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ADMINISTRATIVE LAW JUDGE’S RULING

DENYING MOTION OF MCI WORLDCOM AND SPRINT 

FOR EARLY DETERMINATION OF EXEMPTION FROM

PUBLIC UTILITIES CODE SECTIONS 854(b) AND (c)

Summary

MCI WorldCom (WorldCom) and Sprint Corporation (Sprint) have filed an application seeking approval by this Commission of a merger between the two companies.  In a separate motion (Motion), WorldCom and Sprint (collectively, WorldCom) seek to have their merger application exempted from the merger criteria contained in Public Utilities Code §§ 854(b) and (c) and considered only under § 854(a).  The Motion is denied for several reasons.

First, WorldCom’s Motion is based entirely on the argument that because it is a non-dominant interexchange carrier (NDIEC), §§ 854(b) and (c) do not apply.  This Commission has never established a hard and fast rule that the merger criteria do not apply to NDIECs.  Indeed, the Commission has taken pains not to set precedent when it has exempted some mergers from § 854(b) and (c) review.  

Second, this case is distinguishable from other mergers in which the Commission has waived §§ 854(b) and (c).  If WorldCom completes the merger, two large carriers will dominate the long distance telecommunications market – the merged entity and AT&T.  This result warrants the in-depth review of the merger application contemplated by §§ 854(b) and (c).  

Third, by focusing on its status as a NDIEC, WorldCom only addresses one criterion in § 854 – the § 854(b)(2) requirement that ratepayers be allocated at least 50% of the economic benefits from the merger.  While I reserve judgment on whether § 854(b)(2) applies to this proceeding, nothing in WorldCom’s argument addresses the rest of § 854.  Among other things, the remaining provisions require that the merger maintain or improve the financial condition, quality of service, and quality of management of the merged entity; be fair and reasonable to employees and shareholders; benefit state and local economies; and not adversely affect competition.

Finally, WorldCom will not be prejudiced by this outcome; it concedes that most of the factors relevant to a § 854(b) and (c) analysis are also relevant under § 854(a).  This Ruling simply ensures that evidence pertaining to the §§ 854(b) and (c) factors will be in the record when the Commission renders a decision on the merger application.  The Commission may decide at that time that not every criterion in §§ 854(b) and (c) applies, but this Ruling ensures the development of an adequate evidentiary record.

Background

WorldCom filed its merger application and this Motion on December 10, 1999.  In Rulings dated December 30, 1999 and January 18, 2000, I extended the period for parties to respond to the Motion to January 6, 2000, and invited parties filing oppositions after January 6 to seek leave to do so.  The Utility Reform Network (TURN), the Commission’s Office of Ratepayer Advocates (ORA) and the California Attorney General’s Office (AG) each filed timely oppositions to the Motion.  Pacific Bell (Pacific) sought leave to file a late opposition on January 14, 2000, which I now grant. 

WorldCom’s merger application seeks Commission approval of a stock-for-stock transaction in which MCI WorldCom will acquire control of Sprint and its California operating subsidiaries.  The new holding company will be called WorldCom.  

WorldCom’s Motion asserts that the merger is not subject to the criteria in §§ 854(b) and (c) because the transaction does not involve combining two traditionally regulated telephone systems; WorldCom and Sprint are not subject to Commission rate regulation; the two companies grew under competitive forces at the sole risk of their shareholders; and the merger requires prompt approval to realize competitive benefits.  WorldCom cites several cases in which the Commission waived the § 854(b) and (c) criteria in favor of a public interest analysis of the mergers under § 854(a).  

The legislature added Sections 854(b) and (c) to the statute in 1996 in response to Southern California Edison Company’s proposed – and ultimately unconsummated – acquisition of San Diego Gas and Electric Company.  According to the legislative history supplied by WorldCom in support of its Motion, the legislature was concerned at the proliferation of mega-mergers not only of electric and gas utilities, but of telephone utilities as well. 
  Sections 854(b) and (c) were intended to supply criteria for evaluating mergers and other change of ownership or control scenarios where none previously existed. 

Section 854(b) calls for the Commission to ensure that a merger:

(1)  Provides short-term and long-term economic benefits to ratepayers.

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

(3) Not adversely affect competition.  In making this finding, the commission shall 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.

Section 854(c) requires the Commission to find, on balance, that the merger will:

(1)  Maintain or improve the financial condition of the resulting public utility doing business in the state. 

