundred percent.

With that as a precurser, the anatysis of Commissioners Neeper and Bilas to
estimate merger benefits on a 5.6 year horizon is most reasonable and within the record of
the case. However, the pace of convergence in the teleconimunications industry niay
even challenge this estimate. On balance, 1 consider the 5.6 year horizon nore
appropriate than the overly lengthy 8 and 10 year estimates in the Lwo other proposals
before us today. Recent announcements in the industry strongly support the premise that
an estimate of 5.6 ycars can certainly be classified as “long term” given the relentless
pace of innovation, the transformation and globalization of markets, and the convergence
of wircless, PCS, and satellite services within the telecommunications industry. For
example, just in the short time since the close of the record in this proceeding, technotogy
breakthroughs have been announced in wireless loop technology, new “CDMA” digital
services, new “smarl” phones and a new paradigm called “local multipoint distribution
service,” a service which allows telephone, television, and internct access over a rew
slice of airwaves. Also, recent news reports highlight that new business partnerships are
forming, such as the on-going talks between Cable & Wireless and Sprint. In the gestalt,
these new services and breaking news events suggest that governmental economic
determinations run the risk of inappropriately defining the universe of the industry, thus
penalizing industrial development. The Commission should not base billion dollar
decisions on a stale record that cannot possibly keep up with changes in the industry.

1 also prefer the Neeper/Bilas calculation of merger savings which excludes among
other things, savings from competitive services, such as long distance and Yellow Pages.
Under the Commiission’s so-called “new regulatory framework™, telecommunications
services of the incumbent monopoly utility are separated into three categories based on
the various levels of comipetition. “Category 111" represents fully competitive services
which are granted correspondingly complete freedom in pricing. In my judginent, it
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would be improper to force the merged company to return benefits achieved in these
competitive markets to ratepayers of monopoly services.  As the Neeper/Bilas order
properly notes, any merger savings on Category Il services will be passed on to
consumers through market forces. As I mentioned carlier, I would prefer a decision that
allowed the competitive market to flow through all the benefits of this merger, not justin
Category Il scivices. Bul given the range of opinions expressed in the administrative law
judges* proposed decision and the two alternales, it would have been impractical and
possibly futile to add yet another choice into the decision mix. Upon reflection, 1 decided
that this would have only splintered the Commission’s decision-making abilitly as a body
even [urther. '

Tn my view, it is sheer conjecture to even begin to calculate merger benefits for
this industry through a formula. From my own involvement with mergers and
acquisitions, I know that cost-savings estimates are difficult to formulate with certitude in
very mature industries, let alone an inmmature, emerging industry with new technologics
that aré changing the competitive landscape daily. Consider what the word
“convergence” means for telecommuinications. The various worlds of the monopoly local
telephone companies, wireless technology, computer networks, cable networks, satellite
technotogies, PCS providers--maybe even energy providers--are all blurring their lines of
operation and their influence on outcomes. The Commission should not be called upon
under Public Utilities Code Scction 854 to engage in the highly speculative endeavor of
calculating merger beaefits in a restrictive fashion. Section 854 is a statute that bears
reexamination in light of (he fundamental market changes confronting the industries this
Commission regulates. In my personal judgment, California is at a competitive
disadvantage with its sister states in that it is the only state, to my knowledge, that has this
straight-jacket benefit calculation and sharing requirenient.  Why should obsolete statutes
relard California’s economic devetopment, and penalize its changing utility industries in
this manner? My business experience convinces me that competition will provide the
benefits of this merger to consumers through price decreases, increased product
innovation, and overall enhancements to the telecommunications marketplace in
California. Ishould hope that leadership emerges soon to repeal Section 854 entirely.
The Neeper/Bilas order complies with the law as it stands now, did a superb job in this
application, and since it produces the lower merger “tax,” I support it. '

Next, I draw attention to a key criticism I have with both the proposed decision .
originally offered by the administrative law judges and the original alternate 1-b which
also drove mec to support the Neeper/Bilas order. Both proposals included restrictions on
the use of Pacific Bell’s nel income that are, in my mind, clearly antithetical to the public
interest. The original proposed decision conditioned the merger on the agreement that
Pacific Bell’s net earnings would not be used for any purpose other than investing in
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Pacific Bell’s infrastructure. Alternate 1-b initially proposed to require Commission
approval of dividend pay-outs that exceed net income. When this was amended, this
restriction was removed except for the fact that the company is put on notice that their
financial filings before the Commission will be monitored for such activity, including
loans or advances to its parent company.

