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Preface

1. O. Please state your name, profession, and employment.
2.

3. A. My name is Stephen F. Sherwin. I am an economist ar.d
4. Executive Vice President of Foster Associates, Inc. an
5. economic consulting firm whose principal' office is lo-

6. cated at 1161 Seventeenth Street, Northwest, Washing-
7. ton, D. C. 20036. A summary of my qualifications,

8. appears in Appendix A.

9.

10. Q. Have you previously testified before this Commission?

11.
12. A. Yes, on behalf of Houston Lighting & Power Company in
13. Docket No. 2676.

14.

15. Q. What is the purpose of your testimony?
16.

17. A. I have been asked to express an opinion on the equity
!

18. portion of the fair rate of return, applied to a 3/31/80

19. net investment - original cost rate base for Houston
f 20. Lighting & Power.

21.

22. Q. Have you prepared an exhibit?
I 23.

24. A. Yes. The statistical support for my opinion is set
25. forth in an exhibit, consisting of 20 schedules, pre-

| 26. pared by me or under my supervision.

-i-
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' . . 1. Summary of Conclusions

2.

3. Q. What are your criteria for determining the fair return?

4.

; 3. A. I have been guided by both legal and economic criteria.

6.
For legal criteria I have been guided by the decisions'

.

i 3. of the United States Supreme Court in the 1923 Bluefield,

j 9. the 1944 Hope, and the 1968 Permian Basin cases, as well

10. as prior decisions of this Commission. I understand

11. thesa decisions to define a fair return in terms of the

12. triple standards of permitting a company to achieve a,

13. level of tarnings comparable to those earned by other

14. enterprises of corresponding risk and uncertainty, main-

15. tain its financial integrity, and attract capital on

16. reasonable terms. These standards are also the economic
17- guidelines for a fair return encompassed in the opportun-,

18. ity cost principle. each of which must be met before the

19. end result meets the criteria for a fa:.r return.
1 20.

21. Q. What are the principal conclusions of your study?

22.
23. A. There has been a sharp increase in the cost of capital>

24. rendering the previously authorized 15.0 percent comn.on

25. equity return insufficient by any of the standards em-

26. ployed for evaluating the reasonableness of return.

27.
28. The principal cause of the rise in the coct of capital

29. are a rise in the economy's longer term underlying infla-

30. t ior, rate to a level of 9 to 10 percent, and higher

31. long-term interest rates, which are unlikely to decline

32. significantly until inflationary expectations are reduced.

t
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1, My conclusion is that the fair rate of return on equity

2. for Houston Lighting & Power is in the range of 15.75-

3. 16.0 percent on a 43 percent equity ratio. That con-

4, clusion does not rest on present capital market condi-

3, tions; instead, it assumes that there will be a decline

6. in interest and profit rates, and a moderation of in-

.
flationary forces.

B.

9. In essence, the 16 percent reflects a finding that:

10.
11. 1. The prospective level of earnings of industrials of
12. reasonably similar investment risk to the average

13. "Aa" rated utility is about 15.5 percent; the cur-

14. rent level of return is about 16.0-17.0 percent.

15.
16. 2. The prospective (DCF) cost of attracting capital
17. for Houston Lighting & Power is 15.9 percent, on

18. the assumption that the dividend yield in the next
.

19. 12 to 18 months will decline from the current level
20. of about 9.5 to 8.25-8,5 percent.

21.

22. Investors regard Houston Lighting & Power as riskier
23. than the typical "Aa" rated utility, primarily because

24. of a very high level of construction expenditures and an
25. inadequate reserve capacity. My return recommendation

26. rests on the assumption that the Commission will adopt

27. such regulatory techniques as to mitigate some of these
,

28. higher risks. The most direct means of achieving that

29. objective is to include a sufficient amount of CWIP
30. in the rate base to permit the financing of no less

! 31. than 40 percent of capital expenditures from internally
32. generated funds.

