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SOME ASPECTS OF PUBLIC UTILITY' FINANCE DURING THE W~q

All of us. know that the coming of war has materially affected the eco-
nomic status of utility operating companies and that it will strongly in-
flue~ce ~he course of development in the industry. The next step of meas-
uring ana anal~zlng the effect of the impact of the war upon utilities is, ,
o~ course, .much more difficult and reQ.uires, I think, somewhat prophetic
~~ItS. I ao not claim, in undertaking this discussion, possession of such
gifts. Indeed, I realize keenly the difficulty of recognizin~ the control-
ling factors and ascribing to each the weight of influence it exerts in
shaping the composite development. Nevertheless, I would like to explore
with you certain trends in the industry which appear discernible at this
time. You and we have an interest in the creation and maintenance of strons
utility operating companies, and so we can approach these problems from a
common point of view.

As a point of departure, let me briefly sketch some highlights of the
decade prior to the war. During the 1920's, many holding company systems
were assembled on a promotional, speculative basis that resulted in distorted
financial structures, complex and top-heavy capitalizations, and discordant
and uneconomic 6roupings of utility properties. Conse~uently, operatin~
companies in holdins company systems, by and large, were in a decidely weak-
ened condition at the beginning of the pre-war decade. I do not want to
talk about the details of these abuses and evils -- but I do want to note,
in passing, the accomplishments within the industry in the last decade in
strengthenin~ operating companies, in eliminating corporate complexities,
ana in amelioratin~ the harmful effects of the holding company super-struc-
ture above the operating companies.

Charles W. Kellogg of the Edison Electric Institute pointed out recent-
ly tha~ during the six years ended 1930, approximatelY 75~ of the total
funds for construction in the electric utili~y industry came from the sale
of "new money" securities and only 25% from depreciation reserves and "the
reinvestment of earnings. Since 1930, the fi~ures show a revolutionary
chal1ge in the methods of financing new construction in the utility industry.
Our records indicate that, for the years 1930 to 1941. the total volume of
securities sold for "new money" purposes was eClual to less than 20~ of gross
expenditures for new construction, while over 80~ of such expenditures was
financed by funds retained in the business through depreciation accruals,
undistributed net income, amortization of oect discount and expense, and
similar internal items. Stated another way, ~ross additions and betterments
in the electric utili"ty industry exceeded "new money" security issues by
apprOXimately $3,000,000,000. Concretely, this means that investors in
utilities securities enJoy greatly increased asset and earnings coverage.
In many cases, assets in the form of new generatin~ or transmission eQ.uip-
:nent are now reflected on the books in substitution for "watered" asset.s
which prOVided only the illusion of coverage.

In other important respects, the financial practices followed by util-
ity operating companies improved considerably in the 1930's. Depreciation
accruals and depreciation reserves have gone up sharply, although there
still are instances where improvements should be effected. There has been
marked pro~ress in the elimination of inflationary items in asset accounts
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of utility companies. Our staff has estimat~d that operating utility sub-
sidiaries of large h~ld~~g compani~s squeezea out over one-half billion
dollars of' "water" in'~h~ years 1936 to 1940, and in addition, set up re-
serves for future write-~pwns of more than one-quarter billion dollars.
Likewise, many companle~.~have simplified their corporate structures. Ser-
vice charges by holding'companies to their controlled subsidiaries __ which
in the boom days drew over $60,000,000 a year from operating companies __
are now reduced to less than $20,000,000 a year.

Another important factor that was responsible for improving the finan-
cial condition of electric and gas utility companies in the past decade was
the industry-wide refunding program which began in 1935 and continued through
1941. In those seven years electric and gas utility companies issued seven
billion dollars of securities, the bulleof which were issued for refunding
purposes. Most of the refunding issues were sold to take advantage of lower
interest rates and extended maturity dates. While investors in these secur-
ities received lower returns, reflec~ing general trends, they gained from
the fact that in the refunding process indentures were modernized, conflicts
of interest affecting indenture trustees were eliminated, and numerous other
improvements were made in ~he €conomic and protective covenants of the mort-
gage. In some instances of high debt ratios, however, the outstanding debt
should not have been perpetuated in entirety but some portion of it should
have been converted into common stock. This point of view was strongly
urged by the Commission in the well-known El Paso case, where the Commission
also pointed out that over one-half of the total fixed debt of the industry
falls due in the decade 1961-70 and almost forty perc:ent falls due from
1965 to 1969. Experts have suggested that this may constitu~e an undue con-
centration of maturities and a possible future source of trouble to the
utility industry.