In contrast to these proposals, | believe in free markets. Today’s modern
cconomies rely upon the frée flow of capital. Our country is a successful leader and
benefictary of this phitosophy. A policy that secks to prevent capital from teaving the
state will only serve to deter those seeking to invest capital in the state. I learned this first
hand as a young businessman in Latin America. If capital cannot flowv out of an area, it
will not flow in. History is filled with examples of simiilar policies that, while well
intentioned, did not work to bring prosperity to lesser developed nations. This is a policy
that would truly harm California’s economy. California must not tura to anachronistic
“third world” policies, if it is to remain a first-rate competitor in today's global economy.
Protectionism like this has no place in a free market, and 1 cannot counténance its
adoption by California, a state that is critically dependent on open and free markets across

“the globe. '

I would also like to focus for a moment on two important features of this merger
that unfortunately were either largely overlooked or discounted in the debate, not unusual
in any merger transaction. These features arc research and development and the
expanding international business opportunities that can and will benefit California’s
cconomy. The sceds of opportunities in these two arcas will have a profound domino
effect on the competitive landscape. With regard to R&D, the increased financial
strength of the merged enterprise should allow it to pursue exciting new products for
introduction in California that will not only benelit our consumers, but ensure our state’s
leadership position in telecommunications innovation.

As for international strength, SBC and Telesis have commilted to basing their new
headquarters for inlernational operations in California. As an unabashed internationalist,
I view this as a commitment that looms large for California. This new headquarters will
be well positioned to tackle enhanced global marketing opportunitics, will undoubtedly
provide job growth to our State, and will contribute other product and pricing advantages
to California consumers. California has a natural conipetitive advantage due to its
geographic proximity to Latin America and the Pacific Rim. This is not a throw-away
line, nor an advantage lo take lightly. The merged company will capitalize on this
advantage. How could we as regulators even begin to specutate about the valuc or size of
the future endeavors that may be born from future research or global expansions?
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I also cannot overlook the impact of this merger on job creation in California. The
commitment of SBC and Telesis to crcate 1000 jobs in California will have a positive
multiplicr effect on California’s cconomy, due to interactions between all sectors of the
cconomy. As incomes from the 1000 job increase are spent in other sectors, another
round of job creation results. The compound effect can mean a total of over 2000 even
newer jobs for the State. Furthermore, price reductions from competition and operating
efficiencies from enhanced quality telecommunication services will yield even an
additional round of job creation. As firms realize the benefits of price reductions and
become more efficient, they increase their speading power. This allows investment in
ncw areas, thereby creating even more jobs.,

Finally, I agree with the treatment of the Community Partaership Commitment in
the Neeper/Bilas order. The Comntission’s support for this parlnership agreement is
imperative. The agreenmient provides a creative and novel method of flowing merger gains
to communities that are often overlooked. The agreement’s creation of a Community
Technology Fund to promoté access (o advanced telecommunications services as well as
the formation of a Universal Service task force are key components. This agreement will
do more to promote economic development and universal access (6 telecommunications
services than a tiny credit on ratepayer bills: The Commission should take serious note
that average conswiners have voiced this opinion loudly. This agreeniént does indecd
allocate economic benefits to both ratepayers and the citizens of our State. The
Commission’s explicit acceptance and clarification of the Community Partnership
Conmimitment in the Neeper/Bilas order ensures substantial gains to all Catifornians and it
is appropriate to include these advantages in the Commission’s calculation of merger
benefits as required by law.

The concept to allow customers to opt to contribute their refund to the Community
Partnership fund rather than reccive a tiny refund on their bill is certainly creative and has
considerable merit. However, it would no doubt be ntore administratively costly to track
the exact amount of an individual customer’s refund and ensure its final destination at the
Parinership fund. I would prefer that we consider the idea of voluntary ratepayer
contributions for charitable purposes for any utility in California in a separate proceeding, -
and not just for Pacific Bell. Programs like this are afready in use elsewhere and I would
welcome a utility proposal to implement a similar program here. The idea is not
appropriate to apply here narrowly in this meiger, particularly if not part of the developed
record.

