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M r .  Ch i e f  J u s t i c e  F rank  I .  H a s w e l l  d e l i v e r e d  t h e  O p i n i o n  of  t h e  
C o u r t .  

T h i s  is an a p p e a l  by Mounta in  S t a t e s  Te l ephone  & T e l e g r a p h  

Company (Moun ta in  B e l l )  f rom a judgment  of  t h e  D i s t r i c t  C o u r t  i n  

a u t i l i t y  ra te  c a s e .  The Montana P u b l i c  S e r v i c e  Commission (PSC) 

g r a n t e d  Mounta in  B e l l  an  a n n u a l  r a t e  i n c r e a s e  t o t a l l i n g  

$3 ,097 ,000  as compared t o  t h e  $11.83 m i l l i o n  s o u g h t .  The 

D i s t r i c t  C o u r t  c o n c u r r e d .  W e  a f f i r m .  

Moun ta in  B e l l  p e t i t i o n e d  t h e  PSC f o r  u t i l i t y  r a t e  

i n c r e a s e s  t h a t  would g e n e r a t e  $11.83 m i l l i o n  a d d i t i o n a l  y e a r l y  

r e v e n u e s  f rom i t s  Montana c u s t o m e r s .  PSC g r a n t e d  i n t e r i m  r a t e  

i n c r e a s e s  o f  $2 ,326 ,000  p e n d i n g  i t s  f i n a l  d e c i s i o n  which a r e  n o t  

a t  i s s u e  i n  t h i s  a p p e a l .  PSC's f i n a l  o r d e r  g r a n t e d  Moun ta in  B e l l  

a n  a n n u a l  r e v e n u e  i n c r e a s e  of $3 ,097 ,000  i n  i n c r e a s e d  c h a r g e s  f o r  

i t s  s e r v i c e s  to  i ts Montana c u s t o m e r s .  

Moun ta in  B e l l  p e t i t i o n e d  t h e  Dis t r ic t  C o u r t  of  L e w i s  and 

C l a r k  County f o r  j u d i c i a l  r e v i e w  of  PSC's  f i n a l  o r d e r  p u r s u a n t  to 

t h e  Montana A d m i n i s t r a t i v e  P r o c e d u r e s  A c t .  S u b s e q u e n t l y  Moun ta in  

B e l l  e l e c t e d  to  p r o c e e d  u n d e r  Montana P u b l i c  U t i l i t i e s  A c t  

( S e c t i o n  69-3-401, MCA e t  s e q ) .  The Dis t r ic t  C o u r t ' s  p r e t r i a l  

o r d e r  narrowed t h e  i s s u e s  to two: (1) PSC's a p p l i c a t i o n  of t h e  

" d o u b l e  l e v e r a g e "  a d j u s t m e n t  i n  d e t e r m i n i n g  t h e  c o s t  of c a p i t a l  

i n  Mounta in  B e l l ' s  ra te  b a s e ,  ( 2 )  PSC's "NARUC" t a x  a d j u s t m e n t .  

The D i s t r i c t  C o u r t  r e c e i v e d  t h e  t r a n s c r i p t  of p r o c e e d i n g s  

be£  o r e  t h e  PSC, h e a r d  a d d i t i o n a l  e v i d e n c e ,  and remanded t h e  case 

t o  t h e  PSC f o r  r e c o n s i d e r a t i o n  on t h e  b a s i s  of  t h e  a d d i t i o n a l  

e v i d e n c e .  The PSC r e c o n s i d e r e d ,  a£  f  i rmed i t s  p r e v i o u s  f i n a l  

o r d e r ,  and r e t u r n e d  t h e  case to t h e  D i s t r i c t  C o u r t .  The D i s t r i c t  

C o u r t  a f f i r m e d  PSC's f i n a l  o r d e r  h o l d i n g  (1) t h a t  t h e  "doub le  

l e v e r a g e "  c o n c e p t  was l a w f u l ,  was a p p l i e d  w i t h i n  t h e  s t a t u t o r y  

a u t h o r i t y  of  t h e  PSC, and was s u p p o r t e d  by s u b s t a n t i a l  e v i d e n c e ,  

and  ( 2 )  t h a t  t h e  "NARUC" t a x  a d j u s t m e n t  was w i t h i n  t h e  s t a t u t o r y  

a u t h o r i t y  of  t h e  PSC and was s u p p o r t e d  by s u b s t a n t i a l  e v i d e n c e .  



Mounta in  B e l l  a p p e a l e d  from t h e  judgment  of t h e  D i s t r i c t  

C o u r t ,  abandon ing  t h e  i s s u e  of t h e  "NARUC" t a x  a d j u s t m e n t .  

The sole i s s u e  on a p p e a l  is t h e  l e g a l i t y  of PSC1s " d o u b l e  

l e v e r a g e ' '  a d j u s t m e n t  i n  d e t e r m i n i n g  t h e  cost of c a p i t a l  i n  

Moun ta in  B e l l ' s  r a te  b a s e .  

B e f o r e  c o n s i d e r i n g  t h e  a rgumen t s  of  Mountain  B e l l ,  a n  

u n d e r s t a n d i n g  of t h e  c a p i t a l  s t r u c t u r e  of  Mountain  B e l l  and i t s  

p a r e n t  company, AT&T is n e c e s s a r y .  The "doub le  l e v e r a g e "  

a d j u s t m e n t ,  as a p p l i e d  h e r e ,  is p remised  on t h e  PSC1s con- 

s i d e r a t i o n  of  t h e  p a r e n t - s u b s i d i a r y  f i n a n c i a l  r e l a t i o n s h i p  and 

i t s  e f f e c t  on t h e  c o s t  of c a p i t a l  i n  Mounta in  B e l l ' s  r a t e  b a s e .  