-2-

:

_-_ . - _ _ _ _ - _ _ _ _ _ - _ - _ _ - _ _ _ - _ - - - _ _ _ _ _ _ _ _ - _ _ _ _ _ _ _ - _ - _ - - _ - _ _ - - _ _ _ _ _ _ _ _ _ _ - _ _ _ _ _ _ _ _ _ _ _ _ - _ .



;. Q. Please summarize the conceptual approach uncerlying your

2. return recommendation.

3.
4, A. Regulation acts as a surrogate to competition. The

5. competitive principle requires that utility investors be
5. given an opportunity -- not a guarantee -- to preserve ,

the real value of their capital to no greater, but also
; .

3. to no les *r, a degree than that to which investors in
.

'

9. industrial vompanies (of similar investment risk) can
10. achieve a preservation of real capital values.
11.
12 The measurement of the cost of equity capital is essen-

13. tially a process of sifting multiple facets of factual
l 14. evidence, which serve as constraints on the exercise of

15. judgment. The different techniques for. estimating the

16. equity return requirement -- the comparable earnings
17 test, financial integrity approach and the discounted
18. cash flow technique -- provide useful evidence, but no
19. single measure constitutes an exclusive basis for esti-
20. mating reasonable return requirements.
21.
22. In applying these different techniques, I distinguish
23. between the cost of attracting capital and a fair return.

24. The cost of attracting capital is the current cost per

25. dollar of new capital expressed in today's dollars of
26. purchasing power. The fair return is a broader concept;

27. I define it as the level of return which provides utilities

28. with an earnings opportunity that maintains the value of
29. their capital to the same extent as that achieved by
30. industrial companies of similar risk.

31.

32. The fair return reflects the opportunity cost in relation
33. to the original cost-related book equity; I measure the
34. fair return by reference to the comparable earnings

-3-
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1
1. test. The cost of capital reflects the opportunity cost

2. derived from stock market data; I estimate that cost by

j 3. reference to the discounted cash flow technique.

j 4.
1

; 3. After periods of prolonged inflation, the cost of attract-
4

ing capital lies typically below the fair return, as6.
7 measured by the earnings of industrials, because the

i

9. book value (to which returns are related) reflects vin-#

9. taged -- not current -- values. However, due to the

10. expeccation of a longer term inflation rate close to 10;

11. percent, interest rates will remain at a relatively high
12. level so that the cost of attracting equicy capital is

13. now at or above the prospective level of industrial

14. returns.

15.;

i

16. Q. In developing your recommendation, what assumptions have
17. you made with respect to prospective economic condi-'

18. tions?
3

19.
20. A. My return recommendation res?,s on the following premises
21. with respect to economic conditions: I accept the Admin-

4 22. istration's projection of a recession in 1980 and a

23. moderation of inflationary pressures. I project interest

24. rates on "Aa" rated long-term utility bonds to decline

25. in 1981 to the levels prevailing in the last half of

26. 1979, but not below 10.0 percent on the average. I also

27. project a decline in dividend yields and corporate pro-

28. fits from the current level. If interest rates do not

29. decline to the projected level, I ha.d understated the

30. prospective cost of capital.

31.
32. Q. What is your analysis of the risks faced by Houston

33. Lighting & Power?

-4-



A. I distinguish between business and financial risks, the'
..

2. latter relating to the equity portion of the capital

3. structure.

4.

5. The Company's business risks have increased during the i

5. last year due to continued escalation of construction :
t

7 expenditures, delays in the scheduled completion of
3. nuclear facilities, the possibility of having to rely on

9. purchased power and a diminution of internally generated
10. funds. These increased business risks have been largely

11. offset by a lessening of financial risks, as reflected
12. in a rise in the common equity. ratio from 40 to 43 per-

13. cent. Hence, the increase in my return recommendation,
14. from 15.0-15.5 percent in the last proceeding, to 15.75-
15. 16.0 percent stems primarily from an increase in the
16. opportunity cost of capital. ;

17.
18. Q. In applying the comparable earnings test, what period
19. did you select for measuring the return?
20.
21. A. I reviewed data for the last ten years, but gave the

22. greatest weight to the earnings experience of indus-
23. trials in 1977-1979 as being most likely to be repre- !

