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CONCLPTS TOR S"IJMIH/\I'[N(. LOUITY INVLSTIMENT

IN ELLCTRIC UTILITIRS®

While the Nation is struggeling to wminimize the depth and duration
of cconomic recession, it would [rustrate the nutibnul objective of
inereased productivity and the creation of new jobs il because of investorp
disinterest a serious deficiency in power supply should develop.

The role of eclectricity in achieving‘national self-sufficiency ié to
displace petroleum and scarce natural gas with the direct use of elec-
fricity generated From coal and uranium. This role for clectricity con-
templates that by the year 2000, clectricity could bLe as much as 060%
of the total of energy consumed -- instead of the 50% projected by many
before the Arab oil embargo.

At the present time the capital erunch is a serious threcat to the
availability of electricity and stundsxas a real barrier to electricity

performing its assigned role.

FLOW OI' FUNDS

The Federal Rescrve Bank's analysis of the flow of Tunds demon-
strates that during the four-year period, 1970-73, direct investment in
corporate equities by individuals was -%$22.2 billion (a net divestmoent
“of holdings). During this period, 1970-73, corporate equities as a
pereentage ol pevsonal Financedad i’-lHSQ'l?.‘w“ dropped From 3%% to 30% while
the total personal linancial assols incrveased 24% in the

same period.

This flow of Munds malysis clearly points to the light of investors

* This papor wis proepaved lo address the problems of the electric ;i.,
ubility dodustey (mly, but it is not intended to indicate that the:

concept involved is not applicuble to other vl('mvnt', ol the cconomy
in varying degrees.



From the corporate equity markets while their individual savings

were being invested in Lemporavy or short-topm savings and sccurities.

CANCELLATION AND l)l)_l.’lll’\lé/\l; 01" POWER PLANT (I()NS'.['RU(,"[‘]'(')N
As ol October 1L, L9714, unnnuncemoﬁks have been made by cleetrice
utilities to the elfecet that 132,090 mcguwntts ol plammed capacity have
been postponed or canceled, of which 89,326 megawatts wuré planned
as nuclear plants. This represents more thun half of the scheduled
nuclear capacity. Some of these postponements.and cancellations were’
related to reduction in estimates in load grrowth, but most of the nuclear

anmouncements weretrelated to the expected mmavailability of capital.
s

Nuclear capacity requires upproximately twice as much capital per
kilowatt of capability but because nuclear luol is only 1/0h or less the

cost of Tossil fuecl, nuclear power is less costly for consumers.

ELECTRIC UTTLTTY EQUITY INVLSTMENT
Llectric wtilitics gonerally now have debt ratios in excess of 50% --
some as high as 550, lurther inerecases in debt ratios are not acceptable
to investors and would have the ellect ol wmakinge cquity investment less
attractive. The ability ol clectric ufjlitjos to market senior securities,
bonds and prelerred stock, is divectlybconditionod upon the ability to
market conmon 5fuuk.

The central problem in the uture Finime.
|

—

ny ol an adequate supply of
clectricity is the raising ol cquity capital. Because cquity investors
be Lieve that munagement and remulation will not cause electrice pricing

to retlect risinge costs of service as rapidly as costs riso, clectric~

8

utility common stocks apoe selling substantially below book vilue --



many as low as S50% of bhook value. (;‘(‘_ms::l.‘m.wt:ion budgoets (‘!()Tl'f.’(i_‘mpli.l'l.'(} the
sale ol substuntial amounts of common stock in the next five yeiu_‘s\, but
companies whose stock is pricoed substantially below book value are
‘Limited in the amount ol cquity dilution that can b_e absorbed.