I cannot ecmphasize enough my faith in the SBC/Pacific Telesis merger and its
ability to bring job growth, economic development opportunities, product and service
innovation, global opportunitics, and ultimately economic leadership to Catifornia.
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Because of my faith in these ever-cnierging business opportunitics, 1 have consistently
voted against awarding Pacific Bell any financial support for the effects of competition on
its former monopoly “franchise.” Obviously, Pacific Bell was very unhappy with my vote
on this. Iconsider their claims a regulatory anachronism because they are based on the
old paradigm as the Commission's regulations shift to a brave new world. Pacific Bell,
under its newly merged parent company, will have incredible opportunitics to balance any
monopoly losses against competitive gains in the new world order, with enhanced
opportunitics to carn. When the Franchise Impact case comes before the Commission
again, Pacific Bell will not have to wonder about my vole.

‘Therefore, with my faith in compctition intact, I will vote in support of the
Neeper/Bilas order, but I still wish it could have gone farther.

Dated March 31, 1997 in San Francisco, California.
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P. GREGORY CONLON, President of the Commission, dissenting

I dissent from the majority opinion in the decision authorizing the
merger between SBC Corp. (SBC) and Pacific Telesis (Telesis); however, I do not

object to the merger before the Commission in principle. Having been convinced

by the record and the proposed decision of the Administrative Law Judges (ALJs)

that there were no anti-competitive effects from the merger, I support the
management teams of SBC and Telesis in their decision to join forces to better
compete in the new telecommunications world. However, I disagree with my
colleagues on significant portions of the adopted order.

Thanks to the diligent work of the jointly assigned Commissioner in
this docket, Commissioner NEEPER, assigned Administrative Law Judges (ALJs),
applicants, intervenors, and staff, the review of the proposed merger, which was
announced by Telesis in April 1996, was completed in less than a year. The
instant application called for Telesis to be acquired by SBC, another Regional Bell
Holding Comipany (RBHC), even though Telesis thrée years earlier had indicated
that its spin-off of cellular operations into a separate company, today called
AirTouch Communications (AirTouch), would not harm its financial condition.
Without the cellular business now at AirTouch, and with a downtum in the
California economy, Telesis had suffered financially and sought a robust merger
partner in SBC, a fully diversified RBHC, to help Telesis® financial situation.

As required by statute, the majority opinion finds that the merger will

have salutary effects on Telesis’ financial condition and management,
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sharcholders, employees, and state and local economies. Further, through the
Community Partnership Commitment, certain community-based organizations will
greally benefit from the merger. In addition, the majority determines that the |
merger will not negatively affect Pacific Bell’s (Pacific) service quality, and our
abilitly to regulate this utility. However, in my opinion, the majority decision does
not fullyv address the concerns of the general body of ratepayers.

Section 854(b)(2) of the Public Utilities Code sets forth what this
Commission must do to ensure that ratepayers also receive the benefits of a |
merger. Under this statute, we must find that a proposed merger:

Equitably allocates, where the commiission
has ratemaking authority, the total short-
term and long-ter forecasted economic
benefits as determined by the commission,
of the proposed merger, acquisition, or
control, between shareholders and
ratepayers. Ratepayers shall receive not less
than 50 percent of those benefits.

I conclude that the majority applies this statute inconsistently. On

one hand, they employ a narrow reading of the statute to keep from flowing to the

general body of ratepayers net savings from Yellow Pages operations. They
justify this by noting that the Commission does not have jurisdiction over the rates
of Yellow Pages advertising,' and ignoring the fact that the Commission today has

authority to impute net revenues from Yellow pages operations to set the rates of

' D.97-03-067, minko at p. 29.
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Pacific. Itis precisely these net revenues that will increase as a result of the
nierger.

On the other hand, the majority opinion argues against reflecting the
net savings associated with Category Il and long-distance services in their net-
benefit aﬁalysis based on a broad reading of § 854(b)(2).? I believe that the
majority disregards the assurance demanded by the statute that ratepayers receive

at least 50% of the benefits of a proposed merger. The majority relies on our

decisions in the mergers between McCaw Communications and AT&T, and GTE-

California and Contel,? even though the decision in the former case applied a
preexisting statute with language significantly different from the current, * and the
decision in the latter recognized that competition could only be counted on to pass
benefits in excess of the minimum 50% required by the statute. The Commission
was able to accept the settlement in the AT&T/McCaw case because it could rely
on conipetition as a ratemaking tool to ensuse that some undetermined level of
benefits were flowed throu gh to ratepayers. However, under the current statute,
we no longer have the discretion to determine the ratemaking method for the flow-
through of benefits, and must now ensure a minimum level of benefits to the

ratepayers.