I t  is a b a s i c  p r i n c i p l e  of u t i l i t y  r e g u l a t i o n  t h a t  a u t i -  

l i t y  is e n t i t l e d  to  r e c e i v e  a f a i r  and r e a s o n a b l e  ra te  of r e t u r n  

o n  i t s  i n v e s t m e n t  i n  p l a n t  and equ ipmen t  used to p r o v i d e  i t s  ser- 

v i c e s  to  t h e  p u b l i c .  I n  d e t e r m i n i n g  a f a i r  and r e a s o n a b l e  r a t e  

o f  r e t u r n ,  it is n e c e s s a r y  to d e t e r m i n e  what  it costs t h e  u t i l i t y  

t o  s e c u r e  t h e  r e q u i r e d  c a p i t a l  t o  f i n a n c e  i t s  o p e r a t i o n s .  T h i s  

" c o s t  o f  c a p i t a l "  a p p r o a c h  to u t i l i t y  r a t e m a k i n g  i n v o l v e s  d e t e r -  

m i n i n g  t h e  c o m p o s i t e  c o s t  of  t h e  s e v e r a l  t y p e s  of t h e  u t i l i t y ' s  

c a p i t a l ,  p r o p e r l y  w e i g h t e d  on t h e  b a s i s  of  a n  a p p r o p r i a t e  c a p i t a l  

s t r u c t u r e .  N e w  England T e l e p h o n e  & T e l e g r a p h  Co .  v .  P u b l i c  

U t i l i t y  Commission (1978  ), Me. , 390 A.2d 8, 32 .  The 

" c o s t  o f  c a p i t a l "  i n v o l v e s  n o t  o n l y  t h e  i n t e r e s t  t h e  u t i l i t y  m u s t  

p a y  on i t s  borrowed c a p i t a l  ( d e b t ) ,  b u t  a l s o  t h e  cost of 

a t t r a c t i n g  p u r c h a s e r s  o f  i t s  common s t o c k  ( e q u i t y ) .  A r e g u l a t o r y  

commiss ion  s u c h  as t h e  PSC m u s t  a u t h o r i z e  u t i l i t y  rates s u f f i c i e n t  

t o  c o v e r  t h e  u t i l i t y ' s  cost of  d e b t  and cost  of  e q u i t y ,  b u t  no 

more, o r  t h e  u t i l i t y ' s  c u s t o m e r s  w i l l  be p a y i n g  e x c e s s i v e  ra tes  

f o r  t h e  s e r v i c e s  t h e  u t i l i t y  p r o v i d e s .  

I n  t h i s  case Mounta in  B e l l ' s  c a p i t a l  s t r u c t u r e  as 

r e f l e c t e d  i n  i t s  books i n d i c a t e s  t h a t  it is funded 44.65% b y  

bor rowed  f u n d s  ( d e b t )  and  55.35% b y  sa le  of i t s  common s t o c k  

( e q u i t y ) .  Because  Mounta in  B e l l  is p a r t i a l l y  f i n a n c e d  by d e b t  



and p a r t i a l l y  f i n a n c e d  by e q u i t y ,  Mountain  B e l l ' s  common 

s t o c k h o l d e r s  a r e  s a i d  to be " l e v e r a g e d "  t o  t h e  e x t e n t  t h a t  t h e  

c o s t  o f  i t s  d e b t  is less t h a n  t h e  ( w e i g h t e d )  c o s t  of i t s  c a p i t a l .  

I n  o t h e r  words ,  Mountain  B e l l  's  common s t o c k h o l d e r s  a r e  

" l e v e r a g e d "  because  Mountain  B e l l  is pay ing  less  i n t e r e s t  on i t s  

borrowed f u n d s  t h a n  t h e  r e t u r n  it  makes on t h e  use  of i t s  

borrowed f u n d s .  T h i s  is l e v e r a g e  #l. 

But  i n  t h i s  c a s e  t h e r e  is a  second  or "doub le  l e v e r a g e "  

e n  joyed by t h e  common s t o c k h o l d e r s  of AT&T a r i s i n g  o u t  of t h e  

p a r e n t - s u b s i d i a r y  r e l a t i o n s h i p  between AT&T and Mountain  B e l l .  

When t h i s  c a s e  was h e a r d  by t h e  PSC, ATbT owned 88.55% o f  t h e  

common s t o c k  of Mountain  B e l l ,  w i t h  t h e  b a l a n c e  be ing  h e l d  by 

m i n o r i t y  s t o c k h o l d e r s .  Thus t h e  common s t o c k h o l d e r s  of AT&T a r e  

" d o u b l e  l e v e r a g e d " :  f i r s t ,  b e c a u s e  t h e  c o s t  of d e b t  i n  A T & T 1 s  

c a p i t a l  s t r u c t u r e  is less t h a n  t h e  r e t u r n  it makes on t h e  u se  of 

i t s  borrowed f u n d s ;  and second because  it d e r i v e s  t h e  b e n e f i t  of 

s i m i l a r  l e v e r a g e  i n  Mountain  B e l l ' s  own c a p i t a l  s t r u c t u r e  by 

r e a s o n  of i t s  88.55% o w n e r s h i p  of Mountain  B e l l ' s  common s t o c k .  