'

24. sentative of 1980-1981 conditions. For industrials, the

25. average earnings level of 1977-1979 lies approximately
26. one percentage point below the current level.
27.

26. Q. Please summarize your application of the comparable
29. earnings test.

30.

31. A. Since the application of the comparable earnings test to
32. utilities is circular, I focused on several groups of

33. industrials.

_5_
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The first group consists of Standard & Poor's 400 com-.
,

;, pany composite, whose earnings averaged 15.6 percent in

1977-1979 and reached 17.0 percent in 1979. However,3,

4, this average is not representative of companies whose

investment risks are similar to these of Housten Light-5,

g, ing & Power.

. .

g, When the comparable earnings test is applied to indus-

9, trials, the critical operative concept is the determina-

10. tion of similarity of risk. The relevant risis are

11. those perceived by investors. While utilities have

12. quite different operating, market, and financial charac-

13. teristics from those of industrials, it is possible to

14. achieve a reasonable degree of balance and comparability

15. by reference to investment risks. Security analysts

16, have traditionally ranked common equities of utilities

17. as relatively high-grade investmenet., essentially because

18. they are characterized by stability of returns.

19.
20. In selecting samples of industrials of comparable in-

21. vestment ricks to iiouston Lighting & Power, I selec+ed

22. two groups whose stability of equity returns was, an the

23. average, equal to that of "Aa" rated electric util. ties,

34, and two groups based on stability of return and stock

25. rankings. However, to avoid inclusion of both " highly

26. profitab.1.e enterprises", viewed askance by the Court of

27. Bluefield, and companies whose earnings are chronically

29, depressed (and thereby not meeting the capital attraction

29. test), I selected only those companies whose earnings

i 30. fell within plus or minus one standard deviation of the

31. average return.

32.
33. The average returns achieved in 1977-1979 by my selected

34. samples ranged from 15.1 to 16.0 percent; for 1979 the

:

-6-
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. range was 15.5 to 17.0 percent. . estimate the prospec-.

2. tive returns of these stable groups of industrials at

3. approximately 15.5 percent.

4.

5. If the investor appraisal of the risks of Houston Light-

6. ing & Power were identical to the above selected groups,

, the 15.5 percent projection would constitute the fair

9. return. However, the application of the financial inte-

). grity test reveals that investors regard Houston Lighting &

10. Power as riskier.

11.
12. Q. What standard do you suggest for measuring financial

13. integrity?

: 14.
!

j 15 A. My evidence discusses two levels of financial integrity.

16.
17. First, there is a minimum level which calls for earn-

18. ings sufficient to achieve not only an appropriate
;

19. coverage of fixed charges, but also, provided stock

20. markets are reasonably stable, to permit a company to

21. raise new equity capital without diluting the existing

22. stockholders' investment.

23.
i 24. Second, there is a level of financial integrity which

25. is consistent with the opportunity cost princple.

j 26. It is that level which maintains the value of the in-

27. vestment equal to that of industrial stocks of similar

28. investment risk.

29.

30. Under either definition, attention to market-to-book

31. ratios becomes an important aspect of determining a
32. fair return, not only as a measure of the degree to

33. which financial integrity hcs been maintained, but also

34. as an aid in gauging investor appraisals of risk differences.

-7-
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1. Q. How did you apply these standards of financial in teg r i ..y?
2.

3. A. Esseatially by a comparative analysis of the relation

4. between returns on equity and market-to-book ratios.