During the thirties, tiler", was also a con t.Lnu ed growt.h in the demand
for electric energy and contin~cd improvement in efficiency of operations.
Despite rate reductions, gross revenues for a group of companies, represent-
ing substantially the entire private electric industry, increased at the
rate of about 4~ compounded annually in recent ~ears. For the same group of
companies, depreciation accruals increased from t161,000,OOO in 1932 to
$279,000,000 in 1941, and taxes increased from $201,000,000 in 1932 to
$511,000,000 in 1941. Gross corporate income after taxes remained relatively
stable, varying from a low of 8762,000,000 in 1934 to $889,000,000 in 1940;
interest and amortization of debt discount and expense declined steadily from
$358,000,000 in 1933, the high point for the period, to $303,000,000 in 1941;
net income was $508,000,000 in 1932 from which i~ declined to $391,000,000
in 1934 and then gradually rose to $5~7,000,000 in 1940. That was equiva-
lent in 1940 to a retu;n after preferred dividends of about 7.5% on the
book value of common stock and surplus. Composite figures for 1941 are not
yet available but it may ce assumed that there was a decline in that year

, f'in the amount earned on common stock. It should be noted that the lBures
as to return on the book va Lue of common stOCKS have not been adjusted to
eliminate write-ups or amounts paid in excess of original cost, but do r~-
flect char j.es to income for the amortization of some of such items. ChaJ.r-
man Olds of the Federal Power Commission recently estimated that write-ups
and excess cost items approximate 27~of the total asset carrying va~ues.
This suggests that, at least from the consumer's point of view, utillties,
by and large, in the past have been permitted to earn a generous return on
the actual sums invested in productive property.
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The statements I have made, while general in character, indicate that a
substantial portion of the industry by the end of the decade of 1930 had made
definite progress toward the achievement of a stable condition or had adopted
practices and policies which promised to bring about that result. The force
of international events, which in turn affected the economy of this Nation, was
commencing to be felt by the utility industry by 1940. It became clear that it
was essential for the Nation to marshal its productive capacity in the way best
adapted ~o meet the t~reats and dansers surrounding us. The recognition of
this need brought about extensive consideration of the adequacy of the capacity
of the operating utllity industry. As you recall, there were those who were
convinced that the capacity of the industry had been revealed as inadequate as
the emergency program gathered momentum. On the other hand, some took the point
of view that the capacity of the industry was not only adequate, but adequate
with a safe margin, to accomodate increased demands brought on by a broadened
production program for industry generally. At the same time, utility compan1es,
like all other business units and citizens, were paying higher taxes. The inw
dications then were that taxes would increase and net income decrease as the
crisis deepened. Relatively current figures prepared by our staff With respect
to 190 operating subsidiaries of registered holding companies show that com-
bined gross revenues for the first six months of 1942 were approximately 9.~~
higher than for the same period last year. The gross income of these companies,
after taxes, was down 6.6%; their net income was down 10.5% and the balance
available for common stock after deducting preferred dividend requirements was
down 15.1%. Of course, these are aggregate figures, and different companies
show varyin~ results.

Federal tax accruals of 170 companies (the other twenty were not available)
were $122,203,000 for the first six months of 1942 as compared with $70,755,000
in the same period in 1941, or an increase of '~3%e Many of the companies stated
that their 1942 accruals were based on 1941 rates plUS additional amounts to al-
low for higher rates. In the first six months of 1942, more than half of the
companies were accrUing excess profits taxes. In considering these figures, it
should be borne in mind that these tax accruals have not yet been adjusted by
the various companies for accelerated amortization deductions -- which I will
discuss in a moment. The increase in taxes was a particularlY significant ele-
ment in the operations of holding company systems, comprising, as they frequent-
ly do, several strata of companies each of which originated out of a leverage
pattern.