(2)  Maintain or improve the quality of service to public utility ratepayers in the state. 

(3)  Maintain or improve the quality of management of the resulting public utility doing business in the state. 

(4)  Be fair and reasonable to affected public utility employees, including both union and nonunion employees. 

(5)  Be fair and reasonable to the majority of all affected public utility shareholders. 

(6)  Be beneficial on an overall basis to state and local economies, and to the communities in the area served by the resulting public utility. 

(7)  Preserve the jurisdiction of the commission and the capacity of the commission to effectively regulate and audit public utility operations in the state. 

(8)  Provide mitigation measures to prevent significant adverse consequences which may result.

WorldCom asks the Commission to waive each of these provisions, and instead to analyze the merger under Section 854(a), which provides that,

No person or corporation, whether or not organized under the laws of this state, shall merge, acquire, or control either directly or indirectly any public utility organized and doing business in this state without first securing authorization to do so from the Commission.

The Commission has interpreted Section 854(a) to require a determination of whether the transaction at issue would be adverse to the public interest. 
  WorldCom argues that the Section 854(a) public interest test is adequate to ensure that the merger is appropriate.

Discussion

The Other Merger Decisions Were Not Precedential

WorldCom bases its Motion on several Commission decisions exempting mergers from § 854(b) and (c) analysis.
  Those decisions, WorldCom asserts, have three things in common: They exempt mergers from §§ 854(b) and (c) unless (1) traditionally regulated telephone systems are involved, (2) the Commission exercises traditional rate of return ratemaking regulation over the parties, and (3) the parties have grown with a captive ratepayer base and guaranteed franchise territory.

However, in each of the cited decisions, the Commission took great pains to avoid establishing a hard-and-fast rule.  Even in granting the MCI-WorldCom merger – where the Commission perhaps most directly suggested a three-part test – the Commission reasserted its “express policy to grant § 853(b) exemptions from § 854(b) and (c) to merger transactions involving nontraditionally regulated carriers on a case-by-case basis only . . . .” 
  Likewise, in passing on the MCI-British Telecom (BT) merger, the Commission stated,

While there may be much merit to the consideration of a blanket exemption from PU Code § 854(b) and (c) for NDIECs, no such blanket exemption has been granted.  Instead, any such blanket exemption should be subjected to a separate generic rulemaking with full opportunity to comment and, if we find the statute ambiguous regarding its application to NDIECs, with a full review of the legislative history of the statute.  Until convinced otherwise, we stand by our determination that the plain meaning of § 854(b) prevails . . . .  The same is true of its counterpart § 854(c). We will not go past the plain meaning of those sections to determine legislative intent with respect to NDIECs as a class of public utility.

WorldCom’s failure to acknowledge the Commission’s limitations on the precedential value of its decisions granting exemptions from §§ 854(b) and (c) stands in stark contrast to its emphasis of the lack of precedential value in a decision applying §§ 854(b) and (c).  WorldCom stresses that the Commission’s application of §§ 854(b) and (c) to the AT&T/McCaw merger was expressly deemed not to be precedential.
  WorldCom cannot have it both ways.  The record demonstrates that the cases both granting and denying application of §§ 854(b) and (c) do not bind the Commission in other cases.

The Other Merger Cases Are Distinguishable

Even if the other merger cases had set precedent, they would be distinguishable from the present case.  If WorldCom completes the merger, the resulting long distance market will be highly concentrated.  The parties opposed to this Motion estimate the combined AT&T and post-merger WorldCom long distance market share at upwards of 80%.
  Whether or not this figure is accurate, there is no dispute that in a post-merger market, AT&T and WorldCom will serve the majority of long distance customers, at least for some time.  This is a far different situation from that presented in the mergers of MCI with WorldCom and BT, and is even more distinguishable from the AT&T/TCI and AT&T/Teleport mergers.  

The two previous MCI mergers – involving WorldCom and BT – are not comparable to the present one.  As the California Attorney General points out, “at the time of the MCI/WorldCom transaction, WorldCom had ‘no advertising directed at California residential customers, and . . . no direct mail or telemarketing to California residential customers.”
  Similarly, the AG points out, “although BT terminated approximately 30 million minutes of U.K.-U.S. traffic in California, neither BT nor any of its United States subsidiaries provided more than a minimal amount of telecommunications services within this country.”
  While WorldCom disputes the AG’s characterization that the prior MCI merger cases “involv[ed] entities that did not compete or had limited regulated operations,” it does not contest the AG’s specific factual assertions about BT or WorldCom.  Indeed, the Commission’s BT decision reasoned that “BT operates exclusively in the United Kingdom and does not propose physically to enter the California market.” 