5. To draw inferences as to relative risks of industrials

6. compared to utilities, it is necessary to examine suffi-

7. ciently long periods of time to eliminate short-run

3. erratic gyrations of stock prices. For the four-years

9. 1976 to 1979, the returns of my two industrial samples,

10. selected on the basis of stability of return equal to

11. "Aa" rated electrics, exceeded those of the "Aa" rated

12. electrics by about 20 percent, and there was an approxi-
13. mately similar difference in market-to-book ratios. I

14. believe these comparisons warrant the inference that
15. 1.'.vestors view the average of "Aa" rated electrics as

16. being of similar risk to the two groups of industrials.
17.
18. A similar analysis for Houston shows that a higher
19. level of earnings, compared to the "Aa" rated electrics,
20. was accompanied by relatively lower market-to-book
21. ratios, which suggests that Houston is viewed as riskier.
22. However, as previously noted, my recommendation rests
23. on the assumption that the Commission will largely
24. mitigate these higher risks through inclusion of amounts
25. of CWIP in the rate base as to permit the company to

26. achieve cash generation objectives, which I regard
27. as appropriate in the present circumstances. For this

.28. reason my return recommendation reflects only a 25-50
29. basis point upward adjustment f rom '.he prospective
30. earnings levels of stable industrials.

31.
32. Q. Has Houston been able to maintain its financial inte-
33. grity?

34.
1

-8-
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1. A. No. Despite a rise in achieved returns from 13.4 in

2. 1978 to 14.3 percent in 1979, Houston's market-to-book

3. ratio declined, averaging 82 percent in the six months

4. ended March 1980. Even after the substantial rise in

3. April 1980, the stock was still selling at only 83

6. percent of book value in mid-June 1980. The company's

7. financial integrity has now been impaired for more than

8. two years.

9. .

10. Q. What are your findings by reference to the discounted

11. cash flow approach?

12.
13. A. Although the DCF technique gives the appearance of

14. mathematical precision, it rests to a considerable

15. degree on the exercise of judgment, particularly with

16. respect to the time period over which growth rates are

17. computed and the degree to which current dividend yields

18. reflect uncertainties that the future earnings growth

19. will exceed or fall short of past growth rates.

20.
21. The dividend yield of Houston Industries rose from 7.0

22. percent in 1978 to 8.0 percent in 1979 and 9.5 percent

23. in the first quarter of 1980. I estimate tha prospec-

24. tive dividend yield for mid-1980 through 1981 to aver-

25. age in the range of 8.25-8.50 percent, on the assumption

26. that interest rates will decline.

27.
28. I believe investors may reasonably expect a longer term

29. prospective growth rate for Houston Industries of about

30. 7.0 percent, which I adjusted downward to 6.5-6.75

31. percent for utility operations, in recognition of the

32. higher growth rate associated with Houston Industries'

33. non-utility operations. The " bare bones" current cost

34. of attracting capital is therefore 15.0 percent,

-9-
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1. excluding financing and market pressure costs. I re-,

2. gard that estimate as conservative because I have made;

! 3. no adjustment for the lower yield of~ Houston Industries',

4. due to the more rapid growth expectation from the diver-;

i

j 5. sified operations of Primary Fuels.

.$.
7 Adjusted for f.nancing and market pressure costs of.

3. 0.9 percent, the cost of attracting capital is 15.9

9. percent. .

10.

11.
: 12.

13.
' 14.

,

15.
16.

17.
18.
19. '

20.
'

21.
'

22.

{ 23.
24.

| 25.
26.

'

27.
28.
29.

,

30.
J

31.
32.

33.
34.

-10-;
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l. 2. Economic Trends Bearing on Return Requirements

2.

3. O. Please summarize the economic developments during the

4. last twelve months and your appraisal of the prospective

5. economic situation.

6.
7. A. The economic scene is dominated by the need to reduce

8. the rate of inflation, attempt to restore confidence in

9. the dollar, and avoid a potentially severe recession.