21 do not include long-distance services in my determination of the net benefits of the proposed merger
for a different reason, namely, that it is simply too speculative to include in that calculation services that
are not yet being offered by the applicants.

31d., at pp. 27-28.

! 54 CPUC2d 43, 50-54, D.94-04-042.
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My colleagues further pronounce that all ratepayers will benefit from
the funding of the Community Partnership Commitment,* but leave the funding to
come solely from the refund owed to customers of Category I and 11 services.® By
not stating why Category 11l customers should not contribute to the Community
Partnership Commitment while fully benefiting from the Commitment, nmy

" colleagues seem inconsistent. I note that the Community Partnership

Commitment, as originally crafted and funded, would not have run iiito this

problem because it was to be funded at the risk to the applicants® shareholders.

I also cannot agree with the majority’s choice of adopting the
applicants’ view on the proper short- and long-term period over which the net-_
benefit analysis should be performed. Faced with a variety of recommendations
between 6.6 years and 20 years,’ the majority selects the applicants’ unshpported
6.6-year timeline which is based on the notion that Pacific will be no longer price-
regulated by that time.? There is litile basis for this. Indeed, the applicants’ own
investment advisors for the merger produced estimates of-competitive inroads that
indicated that the extent of facilities-based choices yearé beyond the 6.6-year
horizon would be minimal. My own recommendation td employ an 8-yeaf horizon
composed of a period of 3-year implementation period beginning in 1997 and a 5-

year period during which ratepayers would receive the full benefits of the merger,

5 D.97-03-067, mimeo at p. §8.

® tbid. _

: Both applicants and the majority were looking at a 6.6-year period starting in 1997.
id, alp. 32,
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although only 1.4 years greater than the majority decision’s, was a superior
solution, supported by the record, and fair to sharcholders and ratepayers, in
accordance with § 854(b).?

After calculating the figures that, in our separate estimations, would
ensure that ratepayers would receive S0% of the net savings of the merger, both
the majority and I determine that it is proper to credit from those figures the
contribution to the Community PaﬁnerShip Conimitment. However, the majority
opinion forces the California ratepayer to play the role of silent partner by

foregoing refunds that would have accrued to the generic ratepayer in favor of

funding the community-based organizations that chose to sign the Community

Partnership Commitment. Rather than providing specific protections for the
ratepayer, the majority leaves it to the Commitment participants to niake funds
available “to any community-based organizations that wish to apply for funding.”®
This does not resolve the inherent conflict of interest, for the very same parties
that need the money, and signed the Commitment, will be making the decisions on
how to disburse the funds allocated to the Commitment. The Commission will

~ never know whether the ratepayers funds have been allocated or spent fairly.

? Alihough not clearly discemible in the majority opinion, the calculation of the net benefits in the
adopted order docs not comport with the facts in the instant casé. The majority us¢d figures from two
completely different analyses provided by applicants. Indeed, the criticism applied to The Utility Reform
Network’s (TURN) benefit calculation in the ALJs' proposed order, i.e., that TURN selected gross
savings and implementation costs inconsistently in an attenipt o maximize net savings, applied even
more to the benefit calculation in D.97-03-067.

Y14, at p. 88.
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I contrast our action here with $50 million of ratepayer funds with the
set-up adopted for the similarly situated California Teleconnect Fund in Decision
96-10-066, our Universal Service decision. Like the Community Partnership
Commitment, the Teleconnect Fund will allocate $5 million a year for community-
based organizations. Unlike the Community Partnership Commitment, the
Teleconnect Fund requires that community-based organizations certify to their
carrier of choice that they are providing some specific fur‘\ct‘ions s0 that we can
ensureé that “the discounted telecommunications services [sold through the
Teleconnect Fund] are being used to directly or indiréctly benefit the public at
. lafge, and that the discount is not being used simply to reduce the [community-
based organizations’] telecommunications expenses.”"! Monies collected from the
applicable surcharge are held in a trust currently overseen by the staff of the
Commission. The staff will also manage the pay out of funds to carriers serving
qualifying community-based organizations. Atsome point in the future, control of
the trust will likely be transferred to an entity responsive to the Commission. It
appears that the Commission’s concerns that led to setting up the certification and
governance requirements of the Teleconnect Fund are inexplicably not shared with
regards to the California Partnership Commitment. |

The majority attempts to address another concéern with the
Community Partnership Commitment by télling applicants in the dicta of the

decision that there is an undefined expectation that if funds from the Commitment

It D 96-10-066, mimeo at p. 85.
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go unspent, they will be targeted to be used elsewhere for similar goals. Although
the majority makes a good-faith effort at resolving the potential of unspent funds
going back to the applicants, and thus resulting in less than 50% of the benefits
going to the ratepayers, the adopted order fails to place this as a condition on the
merger.