At all events the combination of admittedlY required construction whatever
its extent, and th~ impact of increasing taxes upon utilities, presented a ques-
tion as to how the cost of that construction could be financed without resorting
to excessive debt with its attendant dangers. Events not then generally antic-
ipated seem to have minimized the significance of the dispute over adequacy of
capacity and to have presented means to the utilities of defraying the costs of
cpnstructing additions in harmony with sound financial policy. To some degree,
tpe same events have introduoed new, and perhaps subs~an~ial, elements to be
r~ckoned with in connection with any consideration of the impact of taxes upon
the industry.

The events I have in mind are the presently existing shor~a~es of critical
construction facilities and materials which have resulted in priority restric-
tions. The effects of these priority restrictions permeate every phase of our
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subject of public utility financing during the war. About a month aBo, the
War Production Board announced the issuance of a series of orders to effect a
readjustment of the power expansion p'ro~ram. This was based on a comprehen-
sive review by the WPB of the power supply and requirements situation in the
light of the over-all war production program. The orders involved an exten-
sive revision of existin~ priority ratings on public and private power pro-
jects throughout the country. All utility projects regarded as urQently nec-
essary were assigned ratings high enough to assure their completion on sched-
lIe. Work on generating projects totaling 2,200,000 kilowatts scheduled for
operation in 1943 and 1944 was stopped. as well as work on a number of trans-
mission line projects. The effect of the curtailment program upon capital
expenditures for substations, transmission lines and distribution facilities
is more difficult to measure. It is possible, however, that the scarcity of
copper and other critical materials will ~reatly curtail expenditures for
these facHi ties in 1943 and 1944.

Speaking broadly, the effect of the orders of WPB is to classify the
industry into two groups consisting of those who must postpone construction
until priority restrictions are lifted and those who will undertake large con-
struction programs and must find the money to defray the costs involved.
This classification holds only in a broad sense, because some companies will
fall somewhere in between. Accordingly, I do not want to stress too much the
classification of the industry on this basi s as a key to an understanding of
existing financial problems. I do think. however, that while the financial
factors that are common to both groups of companies outweigh their distinc-
tive aspects, it is nevertheless worth while to discuss their fiancial prob-

.lems from the standpoint of certain of the contrastin~ influences affecting
. -e ach category.

First, let us consider the situation of those companies which will con-
struct additions to plant. How will theY finance their capital requirements?
Is it likely that the tax incentive to i~sue debt securities will inevitably
lead to their over-bonding? Will war tax levels impede this financing? These
questions are best discussed with reference to the rather generous provisions
made by Congress for the construction of facilities needed in the conduct of
the war.

In describing the effects of these provisions, I shall necessarily talk
in general terms and outline what appears to be their impact upon a number of
companies at this time. I realize, of couree, that there are many variab;Les
inherent in each company's situation which may make my general remarks inap-
plicable in some cases. Furthermore, economic changes not now apparent or
other present unknowables may later serve to invalidate some of my observa-
tions. Consequently, I would like to have you regard the following comments
as exploratory rather than as deflni tive conclusions on my part.

Congress has provided means whe~eby, in many cases, new construction
be financed on a self-liquidating basis either without any. or with only a
temporarily, increased debt. One 'of these is through direct government

can
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financing in the form of revenue advances for facilities built for the specif-
ic purpose of serving Government owned plants or other Government properties
such as army cantonments. A typical contract provides for construction of the
facilities with funds provided by the Government to be repaid in the form of
credits on the power bills for service rendered. From the standpoint of the
utility company, the revenue advance is advantageous because it shifts both
the burden of raising the money and the risk of its investment to the Govern-
ment. Moreover, no interest or other capital charge is paid by the utility
company for the funds so advanced.

Another avenue that Congress has opened to the utilities for financing
war-time construction has important implications. I refer to Section 124 of
the Internal Revenue Code, which was originally enacted in the Second Revenue
Act of 1940. That section o£ the tax law authorizes the Secretaries of war and
Navy to issue necessity certificates with respect to capital expenditures which
are directly related to war needs. The granting of these certificates entitles
the company to amortize its investment in war-time facilities over a five-year
period in lieu of ordinary depreciation, thereby decreasin~ the amount of its
taxable income in this period. A taxpayer who has elected to take accelerated
amortization may discontinue such deductions with respect to the unamortized
balance at any time simply by notifying the Commissioner of Internal Revenue.