The PSC found t h a t  i f  t h e  " c o s t  of c a p i t a l "  i n  Mountain  

B e l l ' s  r a t e  ba se  was c o n s i d e r e d  i n  i s o l a t i o n  w i t h o u t  r e g a r d  t o  

t h e  "doub le  l e v e r a g e "  en joyed  by A T & T 8 s  common s t o c k h o l d e r s ,  it 

would r e s u l t  i n  a n  e x c e s s i v e  r e t u r n  to AT&T' s common s t o c k h o l d e r s  

a t  t h e  expense  of Montana u t i l i t y  r a t e p a y e r s .  To correct t h i s  

i n e q u i t y ,  t h e  PSC a p p l i e d  a  "double  l e v e r a g e "  a d j u s t m e n t  i n  

d e t e r m i n i n g  t h e  " c o s t  of c a p i t a l "  i n  Mountain  B e l l ' s  r a t e  b a s e .  

I n  summary form,  t h e  PSC a p p l i e d  t h e  "doub le  l e v e r a g e "  

a d j u s t m e n t  i n  t h i s  manner: 

(1) PSC d e t e r m i n e d  t h a t  t h e  c a p i t a l  s t r u c t u r e  of Mounta in  

B e l l  was composed of 45.65% d e b t  (bor rowed f u n d s )  and 55.35% 

e q u i t y  (common s t o c k )  a s  r e f l e c t e d  i n  i ts books.  

( 2 )  PSC d e t e r m i n e d  t h a t  an  11 .25% r e t u r n  on t h e  c a p i t a l  

i n v e s t e d  i n  Mountain  B e l l  was a  f a i r  and r e a s o n a b l e  r a t e  of 

r e t u r n .  



( 3 )  PSC d e t e r m i n e d  t h a t  i f  ~ o u n t a i n  B e l l  had been  funded  

i n  t h e  open marke t  t h e  we igh t ed  c o s t  of  Mounta in  B e l l  I s  c a p i t a l  

would have  been  9 .473 ,  f i g u r e d  as f o l l o w s :  
Weigh ted  

Type o f  C a p i t a l  -- % o f  C a p i t a l i z a t i o n  Cost - -  C o s t  

Debt  44.65% X 7.26% = 3.24% 

Common S t o c k  55.35% X 11.25% = 6.23% 
100.00% 9.47% 

( 4 )  PSC d e t e r m i n e d  t h a t  88.55% o f  Mounta in  B e l l ' s  e q u i t y  

is  owned by AT&T whose we igh t ed  cost o f  c a p i t a l  is 9.86% 

f i g u r e d  as f o l l o w s :  
Weigh ted  

Type o f  C a p i t a l  -- % o f  C a p i t a l i z a t i o n  C o s t  - - Cost 

Debt  23.1% X 6.47% = 1 .49% 

P r e f e r r e d  S t o c k  8 .0% X 7 .82% = . 63% 

Common S t o c k  

( 5 )  PSC d e t e r m i n e d  t h a t  88.55% o f  Mountain  B e l l ' s  e q u i t y  

s h o u l d  be s o u r c e d  to  AT&T b e c a u s e  it owned 88.55% o f  Mounta in  

B e l l ' s  s t o c k ;  and AT&Tts  cost of c a p i t a l  of  9.86% s h o u l d  be 

a p p l i e d  t o  s u c h  88.55%. The r e m a i n i n g  11 .45% o f  Mounta in  B e l l ' s  

e q u i t y  h e l d  by m i n o r i t y  s t o c k h o l d e r s  was a l l o w e d  a c a p i t a l  cost  

( 6 )  PSC d e t e r m i n e d  t h a t  t h e  c o m p o s i t e  we igh t ed  cost  of 

c a p i t a l  to Mounta in  B e l l  was 8.78% b a s e d  on t h e  f o l l o w i n g  

c o m p u t a t i o n  : 
Weighted  

Type o f  C a p i t a l  -- - -  % o f  C a p i t a l i z a t i o n  Cost C o s t  

Debt  44.65 X 7.26% = 3.24% 

E q u i t y  s u p p l i e d  by AT&T 49 .01  X 9.86% = 4.83% 
( 8 8 . 5 5 %  x 5 5 . 3 5 % )  

E q u i t y  s u p p l i e d  by 
m i n o r i t y  s t o c k h o l d e r s  

The u s e  of 8 .78% as  t h e  we igh t ed  cost of  c a p i t a l  of 

Moun ta in  B e l l  w i l l  r e s u l t  i n  a r e t u r n  of 10 .01% t o  i ts  m i n o r i t y  

s t o c k h o l d e r s  r a t h e r  t h a n  t h e  11 .25% found  to be a f a i r  and 

r e a s o n a b l e  r e t u r n  by t h e  PSC. The D i s t r i c t  C o u r t  h e l d  t h i s  i ne -  

q u i t y  was t h e  r e s u l t  of  t h e  c a p i t a l  s t r u c t u r e  of AT&T and 



Mountain  B e l l  r a t h e r  t h a n  t h e  PSC's r a t e  o r d e r .  The D i s t r i c t  

C o u r t  p o i n t e d  o u t  t h a t  t h e  PSC's f u n c t i o n  was f u l f i l l e d  when it 

e s t a b l i s h e d  a f a i r  and r e a s o n a b l e  r a t e  of r e t u r n  on t h e  u t i l i t y ' s  

i n v e s t m e n t  r e g a r d l e s s  of  how t h e  u t i l i t y ' s  management d i s t r i b u t e d  

t h a t  r e t u r n  among i ts  s t o c k h o l d e r s .  