I suspect, in addition, that the community-based organizations that

signed the Commitment will not be the ones informing the Commission of such an

outcome. In a masterful stroke, applicants managed to severely curtail any future
advocacy on behalf of those segnients of California that most need it, particularly
when such advocacy might involve actions against Pacific and SBC. As the
Commitment states “Grants awarded for the purpose of consumer advocacy may
not be used to assert positions which, in the judgment of any signatod' to this
Conmmnitment [i.e., Pacific], are adverse to such signatory’s interests.” Hence, in
cases involving marketing abuses by applicants, such as those unearthed during
the proceeding for Application (A.) 85-01-034," the signatory Organiiations will
hesitate before risking their funding from the Commitment.

Lastly, in a nod to a monopoly market structure, the majority certifies
a Community Partnership Commitiment that states that, *“To the extent that funds

are used to acquire services and products from telecommunications providers,

221 CPUC2nd 182, 188-190. The Commission’s investigation into alleged abuses resulted in the
Commission ordering Pacific to cease and desist from certain markeling practices. Of particular
importance here was the Commission’s finding that “Pacific Bell's service repredentatives have been
improperly applying the procedures for administration of the Moore Universal Telzphone Service Act.”




A96-04-038
D.97-03-067

those services and products will, whenever possible, be acquired from Pacific
Bell.” In other words, ratepayer funds will be employed in the purchase of the

services of the incumbent telecommunications provider, unless some other

industry member decides to join and support the Commitment with its own

shareholders’ monies.

Having compleféd our review of this merger, the challenge in
telecommunications now is to ensure that we address any remaining barriers to
competition in the local-exchange market. I will not be comfortable with
statements by the incumbent monopoly providers that there is competition, nor by
entrants that there is not sufficient competition. Iinvite my colleagues to stay
focused, for competition will not occur because we wish it so or because we state
that it already exists. Much work is ahead, and I look forward to cooperating with
SBC, Pacific, new entrants, consumer interests, and my colleagues tb get the work

done.

SAN FRANCISCO, CALIFORNIA
MARCH 31, 1997

Plloseondn

P. GREGORY/CONLON
PRESIDENT OF THE COMMISSION
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P. GREGORY CONLON, President of the Comumission, dissenting

I dissent from the majority opinion in the decision authorizing the

merger between SBC Corp. (SBC) and Pacific Telesis (Telesis); however, I do not
object to the merger before the Commission in principle. Having been convinced
by the record and the proposed decision of the Administrative Law Judges (ALJs)
that there were no anti-competitive effects from the mer‘ger,. 1 suppdrt the
management teams of SBC and Telesis in their decision to join forces to better |
compete in the new telecommunications world. However, [ disagree with my
colleagues on significant portions of the adopted order.

Thanks to the diligent work of the jointly assigned Commissioner in
this docket, Commissioner NEEPER, assigned Administrative Law Judges (ALJs),
applicants, intervenors, and staff, the review of the proposed merger, which was
announced by Telesis in April 1996, was completed in less than a year. The
instant application called for Telesis to be acquired by SBC, another Regionat Bell
Holding Company (RBHC), evén though Telesis three years earlier had indicated
that its spin-off of cellular operations into a separate company, today called
AirTouch Communications (AirTouch), would not harm its financial condition.
Without the cellular business now at AirTouch, and with a downturn in the
California economy, Telesis had suffered financially and sought a robust merger
partner in SBC, a fully diversified RBHC, to help Telesis® financial situation.

As required by statute, the majorily opinion finds that the merger will

have salutary effects on Telesis’ financial condition and management,
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sharcholders, employees, and state and local economies. Further, through the

Community Partnership Commitment, certain community-based organizations will

greatly benefit from the merger. In addition, the majority determines that the
merger will not negatively affect Pacific Bell’s (Pacific) service quality, and our
ability to regulate this utility. However, in my opinion, the majority decision does
not fully address the concemns of the general body of ratepayers.