Let me illustrate the workin~s of accelerated amortization with respect
to a large utility operating company. It applied for and received a necessity
certificate early in 1942 to accelerate the amortization of new construction in
the amount of seven and one-half million dollars. Current income statements of
the qpmpany show that it accrued Federal income and excess profits taxes for
the first six months of 1942 in the aggregate amount of $2,170,600. Of that
amount, the excess profits tax accrual was $2,109,100. These accruals, accord-
ing to the company, were based upon 1941 tax rates plUS an additional amount
of $9'75.000 in anticipation of higher rates. Assuming that the company's level
of earnin~s continues, the accelerated amortization deduction of one and one-
half million dollars yearly for five years will fall entirely in the excess
profi ts rate bracket. At an asswned excess profi ts tax rate of 90 percent,
this would enable the company to retain earning6 equivalent to the greater part
of the cost of the new facilities over the five-year period. Thus, accelerated
amortization may provide a major source of funds for the financing of new util-
ity construction during the war.

The case I have cited is not unusual, for up to August 1942, seventy-five
different electric or gas companies had applied for and obtained necessity
certificates for the accelerated amortization of approximatelY $200,000,000 of
new construction, and there is a steady flow of new applications each week.
Moreover, an examination of the current income statements that are filed with
the Securities and Exchange Commission by about 190 electric or gas utility
comp~nies reveals that a large proportion of the companies with substantial
construction programs have taxable excess profits sufficient to absorb accel-
erated amortization for all or the greater part of their war construction ex-
penditures.

~
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One conclusion, E be l i eve  may b e  ventured a t  t h i s  point.  That i s  -- the  
~ r o b l e m  of f inancing necassary  a d d i t i o n s  w i l l  not  cause much t roub le .  I t  i s  

) now c l e a r  t h a t ,  i n  one way o r  another ,  t he  f a c i l i t i e s  needed f o r  war purposes 
w i l l  be financed. It  i s  equa l ly  c l e a r  t h a t  acce l e ra t ed  amor t i za t ion  a f fo rds  
cons t ruc t ing  companies bqne f i t s  and oppor tun i t i e s  which they  would n ~ t  other-  
wise have had. The b o t h e r s o ~ e  ques t ion  i s  no t  one of  ob ta in ing  money t o  de- 
f r ay  cons t ruc t ioq  cos ts .  I t  i s ,  r a t h e r ,  one of  the  s e l e c t i o n  of  po l i cy  and 
method governing the  use  o f  cash generated i n t e r n a l l y  s o  a s  t o  achieve t h e  
bes t  r e s u l t s  f o r  t he  company, t h e  ,consumer and the i n v e s t o r .  In t imes  and 
circumstances l i k e  the  present ,  anything o the r  than a  very  conserva t ive  po l i cy  
jeopard izes  t he  f u t u r e  o f  .the company and t h e  i n t e r e s t s  o f  a l l  persons depen- 
dent upon it. 

In  general ,  the  needs of t h e  i n d u s t r y  r e q u i r e  such conserva t ive  f i n a n c i a l  
p rac t i ce s .  The o b j e c t i v e  should be t o  f inance  t h e  ,cost  o f  war-time f a c i l i t i e s  
out of l n t e r n a l  resources t o  t h e  g r e a t e s t  degree p o s s i b l e  and t o  amort ize any 
debt i ncu r red  f o r  t h e  remainder of expenditures  over a s  s h o r t  a per iod  of t ime 
a s  circumstances permit. 