Mounta in  B e l l  a d v a n c e s  t h r e e  p r i n c i p a l  a r g u m e n t s  a g a i n s t  

t h e  PSC1s a p p l i c a t i o n  of  t h e  "doub le  l e v e r a g e "  a d j u s t m e n t  i n  

d e t e r m i n i n g  t h e  cost of  c a p i t a l  i n  Mounta in  B e l l ' s  r a te  b a s e :  

(1) t h a t  it is n o t  s u p p o r t e d  by s u b s t a n t i a l  e v i d e n c e ,  ( 2 )  t h a t  

t h e  " d o u b l e  l e v e r a g e "  a d j u s t m e n t  as a p p l i e d  by t h e  PSC is incon-  

s i s t e n t  w i t h i n  i t s e l f ,  i g n o r i n g  t h e  v e r y  p r i n c i p l e s  on  which it 

is b a s e d ,  and ( 3 )  it is p remised  on a d i s r e g a r d  of a p p l i c a b l e  law 

i n  t h a t  t h e  m i n o r i t y  s t o c k h o l d e r s  w i l l  n o t  r e c e i v e  t h e  r e t u r n  on 

t h e i r  i n v e s t m e n t  found t o  be f a i r  and r e a s o n a b l e  by t h e  PSC. 

A t  t h e  o u t s e t  w e  n o t e  t h a t  Mountain  B e l l ' s  t h i r d  a rgumen t  

is now moot .  The m i n o r i t y  s t o c k h o l d e r ' s  i n t e r e s t s  i n  Mounta in  

B e l l  have  been  p u r c h a s e d  by AT&T. Mounta in  B e l l  is now a  who l ly -  

owned s u b s i d i a r y  of  AT&T. 

Moun ta in  B e l l  c o n t e n d s  f i r s t  t h a t  PSC's u se  of t h e  " d o u b l e  

l e v e r a g e "  a d j u s t m e n t  mus t  be s e t  a s i d e  as u n s u p p o r t e d  by s u b s t a n -  

t i a l  e v i d e n c e .  Mounta in  B e l l  u r g e s  t h a t  t h e  u n c o n t r a d i c t e d  e v i -  

d e n c e  shows t h a t  Mountain  B e l l ' s  c a p i t a l  s t r u c t u r e  a p p r o p r i a t e l y  

c o n s i s t s  o f  44.65% d e b t ,  b u t  by u se  of t h e  "doub le  l e v e r a g e "  

a d j u s t m e n t ,  t h e  PSC r a i s e d  Mounta in  B e l l ' s  d e b t  r a t i o  to 55 .99%,  

w i t h o u t  an  a n a l y s i s  of t h e  e f f e c t  on t h e  c o s t  of e q u i t y .  The 

a d d i t i o n  of  11 .34% d e b t  i n t o  t h e  c a p i t a l  s t r u c t u r e  mus t  be accm- 

p a n i e d  by a change  i n  t h e  cost  of e q u i t y ,  i n  o r d e r  t o  p r o v i d e  a 

r e t u r n  t o  e q u i t y  r e f l e c t i n g  t h e  i n c r e a s e d  r i s k .  The r e s u l t  is a 

s u b s t a n t i a l  u n d e r s t a t e m e n t  of  Mountain  B e l l ' s  r evenue  

r e q u i r e m e n t s - - a  r e s u l t  which is c o n t r a r y  to t h e  f i n a n c i a l  p r i n -  

c i p l e s  r e l i e d  on by t h e  p a r t i e s ,  a c c o r d i n g  to Mountain  B e l l .  

The e v i d e n c e  p r e s e n t e d  by t h e  PSC e s t a b l i s h e d  to t h e  

s a t i s f a c t i o n  of  t h e  d i s t r i c t  judge t h a t  t h e  "doub le  l e v e r a g e "  



a d j u s t m e n t  w a s  based  on s u b s t a n t i a l  e v i d e n c e .  The D i s t r i c t  C o u r t  

f ound  t h a t  t h e  d o u b l e  l e v e r a g e  a d j u s t m e n t  s i m p l y  e s t a b l i s h e d  t h e  

t r u e  cost of  t h a t  p o r t i o n  of  Mounta in  B e l l ' s  e q u i t y  (common 

s t o c k )  a t t r i b u t a b l e  to  AT&T's f i n a n c i n g  ( 8 8 . 5 5 % ) .  The PSC 

e s t a b l i s h e d  9 .86% as  t h e  t r u e  cost by we igh ing  t h e  t h r e e  a s s o -  

c i a t e d  costs making up AT&T1s c a p i t a l  s t r u c t u r e - - d e b t ,  p r e f e r r e d  

s t o c k  and common s t o c k .  C o n t r a r y  to what  Mountain  B e l l  a s s e r t e d ,  

t h i s  a d j u s t m e n t  d i d  n o t  i n f u s e  a d d i t i o n a l  d e b t  i n t o  Mounta in  

B e l l ' s  c a p i t a l  s t r u c t u r e .  The e a r n i n g s  of Mountain  B e l l  w i l l  be 

s u b j e c t  t o  t h e  same d e b t  o b l i g a t i o n s  r e g a r d l e s s  of t h e  s o u r c e  of  

t h e  e q u i t y  i n v e s t m e n t .  T h e r e  is no i n c r e a s e  i n  t h e  f i n a n c i a l  

r i s k  n o r  any  change  i n  t h e  p r i o r i t y  of  t h e  Mountain  B e l l  s t o c k -  

h o l d e r s '  claim t o  t h e  assets  o r  income of  Mountain  B e l l .  