The future Linmceing ol electric utilitios thus tumms [ivst on
carnings and then on how Lo sot the mavket value o U clectrice utility
common stocks nearer to book valuce [ast enough to pewvmit adequate
funds to be raiéed in the public mar‘ke't:s.~ Success in this effort will
facilitate the orderly continuation of construction therchby avoiding a
n.mj()r disruption of the economy because of the unavailability of adequate

L]
clectrice power. i
REGUILATTION

The need Tor more adequate and more expeditious regulatory response
has been the subject of broad public discussion and writing. The
essence of that discussion is not repeated here but this paper is predi-
cated upon the assumption that while inadequate regulatory response will
be corrccted, the national interesl recquired ,udd'i‘l,‘:n'.(nml stimulation of
“interest in clectric u Lilily equity investment. Tt is not conceivable
that investor confidence in eleetric utilitics will be so rapidly re-
stored by regulatory action as to altract adequate common stock invest-
ment without ’L‘h(; necessily ol additional action.  Such :1(1(1.1'L.‘.i(‘_)ﬁill action
does nol ohviate the need lop adeqguate wmd Limely vegula tory response
but the additional action is intendod o add the further needed stimulus

to attract the required oqgu LLy investment:. Inereasing mavket value of -

common stocks to more nearly book value lovel will alleviate some
clectric rate pressures by reducing the mumber ol now shares issued. and

reducing the dilution etlect of NOW LS50S,



INCOML PAX  IMPACT

As a dircct product of inllation, bond interest rates and pre-
Terred stock dividend rates have ducreused more than 50% since 149069.
This has required clectric utilities to scek comparably higher rates of
return on common equity dinvestment. Because of the capti.tql intensive
nature of electric utilities, the impact of the corporate income +{ax has

exacerbated the electric rate problem.

PROPOSED FEDERAL GOVERNMENT ACTION

The Congress should provide immediately that dividends on all
common stocks and dividends on all subscquently issued preferred stocks
'
of electric utilitics are excluded from taxable income of the receipi-

ents of such dividends.

AID O LAST RUSGRT

Aid of last resort for companies that otherwise might be bankrupt
is not dealt with in this paper and should be treated as a scparate

subject.
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Flow of Funds
Amcunt and Compcesition ¢f Individuals' Savings
Seasonallv Ldjueted Annual Rates
{Dollars in Eiilicns)
16G8* 1C59%* 1370* 1671 * 1272~ 1973~
Tctal Incrzase in Tinancizl Assots 572 3 §672.1 278 3 fag 7 £12:=.7 $izf.2
Pirnuzncial Lssets Purchazed
1. Currency znd Demzncd Deposits $12.5 $1.6 $ 3.0 $11.1 $12.4 $13.1
2. 3zvings Accounts 20.3 6.0 34.4 70.3 73.4 £7.7
3. Securities
a., U.S. Szvings Zznds .4 -.4 .3 2.4 3.3 2.7
b. Cther U.S. Trzasury Sccurities 5.4 10.5 -12.7 -11.8 - 2.6 6.5
c. U.S. Govt, Agency Securities -.2 2.8 2.8 - 5.0 -.1 11.2
3. State and Lozzl Thligations -.8 2.6 -.8 -.2 1.0 4.3
e. Ccrperate & Toreign 2onds 5.2 6.6 10.7 9.1 5.8 1.1
‘. Commercial Paper .7 4.8 -1.5 -3.9 1.5 3.5
g. nvestment Comzoany Shares 5.8 4.8 2.6 1.1 -.7 -1.6 -
h, Other Ccrporate Zguities -12.3 -8.6 -4.4 -6.5 -4.7 ~6.6
Tctal Securities S 4.2 $533.1 $-%.0 $44.8 $2.5 $21.0
4. TPrnvate Life Insurancz Beserves 4.6 4.9 5.1 6.1 6.5 7.2
S. Private Insured Pencion Reserves 2.9 2.9 3.3 5.2 6.0 5.2
6. Private Ncn-insured Pension Reserves G.4 6.3 7.1 7.3 6.8 7.7
7. . Covt, Ins. & Pensicn Reserves 5.6 7.1 8.8 9.4 11.5 11.5
8. Misc. Financial Asssts €.8 3.1 3.6 5.1 3.7 4.8
Tctal Increase in Financial Ascets $73.3 €521 $§78.3 $99.7 $125.7 €138.2,
* Revised

£ First Quarter

¥ Less than $500,000

Note: Components may not add to total because of rounding.