An example w i l l  i l l u s t r a t e  my thought here.  Take t h e  case  o f  a  u t i l i t y  
which cons t ruc t s  genera t ing  equipment or  o the r  f a c i l i t i e s  which a r e  expected 
t o  have a cont inuin2 use fu lnes s  a f t e r  t h e  war. Here, c h a r a c t e r i s t i c a l l y ,  t h e  
revenues derived from t h c i r  u s e  a r e  based on t h e  normal i n d u s t r i a l  r a t e s  
charged by t h e  company and w i l l  no t  be s u f f i c i e n t  t o  pay f o r  t h e  c o s t  of  t h e  
f a c i l i t i e s  over a  r e l a t i v e l y  few years.  Other sourczs o f  f inanc ing  w i l l  be 
required. I t  appears  t o  me t h a t ,  i n  many cases ,  t h e  c o s t  o f  such war-time 
f a c i l i t i e s  can bc financcd from furids r e t a i n e d  i n  t h e  bus iness  through t h e  
.on-cash items charged t o  income and a l s o  out of  t h e  " t ax  sav ings*  r e s u l t i n g  
from acce l e ra t ed  amor t iza t ion ,  These " tax  savings",  a s  I have noted, w i l l  be 
s u b s t a n t i a l  i n  numerous ins tances .  

There i s  a  r e a l  danger, however, which must be avoided, t h a t  some compan- 
i e s  w i l l  engage i n  a " b i g  week-end" and pay out  i n  d iv idends  t h a t  p a r t  of 
t h e i r  n e t  income which r e p r e s e n t s  " tax  savings" a r i s i n g  from t h e  acce l e ra t ed  
a ' no r t i za t ion  deductlions and l a t  t h e  yearbs following the  f ive-year  per iod  take 
care  of thsmselves. Such a  pol icy ,  p a r t i c u l a r l y  i f  accompanied by debt-finan- 
cine, Would be an i n v i t a t i o n  t o  t r o u b l e  and perhaps. d i s t r e s s  f o r  t h e  en ter -  
pr i se .  I t  nlust no t  be overlooked t h a t  a f t e r  p a r t i c u l a r  a s s e t s  have been * l l y  

! amortized f o r  t a x  purposes,  no f u r t h e r  deduct ions with r e s p e c t  t o  them w i l l  be 
allowed i n  fu tu re  t a x  r e tu rns .  T h i s  means, of course,  t h a t  t a x e s  -- a f t e r  t h e  
five-yeas period -- w i l l  be  l a r g e r  than t h e y  otherwise would have been. T O  a 

' l a rge  e x t e n t ,  t h e  ga ins  i n  present  "net income" a s  a r e s u l t  of  acce l e ra t ed  
g amor t iza t ion  during t h e  five-year pe r iod  may be considered ill us or^, s i n c e  

w i l l  b e  o f f s e t  t o  a cons ide rab le  e x t e n t  -- depending on t a x  r a t e s  and 

, other  f a c t o r s  a t  t h e  time -- by cor respondingly  g r e a t e r  taxes  subsequent t o  
the five-year period. These circumstances r equ i r e  t h a t  management make t h e  

1 " tax sav ings"  unavai lab le  f c r  dividend d i s t r i b u t i o n  a t  t h i s  time. 
E 

If t h e  mahagcment does t h i s ,  i t  can, i n  many cases ,  u s e  t h e  " tax  Savingst t  
in add i t i on  t o  funds r e t a i n e d  through dep rec i a t ion  acc rua l s ,  e t c . ,  t o  f inance 
a s u b s t a n t i a l  p a r t  of t h e  cos t  of cons t ruc t ion  o f  emergency f a c i l i t i e s  with 
at most on ly  temporar i ly  i nc reased  debt .  I f ,  however, management pays t h e  
"savings" out  i n  dividends, t h e  needed war cons t ruc t ion  would   rob ably have t o  

anced i n  p a r t  by borrowed c a p i t a l ,  and a t  the %nd of $be fhe-y-r prlod 
cohpany would tre 7fPced w i  th bath increaacd  taxes ond the n e a e m i C ~  o f  Be=- 
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I want to turn now to the companies who will not be permitted __ by virture

of priorities -- to expand their plants in this war period. These companies no
lonRer have the outlet of construction expenditures to absorb the large amounts
of cash accumulated from depreciation accruals, amortization charges and the re-
tention of earnings within the business. Of course. the division of the indus_
try into two broad categories should not obscure the fact that many companies
with a construction project entitled to the highest priority rating will face
similar problems of utilizing surplus cash arising from the fact that other,
less vi tal. construction proj ects 0 f the same company have been stopped by the
wPB. In 1941, of approximately $592,000.000 spent for new construction, approx-
imatelY $279,000,000 was raised through depreciation accruals, and approximately
$216.000,000 from other internal sources.