T h e r e f o r e ,  t h e  Mountain  B e l l  s t o c k h o l d e r s  are n o t  e n t i t l e d  t o  a 

g r e a t e r  ra te  of  r e t u r n  b e c a u s e  t h e  r i s k  of t h e  s t o c k h o l d e r s  h a s  

n o t  been  i n c r e a s e d .  Here t h e  r e t u r n  to  t h e  s t o c k h o l d e r s  of 

Moun ta in  B e l l  c a p i t a l  is i n £  l u e n c e d  b e c a u s e  t h e  c a p i t a l  s t r u c t u r e  

o f  t h e  c o n s o l i d a t e d  B e l l  Sys t em h a s  v a r y i n g  amounts  of d e b t  i n  

t h e  c a p i t a l  s t r u c t u r e  o f  b o t h  AT&T and Mounta in  B e l l ,  n o t  b e c a u s e  

t h e  "doub le  l e v e r a g e "  a d j u s t m e n t  h a s  i n c r e a s e d  t h e  r i s k  to 

s t o c k h o l d e r s  i n  Mounta in  B e l l .  

W e  n o t e  t h a t  t h e  "doub le  l e v e r a g e "  a d j u s t m e n t  h a s  p r e -  

v i o u s l y  been  r e c o g n i z e d  by r e g u l a t o r y  commiss ions  i n  s i t u a t i o n s  

i n v o l v i n g  a p a r e n t  and a wholly-owned s u b s i d i a r y :  R e  G e n e r a l  

T e l e p h o n e  Company of  W i s c o n s i n  ( 1 9 6 0 ) ,  34 PUR3d 497,  515-519; 

R e  Hawkeye S t a t e  T e l e p h o n e  C o .  ( 1 9 7 4 ) ,  2  PUR4th 166 ,  180-181; R e  

U n i t e d  Te l ephone  C o .  o f  N e w  J e r s e y  ( 1 9 7 4 ) ,  2  PUR4th 299,  307-310; 

R e  M i d s t a t e  T e l e p h o n e  C o . ,  I n c .  ( 1 9 7 5 ) ,  1 0  PUR4th 88,  95-96; R e  

C o n t i n e n t a l  T e l e p h o n e  C o .  o f  Minneso t a ,  I n c .  ( 1 9 7 6 ) ,  1 4  PUR4th 

310,  315-317; Re B l a c k s t o n e  V a l l e y  E lec t r i c  Company ( 1 9 7 8 ) ,  24 

PUR4th 309,  321-323. I t  h a s  been  r e c o g n i z e d  b u t  d e n i e d  a p p l i c a -  

t i o n  i n  t h e  o n l y  a p p e l l a t e  d e c i s i o n  c i t e d  i n v o l v i n g  a  p a r e n t  cor- 

p o r a t i o n  owning 86% o f  t h e  s t o c k  of  t h e  s u b s i d i a r y .  N e w  England 



T e l e p h o n e  & T e l e g r a p h  C o .  v .  P u b l i c  U t i l i t i e s  Commission,  s u p r a ,  

Me. , 389 A.2d a t  39-43. T h a t  c a s e  is c l e a r l y  

d i s t i n g u i s h a b l e ,  i n  t h a t  t h e  MaiwCommission f a i l e d  to  ade- 

q u a t e l y  c o n s i d e r  t h e  e f f e c t  of  "doub le  l e v e r a g e "  on b o t h  t h e  

m a j o r i t y  and m i n o r i t y  s h a r e h o l d e r s  so as t o  e n a b l e  t h e  c o u r t  t o  

d e t e r m i n e  t h e  r e a s o n a b l e n e s s  of t h e  r e s u l t ;  a d d i t i o n a l l y  t h e  

method o f  a p p l y i n g  d o u b l e  l e v e r a g e  by t h e  MaineCommission was n o t  

s u p p o r t e d  by s u b s t a n t i a l  e v i d e n c e  and was i n c o n s i s t e n t  w i t h  t h e  

Commiss ion ' s  own d e c l a r a t i o n  c o n c e r n i n g  t h e  "doub le  l e v e r a g e "  

c o n c e p t .  None of t h e s e  f a c t o r s  is p r e s e n t  i n  t h e  i n s t a n t  case. 

The D i s t r i c t  C o u r t  found t h a t  " t h e  a p p l i c a t i o n  of  ' d o u b l e  

l e v e r a g e '  d o e s  n o t  c a u s e  a n  i n c r e a s e  i n  f i n a n c i a l  r i s k  and t h e r e  

is ,  t h e r e f o r e ,  no i n c r e a s e  i n  t h e  c o s t  of  e q u i t y "  and " t h e r e  

b e i n g  no change  i n  p r i o r i t i e s  [ t h e  p r i o r i t y  of  c l a i m s  of  Mounta in  

B e l l  s t o c k h o l d e r s  to t h e  a s s e t s  and income of Mounta in  B e l l ]  

t h e r e  is no change  i n  f i n a n c i a l  r i s k  and no change  i n  t h e  cost of  

e q u i t y .  " ( B r a c k e t e d  material i n s e r t e d .  ) 

W e  h o l d  t h a t  t h e  PSC's o r d e r  w a s  l a w f u l  and was s u p p o r t e d  

by  s u b s t a n t i a l  e v i d e n c e .  A c c o r d i n g l y ,  w e  af  f  i r m  t h e  D i s t r i c t  

C o u r t  on t h i s  i s s u e  m i n d f u l  o f  o u r  role i n  r e v i e w i n g  cases u n d e r  

t h e  Montana P u b l i c  U t i l i t i e s  A c t  ( s e c t i o n s  69-3-401, MCA e t  

s e q .  ) .  