Section 854(b)(2) of the Public Utilities Code sets forth what this
Commission must do to ensure that ratepayers also receive the benefits of a
merger. Under this statute, we must find that a proposed merger:

Equitably allocates, where the commission
has ratemaking authority, the total short-
term and long-term forecasted economic
benefits as determined by the commission,
of the proposed merger, acquisition, or
control, between sharcholders and
ratepayers. Ratepayers shall receive not less
than 50 percent of those benefits.

I conclude that the majority applies this statute inconsistently. On
one hand, they employ a narrow reading of the statute to keep from flowing to the
general body of ratepayers net savings from Yellow Pages operations. They
justify this by noting that the Commission does not have jucisdiction over the rates

of Yellow Pages advertising,' and ignoring the fact that the Commission today has

authority to impute net revenues from Yellow pages operations to set the rates of

' D.97-03-067, minxo at p. 29.
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Pacific. Itis preéisely these net revenues that will increase as a result of the
merger,

On the other hand, the majority opinion argues against reflecting the
net savings associated with Category I1I and long-distance services in their net-
benefit analysis based on a broad reading of § 854(b)(2).2 1 believe that the
majority disregards the assurance demanded by the statute that ratepayers rececive
at least 50% of the benefits of a proposed merger. The majority relies on our
decisions in the mergers between McCaw Communications and AT&T, and GTE-

California and Contel, even though the decision in the former case applied a

preexisting statute with tanguage significantly different from the current, * and the

decision in the latter recognized that competition could only be counted on to pass
benefits in excess of the minimum 50% required by the statute. The Commission
was able to accept the settlenient in the AT&T/McCaw case b6causé it could rely
~on competition as a ratemaking tool to ensure that some undetermined level of
benefits were flowed through to ratepayers. However, under the current statute,
we no longer have the discretion to determine the ratemaking method for the flow-
through of benefits, and must now ensure a minimum level of benefits to the

ratepayers.

21 do not include long-distance services in my determination of the net benefits of the propased merger
for a different reason, nankly, that it is simply too speculative to include in that calculation services that
are not yet being offered by the applicants.

Y1d., al pp. 27-28.

{54 CPUC2d 43, 50-54, D.94-04-042.
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My colleagues further pr‘onouhce that all ratepayers will benefit from
the funding of the Community Partnership Commitment,?® but leave the funding to
come solely from the refund owed to customers of Category I and Il services.® By
not stating why Category 11l customers should not contribute to the Community
Partnership Commitment while fully benefiting from the Commitment, my
colleagues seem inconsistent.

I also cannot agree with the majority’s choice of adopting the
applicants’ view on the proper short- and long-term period over which the net-

benefit analysis should be performed. Faced with a variety of recommendations

between 6.6 yearé and 20 years,’ the majority selects the appiicanls‘ unsupported

6.6-year timeline which is based on the notion that Pacific will be no longer price-
regulated by that time.* There is little basis for this. Indeed, the applicants® own
investment advisors for the merger produced estimates of competitive inroads that
indicated that the extent of facilities-based choices years beyond the 6.6-year
horizon would be minimal. My own recommendation to employ an 8-year horizon
composed of a period of 3-year implementation period beginning in 1997 and a 5-

year period during which ratepayers would receive the full benefits of the merger,

3 D.97-03-067, mimeo at p- 88.

¢ Ibid.

? Both applicants and the majority were looking at a 6.6-yeas period starting in 1997.
t1d., ap. 32.




*" A.96-04-038
D.97-03-067

although only 1.4 years greater than the majority decision's, was a silperior
solution, supported by the record, and fair to shareholders and ratepayers, in
accordance with § 854(b).°

After calculating the figures that, in our separate estimations, would
ensure that ratepayers would receive 50% of the net savings of the merger, both
the majority and I determine that it is proper to credit from those figures the
contribution to the Community Partnership Commitment. However, the majority
opinion forces the California ratepayer to play the role of silent partner by

foregoing refunds that would have accrued to the generic ratepayer in favor of

funding the community-based organizations that chose to sign the Community

Partnership Commitment. Rather than providing specific protections for the
ratepayer, the majority leaves it to the Commitment participants to make funds
available “to any community-based organizations that wish to apply for funding.”®
This does not resolve the inherent conflict of interest, for the very same parties
that need the money, and signed the Commitment, will be making the decisions on
how to disburse the funds atlocated to the Commitment. The Commission will

never know whether the ratepayers funds have been allocated or spent fairly.