utili ty companies that have an excessive amount of debt securi ties out-
standing should, without question, use available cash to reduce their debt even
though the reduction 0 f the debt eliminates a tax deduction for interest charges.
In my View. the advantages of debt reduction for these companies overshadow its
disadvantages from a tax standpoint. Unless debt is reduced, or an equally
acceptable alttrnative is adopted, bondholders will find their position deter-
iorating. In normal times. the use 0 f depreci ation and other internal funds
for capital expansion results in the maintenance of asset coverage for the
bonds and offsets the depreciation of the existing plant and equipment.

In some cases, it may be desirable to invest surplus cash funds (to the
extent indentures permit) in Government securities. U. S. Treasury Notes. due
December 1946. yield approximately 1.46% and are exempt from state income taxes.
U. S. Treasury 2-1/2s. due 1967-72, sell on a yield basis of approximately

. 2.45<:& Since the income from these securities are subj ect to some Federal in-
come taxes. the average utility will save a little more by reducing debt rather
than adopting this alternative. Nevertheless, investing in government securi-
ties has some important advantages. In the first place. it helps finance the
war. Secondly. it places the utility in a highly solvent and powerful position
at the end of the war. enabli~'g 1t to finance necessary property additions Whol-
ly out of its own funds. After the war, the power industry as a whole may well
need a substantial expansion of present facilities in view of the present cur-
tailment 0 f normal capital additions.

Another alternative and one that should have considerable appeal to the,
management and to the commonstockholders, is the use of idle cash to retire
preferred stock. In this way, the commonstockholder can fatten substantially
his equity in the company by eliminating a fixed obligation security whose ex-
istance renders his security a far less desirable and stable investment. There
is little doubt that a substantial reduction in outstanding preferred stock
Will be greatly benefici al to all investor groups and to consumers.

In cases Where preferred stock arrears exist. cash can be used to pay
them and to retire the preferred stock. I f the arrears are substanti al, cash
payments to preferred stockholders can be used in a reorganization plan under
Section 11 (b) (2) of the Holding CompanyAct directed toward paying off t:e
arrears and converting the preferred stock into commonstock. Such cash p y-
ments will make the reorganization much more desirable to the preferred.
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An important caveat must be noted, however, in the use of cash to retire
.. preferred stock. In cases where debt is above the ratios of conservatism

and safety outlined in the El Paso case, it would be unfair to the debt hold-
ers and in some cases illegal to retire a junior security and possibly leave
an inadequate margin for the safety 0 f the debt. In such cases, management,
generally speaking, must first retire debt or invest in government bonds.

There is no formula for determining the proper use of excess funds for
all companies. Each company h as itsl own particular problems, including debt
maturities, ~stimated capital requirements after the war, the proportion of
senior securities in its structure, its past and present dividend policy and
so forth. In general, a balanced program, varying with the needs of individ-
ual companies, consisting of debt reduction, elimination of preferred stock,
or the accumulation of cash resources in the form of government bonds, will
be desirable. The rewards of a Wisely planned use of the cash accumulations
which can no longer find an outlet in new construction Will be substanti al.

Another aspect of utility operations during war which indicates the de-
sirability of retention of substantial amounts of cash, or its equivalent in
government bonds, is the po saf bLk Lt y of breakdowns in equipment which may re-
sul t from the quite general ove r-Lo ading 0 f facili ties made necessary by cur-
rent demands. This overloading portends a shortened life for certain utility
assets. Likewise, the factor of inadequate malnten ence arising out of prior-
ity restrictions or manpower shortages points in the same direction of accel-
erated depreci ation 0 f facilities.

In closing -- it appears to me that the financi al. problems facing utili-
ties in war-time can be met successfully provided management follows prudent
financial practices. But the job is largely up to management. That manage-
ment which is improvident in its use of available resources will heavily pen-
alize its security holders and its consumers. On the other hand, management
which takes advantage of the opportunities open to it will be better prepared
to meet ~hatever conditions the post-war future may bring.