Our r e v i e w  i n  u t i l i t y  r a t e  cases is l i m i t e d  to d e t e r m i n i n g  

w h e t h e r  t h e  PSC o r d e r  (1) e x c e e d s  t h e  c o n s t i t u t i o n a l  or  s t a t u t o r y  

powers  o f  t h e  PSC o r  ( 2 )  is  based  upon a  m i s t a k e  of l a w .  Cascade  

County  Consumer 's  Ass ' n  v. PSC ( 1 9 6 4 ) ,  1 4 4  Mont. 169 ,  192 ,  394 

P.2d 856,  868.  The Commission is t h e  judge  of t h e  f a c t s  and t h e  

c o u r t  o n l y  d e c i d e s  q u e s t i o n s  of  l a w .  N e w  England T e l e p h o n e  & 

T e l e g r a p h  C o .  v .  P u b l i c  U t i l i t i e s  Commission,  s u p r a ,  M e .  I 

390 A.2d a t  15 .  I n  d e c i d i n g  q u e s t i o n s  of  l a w ,  t h i s  C o u r t  may 

d e t e r m i n e  w h e t h e r  t h e  PSC a c t e d  a r b i t r a r i l y  and u n r e a s o n a b l y  

w i t h o u t  s u f f i c i e n t  e v i d e n c e  to s u p p o r t  i ts f i n d i n g s ,  o r  e x e r c i s e d  

i t s  a u t h o r i t y  u n r e a s o n a b l y ,  o r  set  t h e  u t i l i t y  rates s o  l o w  t h a t  



t h e y  a r e  con£ i s c a t o r y  and d e p r i v e  t h e  u t i l i t y  of  i t s  p r o p e r t y  

w i t h o u t  due p r o c e s s  o f  l a w .  Cascade  County Consumers A s s ' n  v. 

PSC, s u p r a .  T h i s  C o u r t  on a p p e a l  c a n n o t  s u b s t i t u t e  i ts  judgment  

f o r  t h a t  o f  t h e  PSC. S t a t e  v. P u b l i c  S e r v i c e  Comm. ( 1 9 5 7 ) ,  

1 3 1  Mont. 272,  280-281, 309 P.2d 1035 ,  1040 .  

Moun ta in  B e l l  n e x t  c o n t e n d s  t h a t  t h e  " d o u b l e  l e v e r a g e "  

a d j u s t m e n t  a p p l i e d  by t h e  PSC is i n c o n s i s t e n t  w i t h  i t s e l f  and 

u n d e r s t a t e s  Mounta in  B e l l ' s  r e v e n u e  r e q u i r e m e n t s  i n  p a r t  by 

i g n o r i n g  t h e  p r i n c i p l e s  on which t h e  "doub l e  l e v e r a g e "  ad j u s t m e n t  

is b a s e d .  Mounta in  B e l l  a r g u e s  t h a t  t h e  p r i n c i p l e  on which t h e  

" d o u b l e  l e v e r a g e "  a d j u s t m e n t  is based  is t h a t  t h e  s o u r c e  of f u n d s  

d e t e r m i n e s  i ts  c o s t ;  t h a t  t h e  PSC a p p l i e d  i t s  "doub l e  l e v e r a g e "  

a d j u s t m e n t  t o  r e t a i n e d  e a r n i n g s  a s  w e l l  as t o  p a i d - i n  c a p i t a l  of  

Moun ta in  B e l l ;  t h a t  PSC m i s a p p l i e d  t h e  p r i n c i p l e  on  which t h e  

" d o u b l e  l e v e r a g e "  a d j u s t m e n t  is based  b e c a u s e  t h e  s o u r c e  of t h e  

r e t a i n e d  e a r n i n g s  is n o t  AT&T b u t  t h e  a s s e t s ,  income,  and c a p i t a l  

s t r u c t u r e  o f  Mounta in  B e l l ;  i n  s o  d o i n g  PSC s o u r c e d  88 .55% o f  

Moun ta in  B e l l ' s  r e t a i n e d  e a r n i n g s  to AT&T and a p p l i e d  AT&TVs  

o v e r a l l  c o s t  o f  c a p i t a l  to t h o s e  r e t a i n e d  e a r n i n g s .  T h i s  is 

i n c o n s i s t e n t  w i t h  t h e  p r i n c i p l e  t h a t  t h e  s o u r c e  of f u n d s  d e t e r -  

m i n e s  i ts  c o s t ,  is u n s u p p o r t e d  by any e v i d e n c e ,  and is t o t a l l y  

a r b i t r a r y  and i l l o g i c a l ,  a c c o r d i n g  t o  Mounta in  B e l l .  