% Although not clarly discernible in the majority opinion, the calculation of the net benefits in the
adopted order does not comport with the facts in the instant case. Thé majonly used figures from two
completely different analyses provided by applicants. Indeed, the criticism applied to The Utitity Refonm
Network’s (TURN) benefit calculation in the ALJs® proposed order, i.e., that TURN selected gooss
savings and implementation costs inconsistently in an attempt to maximize net savings, applied even
more to the benefit calculation in D.97-03-067.

Y 1d., at p. 88.
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I contrast our action here with $50 million of ratepayer funds with the
set-up adopted for the similarly situated California Teleconnect Fund in Decision
96-10-066, our Universal Service decision. Like the Community Partnership
Commiitment, the Teleconnect Fund will allocate $5 million a year for community-
based organizations. Unlike the Community Parinership Comimitment, the
Teleconnect Fund requires that community-based organizations cettify to theic
carrier of choice that they are providing some specific functions so that we can
ensure that “the discounted telécommunications services [sold through the

Teleconnect Fund] are being used to directly or indirectly benefit the public at

large, and that the discount is not being used simply to reduce the [community-

based organizations') telecommunications expenses.”! Monies collected from the
applicable surcharge are held in a trust currently overseen by the staff of the
Commission. The staff will also manage the pay out of funds to carriers serving
qualifying community-based organizations. At some point in the future, controt of
the trust will likely be transferred to an entity responsive to the Commission. It
appears that the Commission’s concems that led to setting up the certification and
governance requirements of the Teleconnect Fund are inexplicably not shared with
regards to the California Partnership Commitment.

The majority attempts to address another concern with the
Community Partnership Conimitment by telling applicants in the dicta of the

decision that there is an undefined expectation that if funds from the Commitment

' D.96-10-066, mimeo at p. 85.
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go unspent, they will be targeted to be used elsewhere for similar goals. Although
the majority makes a good-faith effort at resolving the potential of unspent funds
going back to the applicanis, and thus resulting in les;s than 50% of the benefits
going to the ratepayers, the adopted order fails to place this as a condition on the

merger.

T suspect, in addition, that the community-based organizations that

signed the Commitment will not be the ones informing the Commission of such an
outcome. In a masterful stroke, applicants managed to severely curtail any future
advocacy on behalf of those segments of California that most need it, particularly
when such advocacy might involve actions against Pacific and SBC. As the
Commitment states “Grants awarded for the purpose of consumer advocacy may
not be used to assert positions which, in the judgment of any signatory to this
Commitment [i.e., Pacific], are adverse to such signatory’s interests.” Hence, in
cases involving marketing abuses by applicants, such as those unearthed during
the proceeding for Application (A.) 85-01-034," the signatory organizations will
hesitate before risking their funding from the Commitment. |

Lastly, inanodtoa monbpo]y market structure, the majorily certifies
a Community Partnership Commitment that states that, *“To the extent that funds

are used to acquire services and products from telecontmunications providers,

221 CPUC2nd 182, 188-190. The Commission's investigation into alleged abuses resulted in the
Commission ordéring Pacific to cease and desist from certain marketing practices. Of particular
importance here was the Commission’s finding that “Pacific Bell's service representatives have beea
improperly applying the procedures for administration of the Moore Universal Telephone Service Act.”
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those services and pfoducté will, whenever possible, be acquired from Pacific
Bell.” In other words, ratepayer funds will be employed in the purchase of the
services of the incumbent telecommunications provider, unless some other
industry member decides to join and support the Commitment with its own

shareholders® monies.

Having completed our review of this merger, the challenge in

telecommunications now is to ensure that we address any remaining barriers to
competition in the local-exchange market. I will not be comfortable with
statements by the incumbent monopoly providers that there is competition, nor by
entrants that there is not sufficient competition. I invite my colléagues to stay
focused, for competition will not occur because we wish it so or because we state
that it already exists. Much work is ahead, and 1 look forward to cooperating with
SBC, Pacific, new entrants, consumer interests, and my colleagues to get the work

done.

SAN FRANCISCO, CALIFORNIA
MARCH 31, 1997

/s! P. Gregory Conlon
P. GREGORY CONLON
PRESIDENT OF THE COMMISSION