10.
11. In July 1979 the Administration forecasted no growth in
12. real GNP in 1979, a 2 percent growth in 1980, and an

13. inflation rate of 10.5 percent for 1979 and 8.5 percent

14. in 1980. The experienced growth in 1979 was 2.3 per-

15. cent; the inflation rate ranged from 9.0 to 13.0 per-

16. cent, depending on whether it is measured by reference

17. to the GNP deflator or the Consumer Price Index.
13.
19. The Economic Report of the President of January 1980 es->

20. timated a decline in real growth for 1980 of about 1.0

| 21. percent and an inflation rate of 10.4 percent. In March

22. 1980, Members of the Council of Economic Advisers esti-
,

23. mated the 1980 inflation rate at about 13 percent, but

24. 'eveling off to about 10 percent by the end of 1980. In

25. sune 1980, the Council on Wage and Price Stabilty esti-

26. mated the economy's basic inflation rate at 10 percent.

27.

28. The principal causes of the rapid accentuation of in-

29. flationary pressures in the second half of 1979 were the

30. lack of a restrictive monetary policy, international

31. tensions, and the OPEC-induced rise in the price of

32. oil, which fanned inflationary expectations (quarterly

33. inflat. ion rates are shown on Schedule 1). When specula-

34. tion spread to the commodity markets, the Federal Re-

-11-
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1. serve inaugurated a fairly restrictive monetary policy

2. in October 1979, culminating in partial credit controls

3. in March 1980.

4.

; r. In some respects, these policies have been successful.
6. Speculation in the commodity markets has subsided; the
7. prices of precious metals have broken sharply; there has

: 8. been some recovery of the dollar in the foreign exchange

i 9. marke t , and some moderation of inflationary expecta-
i

10. tions.

J 11.

,

12. There remains some doubt whether, even with a recesison,

] 13. inflationary forces can be significantly reduced. How-,

: 14. ever, in the context of a proceeding that requires the4

15. balancing of consumer and investor interests, I believe
that Government policies conceived in good faith 'should16.

17. be given the benefit of the doubt, and that Government
18. forecasts -- in the absence of clear and compelling con-

19. trary evidence -- should be accepted at face value.
20. That was the premise on which I projected a decline in
21. the inflation rate, interest rates, and common stock

22. utility yields in my evidence before this Commissiin in
23. July 1979, and that is the premise on which I proceed
24. today. I suggest that a public utility commission which
25. proceeds on a similar premise will act consistent with
26. the national interest, and assure a reasonable balance

27. of consumer and investor interests.
28.

29. I therefore accept the Administration's forecast of a
30. reduced inflation rate, but I believe the Administration
31. may have underestimated the length and severity of the
32. recession.

,

-12-
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1. However, the acceptance of the Administration's fore-

2. casts should be accompanied by an awareness of some of

3. the implicit underlying assumptions which may rapidly
4. change:
5.
6. 1. Although the Federal Reserve has now adopted a

7. fairly restrictive monetary policy, and the pub-

8. lic's awareness of the dangers of unbridled in-

9. flation is acute, it is uncertain whether a sig--

10. nificant rise in unemployment will not force a

11. relaxation of this policy before inflationary ex-

12. pectations can be significantly reduced or re-

13. versed. The longer these expectations prevail, the

14. more painful become the measures required to re-

15. verse them.

16.
17. 2. Domestic economic policy can no longer be divorced

18. from international developments. Foreign develop-

19. ments may necessitate a substantial increase in

20. defense expenditures, which could aggravate infla-

21. tionary pressures, lead to " runs" on the currency,

22. and thereby force a renewed rise in interest

23. rates.

24.
25. Given the above imponderables, economic projections be-

\ 26. come subject to a more than usual margin of error.

27.
/ 28. O. Please discuss the trend in rates for fixed income se-

29. curities.

30.