The PSC a r g u e d  t o  t h e  D i s t r i c t  C o u r t  t h a t  t h e  t r u e  s o u r c e  

and  u l t i m a t e  d e s t i n a t i o n  of 88.55% o f  Mounta in  B e l l ' s  r e t a i n e d  

e a r n i n g s  is AT&T. The c o s t  o f  c a p i t a l  a s s o c i a t e d  w i t h  88 .55% o f  

Moun ta in  B e l l ' s  r e t a i n e d  e a r n i n g s  is 9.86% ( t h e  c o s t  of  c a p i t a l  

t o  AT&T) b e c a u s e  t h a t  is t h e  cost of c a p i t a l  a s s o c i a t e d  w i t h  t h a t  

p o r t i o n  of Mounta in  B e l l  I s  o p e r a t i n g  a s s e t s  t h a t  g e n e r a t e d  t h o s e  

r e t a i n e d  e a r n i n g s .  I f  Mounta in  B e l l  r e t a i n s  a p o r t i o n  of i t s  

e a r n i n g s  t h e s e  a r e  no less  t h e  c a p i t a l  of  AT&T t h a n  p a i d - i n  

c a p i t a l .  PSC f u r t h e r  emphas i zed  t h a t  no c o u r t  o r  commiss ion  h a s  

a c c e p t e d  Mounta in  B e l l ' s  a rgumen t  t h a t  t h e  s o u r c e  of r e t a i n e d  ear- 

n i n g s  is t h e  s u b s i d i a r y  and n o t  t h e  p a r e n t  which c o n t r o l s  i t s  



s t o c k ,  o r  t h a t  a d i s t i n c t i o n  s h o u l d  be made be tween  cost of c a p i -  

t a l  a t t r i b u t a b l e  to  p a i d - i n  c a p i t a l  and t h a t  a t t r i b u t a b l e  to 

r e t a i n e d  e a r n i n g s .  

Consumer Counse l  a g r e e d  t h a t  t h e  r e t a i n e d  e a r n i n g s  are 

a r e i n v e s t m e n t  by t h e  s t o c k h o l d e r s  of Mountain  B e l l  i n  t h e  

company. Consumer Counse l  p o i n t e d  o u t  t h a t  b e f o r e  Mounta in  B e l l ' s  

b o a r d  o f  d i r e c t o r s  ( c o n t r o l l e d  by AT&T b y  r e a s o n  of i ts  m a j o r i t y  

s t o c k  o w n e r s h i p )  e v e r  r e t a i n e d  p a r t  of i ts  e a r n i n g s  t h e y  were 

a v a i l a b l e  to  Mounta in  B e l l  's s t o c k h o l d e r s  as d i v i d e n d s .  Thus  t h e  

s o u r c e  of  88.55% o f  Mountain  B e l l ' s  r e t a i n e d  e a r n i n g s  is AT&T 

which  h a s  c o m p l e t e  c o n t r o l  o v e r  Mountain  B e l l  's board  of 

d i r e c t o r s  and t h u s  c o m p l e t e  c o n t r o l  o v e r  w h e t h e r  i t s  e a r n i n g s  are 

r e t a i n e d  by Mountain  B e l l  or  p a i d  o u t  as d i v i d e n d s .  A c c o r d i n g l y ,  

t h e  PSC p r o p e r l y  i n c l u d e d  r e t a i n e d  e a r n i n g s  i n  t h e  e q u i t y  i n v e s t -  

men t  o f  AT&T i n  Mountain  B e l l  and a p p l i e d  AT&T1s c o s t  of c a p i t a l  

t o  i ts e n t i r e  e q u i t y  i n v e s t m e n t  i n  Mounta in  B e l l .  

The D i s t r i c t  C o u r t  a d o p t e d  t h e  r e a s o n i n g  of B a s i l  L .  

Cope l and ,  Jr.  i n  h i s  a r t i c l e  "Double L e v e r a g e  One More Time," 

100  P u b l i c  U t i l i t i e s  F o r t n i g h t l y  1 9 ,  i n  f i n d i n g  i n  f a v o r  of t h e  

PSC: 

" . . . t h e  cost of  e q u i t y  is t h e  same w h e t h e r  
t h e  e q u i t y  was r a i s e d  i n  t h e  c a p i t a l  m a r k e t  o r  
e x i s t s  i n  t h e  fo rm of  r e t a i n e d  e a r n i n g s .  I f  a  
s u b s i d i a r y  r e t a i n s  a p o r t i o n  of i t s  e a r n i n g s ,  
t h e  e a r n i n g s  it r e t a i n s  are no less t h e  c a p i t a l  
o f  t h e  p a r e n t  t h a n  t h e  c a p i t a l  r e c o r d e d  on i t s  
a c c o u n t s  a s  ' p a i d  i n ' ! "  

The D i s t r i c t  C o u r t  h e l d  t h a t  b e c a u s e  r e t a i n e d  e a r n i n g s  are  t h e  

p r o p e r t y  of  t h e  e q u i t y  owner (AT&T t o  t h e  e x t e n t  of i ts  88.55% 

o w n e r s h i p  o f  Mountain  B e l l ' s  common s t o c k )  it had a c l a i m  a g a i n s t  

88 .55% of Mountain  B e l l ' s  r e t a i n e d  e a r n i n g s .  T h e r e f o r e  t h e  PSC 

c o r r e c t l y  a p p l i e d  i t s  " d o u b l e  l e v e r a g e "  a d j u s t m e n t  i n  o r d e r  to 

r e f l e c t  t h e  t r u e  cost of  c a p i t a l  a s s o c i a t e d  w i t h  t h a t  p o r t i o n  of 

Moun ta in  B e l l ' s  r e t a i n e d  e a r n i n g s  a t t r i b u t a b l e  to t h e  p a r e n t  

The r e c o r d  i n  t h i s  case shows s u b s t a n t i a l ,  t hough  



con£ l i c t i n g ,  e v i d e n c e  s u p p o r t i n g  t h e  PSC's a p p l i c a t i o n  of t h e  

" d o u b l e  l e v e r a g e "  a d j u s t m e n t .  The d i s t r i c t  judge based  h i s  f i n -  

d i n g s  on t h a t  e v i d e n c e ,  and w e  w i l l  n o t  o v e r t u r n  him. 