Scurce:Tlow of Funds, Federal Rescrve System. Statement for Households, Farm and Non-farm Non-incorporated Business.
Prepared: September 17, 1374
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Southern California Edison Company provides electric service to about
8 million people in a 50,000 square-mile area and has hydroelectric, nuclear,
coal-fired, and oil- and gas-fired generating plants.

About 77% of our electric capacity is oil- and gas-fired plants. Up to
1969 about 80% was gas fuel and we used about 10 million or less barrels of
0il per year. The decline in availability of natural gas has reversed this where
in 1975 we will get only about 1l1% natural gas and estimate we will burn 53 mil-
lion barrels of foreign-source low-sulfur oil. California electric utilities
will require about 120 million barrels of such oil for electric generation this
year.

Edison is the largest consumer in the nation of fuel oil for electric
generation. Edison alone uses a little less than 20% of all low-sulfur oil
(0.5% or less) and a little less than 10% of the total oil, regardless of sulfur
level, purchased in the U. S. for electric generation during the last two years.
California electric utilities use about 32% and 15% respectively.

Air pollution regulations prevent Edison from burning oil in excess of
0.5% sulfur content by weight. Therefore,we are totally dependent upon high-
cost foreign imported low-sulfur crude for domestic refining into low-sulfur
residual oil and upon direct importation of low-sulfur residual fuel. Edison has
no domestic alternative to obtain sufficient quantities of such low-sulfur fuel
oil.

If we are to keep the lights on and meet the air pollution standards, we
have to buy from domestic refiners who have access to limited supplies of
low-sulfur foreign oil. Most of our low-sulfur crude is imported from Indonesia
and processed in domestic refineries in California. Edison's average cost of
low-sulfur residual fuel has increased from $2.35 per barrel in 1970 to in excess
of $16.00 per barrel in January of 1975, more than 600% in 5 years. Our fuel oil
bill has increased from $29 million in 1970 to $750 million in 1975. Our total
fuel bill in 1975 is estimated to be $1 billion.

New England utilities and their customers were given an entitlement credit
under the 0ld Oil Entitlement Program which has now become a credit against the
$3.00 import fee under the President's Import Fee Program. The only difference
between New England utilities and California electric utilities is that the New
Englanc. fuel is refined outside the U. S. and brought in as residual oil, whereas
our fuel is imported as crude and refined in the U. S. This credit, which amounts
to a difference between $3.00 per barrel and $1.20 per barrel import fee unjustly
discriminates between electric utilities and their customers. The use of residual
oil by California electric utilities is no different than the use made of such
0il by New England electric utilities. Edison's cost per barrel of limited-
supply, low-sulfur, foreign o0il exceeds oil costs of electric utilities in other
regions, including New England. The New England credit, contrary to established
national policy to increase domestic refining, encourages refining outside the ..
U. s.

California electric customers have already been subject to mandatory cqh-
servation programs. Edison's sales in 1974 were 6% below 1973. Electric rates
for Edison customers have more than doubled and in some cases nearly tripled in



the last few years, primarily because of increases in the price of oil used in
generating electricity. Formerly 20 cents out of every dollar of revenue went

for fuel and purchased power. This year it is estimated to be 55 cents out of

every dollar of revenue, before the imposition of any import fee, which could

raise electric rates for Edison customers about $85 million in 1975 and $150 million
in 1976. For all California electric utilities a $3.00 import fee would be about
$160 million in 1975 and nearly $300 million in 1976.

Also, since sufficient domestic supplies of low-sulfur oil are not avail-
able, the imposition of the fee would not alter Edison's dependency on foreign
oil for producing electricity. The purpose of the import fee is to increase price
to cause conservation to reduce importation., Edison and similarly situated electric
utilities have already had doubling and tripling of rates, meaningful conservation,
and cannot decrease importation because of the lack of availability of such low-
sulfur oil domestically. Therefore, we urge that electric utilities like Edison
be exempt from the import fee on oil. Specifically we suggest the following:

(1) Bxempting low=-sulfur residual fuel oil entirely from the increased
import license fees and granting refiners exemptions for foreign
crude used to domestically produce low-sulfur residual fuel oil
if the importing or purchasing utility can show that:

(a) It is required to burn low-sulfur fuel oil for environmental
reasons,

(b) such low=-sulfur fuel o0il is not available domestically, and
¢ {c) It has instituted an energy conservation program.