The AT&T mergers are even less relevant here.  As ORA notes, one of the reasons for the Commission’s decision to grant an exemption to the AT&T/TCI merger was that “the California operations of [TCI-Telephony] are minuscule and the Commission exercises no jurisdiction at all over the other subsidiaries of TCI and their operations.”
  Likewise, in granting an exemption to the AT&T/Teleport merger, the Commission did not consider arguments about the resulting market concentration after the merger’s consummation.  Indeed, annual revenues of the three California Teleport subsidiaries being acquired were substantially less than $ 500 million, and, unlike Sprint and MCI/WorldCom, Teleport did not compete in the residential/small business mass market for telephony.
  

One of the key reasons the legislature adopted §§ 854(b) and (c) was to protect the competitive marketplace from excess concentration.  As noted in the legislative history, the proposed Southern California Edison/Southern California Gas and Electric merger that prompted passage of the statutory amendments would have created the “nation’s largest electric utility.” 
  The legislature’s concerns about the effect of this level of market concentration on consumers, employees and communities are relevant here.  Because this merger is of a magnitude that is not comparable to those in the previous cases, the Commission’s prior merger decisions do not apply here.

The Other Merger Decisions Did Not Rely on Section 854 (c)

As TURN notes, the decisions granting §§ 854(b) and (c) exemptions relied almost exclusively on subsection (b). WorldCom never addresses this issue in response to TURN’s submission except to state that “[TURN’s] contention implicitly challenges each of the four prior decisions in which the Commission has done precisely what TURN contends is improper.”
  I do not agree with this assessment.  The § 854(c) factors simply were not separately considered in the previous decisions.  TURN has raised those issues here.

Each of the factors the Commission relied on in granting exemptions in the four previous cases centered on whether the applicant was rate regulated.  Because this Ruling determines that the issue of rate regulation is not alone determinative of WorldCom’s Motion, those cases are less relevant here.  There are independent reasons why the Commission should consider the factors in subsection (c) that do not depend on WorldCom’s regulatory posture.  The subsection (c) criteria - whether the merger will affect service quality, employees, state and local economies and the like – are relevant even if WorldCom is not subject to traditional rate regulation.

The Decision to Deny the Motion Will Not Prejudice WorldCom

Lastly, WorldCom will suffer no harm from having to make a showing under §§ 854(b) and (c).  WorldCom concedes that the Commission will consider many of the factors relevant to an §§ 854(b) and (c) analysis even if it proceeds under § 854(a):  “the Commission can, and in fact has, considered competitive issues after granting an exemption from subsections (b) and (c).”
  Further, WorldCom concedes, “ ’antitrust considerations are relevant to [the Commission’s] consideration of the public interest’ under subsection (a).”
  Moreover, “in its review under subsection (a), the Commission has employed relevant criteria from the list codified in subsection (c).”
  Finally, WorldCom concedes that “review under subsection (a) provides the Commission procedural flexibility to conduct proceedings appropriate to the matters at issue.”
  Thus, WorldCom already contemplates a process much akin to the one the Commission will employ under §§ 854(b) and (c), and will not be prejudiced by this Ruling.

Conclusion

Because the previous §§ 854(b) and (c) cases did not set precedent, are distinguishable and did not rely explicitly on subsection (c), they are not applicable here.  Application of the §§ 854(b) and (c) criteria to this merger is warranted and will not prejudice WorldCom.  WorldCom’s Motion is denied.

IT IS RULED that:

1.   WorldCom will be required to demonstrate that its proposed merger meets the criteria in Public Utilities Code §§ 854(b) and (c).

2.   This ruling does not bind the Commission to apply each § 854(b) and (c) criterion at the decision stage, but ensures that the record will contain evidence called for under §§ 854(b) and (c) when the Commission renders its decision on the merger.

3.   Pursuant to § 854(b)(3), the Attorney General of California is hereby requested to prepare an advisory opinion regarding whether the merger will adversely affect competition and what mitigation measures the Commission might adopt to avoid this result.

4.   Pacific Bell’s Opposition to the Motion is accepted for filing.

5.   This order is effective immediately.  The parties may proceed with discovery aimed at determining whether the merger complies with §§ 854(b) and (c).