I n  sum, t h e  D i s t r i c t  C o u r t  h e l d  t h a t  PSC1s c o n c e r n  w a s  to 

d e t e r m i n e  a ra te  b a s e  which r e p r e s e n t s  t h e  t o t a l  i n v e s t m e n t  i n  

p r o p e r t y  used and u s e f u l  i n  r e n d e r i n g  u t i l i t y  s e r v i c e s  and to 

m u l t i p l y  t h a t  by a r a t e  of r e t u r n  s u f f i c i e n t  t o  g e n e r a t e  enough 

e a r n i n g s  t o  make t h e  r e t u r n  on i n v e s t m e n t  f a i r  and r e a s o n a b l e .  

The D i s t r i c t  C o u r t  f u r t h e r  h e l d  t h a t  PSC f u n c t i o n  is f u l f i l l e d  

when it d e t e r m i n e s  s u c h  t o t a l  i n v e s t m e n t  and a ra te  of r e t u r n  

which  w i l l  a f  f o r d  a r e a s o n a b l e  r e t u r n  on t h a t  i n v e s t m e n t  . 
T h i s  is a correct s t a t e m e n t  and t h e  e v i d e n c e  shows t h a t  

t h e  PSC a c t e d  r e a s o n a b l y  and w i t h i n  t h e  bounds of t h e  l a w .  

I t  would a p p e a r  t h a t  t h e  PSC a p p l i e d  t h e  "doub le  l e v e r a g e "  

a d j u s t m e n t  i n  o r d e r  t o  p r o t e c t  Montana r a t e p a y e r s  from p a y i n g  

e x c e s s i v e  u t i l i t y  ra tes .  A f a i r  o v e r a l l  r a t e  of r e t u r n  to a l l  

s t o c k h o l d e r s  on t h e i r  i n v e s t m e n t  was f i x e d  and d e t e r m i n e d ,  b u t  

b e c a u s e  t h e  c a p i t a l  s t r u c t u r e  of  AT&T a f f o r d e d  d o u b l e  l e v e r a g e  to 

t h e  common s t o c k h o l d e r s  of  AT&T t h e i r  r a t e  of r e t u r n  on t h e i r  

i n v e s t m e n t  i n  Mountain  B e l l  would a lways  be g r e a t e r  t h a n  t h e  

m i n o r i t y  s t o c k h o l d e r s  i n  Mountain  B e l l  r e g a r d l e s s  of wha t  r a t e  of 

r e t u r n  m i g h t  be a d o p t e d  by t h e  PSC. T h i s  d i s c r e p a n c y  is  

i n h e r e n t  i n  t h e  c a p i t a l  s t r u c t u r e  of  t h e  p a r e n t  AT&T v i s - a - v i s  

t h e  c a p i t a l  s t r u c t u r e  of  t h e  s u b s i d i a r y  Mountain  B e l l .  T h i s  

c a p i t a l  s t r u c t u r e  was d e t e r m i n e d  by t h e  management of  t h e  two 

compan ie s ,  n o t  by t h e  ra te  o r d e r  of  t h e  PSC. The PSC1s f u n c t i o n  

was f u l f i l l e d  when it e s t a b l i s h e d  a f a i r  and r e a s o n a b l e  r e t u r n  on 

Moun ta in  B e l l ' s  i n v e s t m e n t  i n  p l a n t  and equ ipmen t  used and u s e f u l  

i n  f u r n i s h i n g  i t s  s e r v i c e s  to t h e  p u b l i c .  I t  is a  f u n c t i o n  of 

management to d i s t r i b u t e  t h a t  r e t u r n  t o  i t s  s t o c k h o l d e r s  and i f  

Moun ta in  B e l l ' s  c a p i t a l  s t r u c t u r e  p r e v e n t s  a n  e q u i t a b l e  

d i s t r i b u t i o n ,  t h i s  is n o t  t h e  f a u l t  of t h e  PSC. To g u a r a n t e e  t h e  

m i n o r i t y  s t o c k h o l d e r s  t h e  11.25% r e t u r n  found to be f a i r  and 



r e a s o n a b l e  by t h e  PSC would r e s u l t  i n  a n  u n c o n s c i o n a b l e  and 

e x c e s s i v e  r e t u r n  of  14 .26% t o  AT&T common s t o c k h o l d e r s  a t  t h e  

e x p e n s e  o f  Montana r a t e p a y e r s ,  a l l  because  of t h e  c a p i t a l  s t r u c -  

t u r e  o f  t h e  two companies .  T h i s  i n e q u i t y  w i l l  n o t  r e c u r  i n  t h e  

f u t u r e  as Mountain  B e l l  is now a  wholly-owned s u b s i d i a r y  of AT&T 

w i t h  no m i n o r i t y  s t o c k h o l d e r s  i n  Mountain  B e l l .  

A f f i r m e d .  

Ch ie f  J u s t i c e  

Hon. % a r k  S u l l i v a n ,  s i t t i n g  i n  
p l a c e  o f  M r .  J u s t i c e  Shea  who deems 
h i m s e l f  d i s q u a l i f i e d .  