Such modifications could be done in a manner similar to the Oil Imports Regu~
lation 213.14 as follows:

Each person with refinery capacity in District V who produces in
District V low-sulfur residual fuel oil to be used as fuel which con-
tains not more than five~tenths of one percent (0.5%) sulfur by weight
and which is delivered to consumers for use as fuel in order to comply
with governmental requirements respecting air pollution shall receive
an exemption from the increased import fee for the amount of imported
crude oil equal to the amount in barrels of such low-sulfur residual
fuel oil to which the applicant certifies both as to production and
delivery. The benefits of this exemption are to be passed on to the
purchasers of the low-sulfur residual fuel oil.

The financial condition of the electric utility is deteriorating. Some say
it is a crisis. Electric utilities are experiencing a debilitating erxosion of
revenues due to reduced consumer demand, lack of timely and adequate rate relief,
enormous and wasteful increases in plant costs due to the stretch-out of construc-
tion periods of major projects, substantial environmental expenditures, socaring
operating and fuel costs, depressed stock prices, and record interest rates on
debt offerings. Electric utilities throughout the country have deferred billions
of dollars of construction programs with the attendant impact on jobs, manufac-
turing, economic slow-downs and reduction in reserve margins which may impair
future electric service. Utilities are the most capital-intensive of all =
industries. Many utilities' bonds have been downgraded. Recently shares of
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90% of listed utilities were selling well below book value. Recently over
40 utilities have had to postpone or revise security offerings. What should
be done?

In order for utilities to be able to raise the estimated $600 billion
needed over the next 15 years to meet this nation's demand for electric power
and maintain service reliability of which about $400 million will have to be
raised in security markets, Congress should enact incentives for investors of
electric utility common and preferred stocks. The most effective incentive would
be for Congress to provide immediately that dividends on all common and dividends
on all subsequently issued preferred stocks of electric utilities be exempted
from taxable income of the recipients of such dividends.

Another proposal which would be less effective, but may be easier to enact,
would be to provide that cash dividends on common stocks of electric utilities
which are reinvested in the common stock of the dividend-paying corporation would
be exempt from federal income taxes of the recipients.

Another way to help the capital formation problem is for Congress to
. increase the investment tax credit allowance for utilities with removal of the limi-
tation against which the tax applies and with normalization accounting. Unless
electric utilities can raise the capital necessary to build high~capital cost
nuclear and coal electric generating plants which are necessary to reduce this
nation's reliance on imported oil this country cannot meaningfully reduce foreign
oil imports and the attendant foreign government control of a substantial part of
our national energy base.

In addition to the import fees and substituted $2.00 per barrel tax and
the investment tax credit, the President has proposed a series of bills entitled
"The Energy Independence Act of 1975 " which includes opening up the naval reserves,
establishment of strategic petroleum reserve storage to guard against future import
disruptions, price deregulations of new natural gas, provisions to increase the
use of coal by utilities, provisions to speed up utility rate cases, including
mandatory fuel adjustment clauses, construction work in progress in the rate base
and other provisions, an energy production plant siting procedure, a proposal to
help speed up the siting and construction of nuclear plants, an energy develop-
ment security act, development of new building codes by state and local agencies,
energy consumption labeling of appliances and vehicles, special standby authority
to propose rationing and changes in the Clean Air Act. In general, Edison sup-
ports the objectives of all of these proposals. We would, however, like to
reserve detailed comments until the bills are considered, at which time we may
wish to make certain recommendations regarding improved or alternate ways which
should be considered to accomplish the objectives.

In closing, we do not think that the two-tier price system for .crude oil
should be eliminated at this time. We are not convinced that the removal of the
price ceiling on old o0il would affect or contribute to the increase in the pro-
duction of domestic oil, but would forseeably have an added burden on our customers
in an already inflationary economy. »
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