Dated February 7, 2000, at San Francisco, California.







Sarah R. Thomas

Administrative Law Judge

CERTIFICATE OF SERVICE

I certify that I have by mail this day served a true copy of the original attached Administrative Law Judge’s Ruling Denying Motion of MCI WorldCom and Sprint for Early Determination of Exemption From Public Utilities Code Sections 854(b) and (c) on all parties of record in this proceeding or their attorneys of record.

Dated February 7, 2000, at San Francisco, California.
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NOTICE

Parties should notify the Process Office, Public Utilities Commission, 505 Van Ness Avenue, Room 2000, San Francisco, CA  94102, of any change of address to insure that they continue to receive documents. You must indicate the proceeding number on the service list on which your name appears.

�  Pacific Bell sought leave for late filing based on its assertion that a determination of WorldCom’s exemption from Sections 854(b) and (c) required consideration of the merits of the merger application.  Because protests to that application were not due until January 28, 2000, requiring earlier opposition to the motion in essence required premature filing of protests.  Motion of Pacific Bell for Order Authorizing Late Filing of Its Opposition to Motion, at 2.  WorldCom opposed Pacific’s motion on several grounds.  However, WorldCom effectively conceded the relevance of the protests to consideration of this Motion when it asked that a ruling on its Motion “be issued no later than February 8, 2000, which is two weeks after the filing of Applicants’ replies to any protest to the Application.”  Motion at 1 (emphasis added).  Moreover, because Pacific’s lodged Opposition to WorldCom’s Motion repeats arguments made by other parties, I see no harm in accepting the Opposition for filing here. 


�  WorldCom’s Supplement to Motion for Early Determination of Exemption from Public Utilities Code Section 854 Subsections (b) and (c) (WorldCom Supplement), Exh. A (Analysis of Senate Bill 52 by the Senate Committee on Energy and Public Utilities), at 4 (“SB 52 [later Sections 854(b) and (c) now only applies to very large electric, gas and telephone utilities which have annual gross California revenues in excess of $250,000,000 [later raised to $500,000,000].”  [Emphasis omitted]).  I do not agree with WorldCom’s contention that the increase in revenues from $250,000,000 to $500,000,000 was done to exempt WorldCom from § 854(b) and (c) scrutiny.  Moreover, WorldCom does not dispute that it meets the $500,000,000 revenue test.


�  Id., Exh. A, at 1 (statute’s “author [concerned] that Section 854 of the Public Utilities Code dealing with merger authorization had absolutely no criteria for determining the conditions that needed to be met before a merger would be approved by the PUC.” [Emphasis in original]).


�  D.98-08-068, mimeo., at 22, cited in WorldCom’s Reply to Opposition to Motion for Early Determination of Exemption from Public Utilities Code Section 854 Subsections (b) and (c) (WorldCom Reply), at 4.


�  WorldCom cites Application of AT&T Corp., Italy Merger Corp. and Tele-Communications, Inc., D.99-03-019; Application of WorldCom, Inc. and MCI Communications Corporation, D.98-08-068; Application of AT&T Corp., Teleport Communications Group, Inc. and TA Merger Corp., D.98-05-022; and Application of MCI Communications Corporation and British Telecommunications plc, D.97-05-092.


�  WorldCom Reply at 1-2.


�  D.98-08-068, mimeo., at 32-33 (emphasis added).  See also D.97-05-092, mimeo., at 22 (MCI-British Telecom merger: “We caution that we limit this §§ 854(b) and (c) exemption to the unique facts and circumstances of this transaction”); D.98-05-022, mimeo., at 17-18 (AT&T-Teleport merger: repeating the language quoted in text).


�  D.97-05-092, mimeo., at 27.


�  WorldCom Reply at 8, citing D.94-04-042, 1994 Cal. PUC LEXIS 285 *7.


�  TURN Opp. at 6; ORA Opp. at 5; AG Opp. at 3.


�  AG Opp. at 2.


�  Id.


�  D.97-05-092, mimeo., at 27.


�  ORA Opp. at 4, citing D.99-03-019.


�  D.98-05-022, mimeo., at 14.


�  WorldCom Supplement, Exh. A, at 1.


�  WorldCom Reply at 10.


�  WorldCom Reply at 4.


�  Id., citing D.97-07-060, mimeo., at 15.


�  WorldCom Reply at 5.


�  Id. at 6.
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