31. A. There was a virtually uninterrupted rise in interest
32. rates between the third quarter of 1977 and the first

33. quarter of 1980, foll. owed by a decline in the second
34. quarter of 1980. In my opinion, lcng-term interest

-13-
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1. rates will experience some further decline before the

2. end of 1980, barring an accentuation of runs on the dol-

3. lar in the foreign exchange market, or further interna-

4. tional complications.

5.

6. Long-term Government bond yields rose from approximately

7. 9.0 percent in the first quarter of 1979 to 12.5 percent

3. in March 1980 (Schedule 2), and declined to about 9.5

9. percent in mid-June 1980.

10.

11. The yield on outstanding Moody's "Aa" rated utility

12. bonds -- the rating carried by Houston Lighting & Power

13. -- rose from 9.8 percent in the first quarter of 1979 to

14. above 14.0 percent in March 1980, and declined to about

15. 11.5 percent in mid-June 1980. The spread in yields be-

16. tween "Aa" and "A" bonds has increased from the usual

17. 20-25 basis points to about 50 basis points.

18.
19. The yields on "Aa" rated newly issued bonds rose from

20. 9.9 percent in the first quarter of 1979 to about 15.0

21. percent in March 1980 (Schedule 3), and declined to

22. about 11.25 percent in June 1980.

23.
24. The rise in preferred stock yields has been only slight-

25. ly less rapid than for bonds. Yields on outstanding

26. high-grade preferred rose from 9.1 percent in the first

27. quarter of 1979 to 13.0 percent in March 1980 (Schedule

28. 4), at which point there was virtually no market for new

29. preferred issues. With the decline in yields to 10.4

30. percent in June 1980, there is again a market for pre-

31. ferred stock. However, prudent financial management of
32. utilities with large capital requirements cannot count

33. on raising large amounts of preferred stock capital in

34. the near future.

-14-
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1. Prospective interest rates in 1980-1981 will be signif-
; 2. icantly influenced by the progress on the inflation

3. front and the depth of the recession. While I expect

4. short-term interest rates to decline very rapidly, the
'5. demand for long-term capital will remain strong. More-

6. over, it is unlikely that the inflation rate can be

7. rapidly reduced below 10 percent because, even after the
,

8. current galloping rate is brought down, there will be

9. strong forces seeking to bring about a catch-up of-

10. wages.
11.
12. I do not believe that the outlook for a reversal of in-

13. flationary expectations is hopeless. However, with in-

14. flationary fears having become impregnated in the minds

15. of investors, I believe it reasonable.to assume that

16. interest rates on long-term Government bonds will hover

17. close to the near-term prospective inflation rate of

18. about 10.0 percent. Evidence of such expectations can

19. be found in the futures markets, showing yields (in

20. mid-June 1980) for long-term bonds in mid-1981 at about

21. 9.8 percent. Since the spread in yields between Govern-

22. ment and "Aa" rated utility bonds is typically about 1.0

23. percentage point, I believe it unlikely that interest

24. rates on new "Aa" bonds will decline to less than 10.0

25. to 10.5 percent in the next twelve months. A decline to
,

26. this level would put "Aa" rated bonds at about the level

27. prevailing in the last half of 1979 (Schedule 3).;

28.
29. Q. Do the present and prospective levels of high interest'

30. rates constitute evidence of a rise in the opportunity

31. cost of equity capital?

32.
33. A. Yes. Since the opportunity cost of equity capital re-

34. flects a risk premium above that of debt capital, the

-15-
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1. two tend to move in tandem. Even under somewhat opti-

! 2. mistic assumptions as to the success of reducing in-

3. flatonary forces, the prospective level of interest

4. rates will be about 100 basis points above the level

5. anticipated at the time of the last proceeding. Clear-

6. ly, this rise in the opportunity cost needs to be taken

7. into account in setting the allowable return. However,
.

'

8. it does not follow that reasonable utility equity re-

] 9. turns should be set at either a constant absolute dif-

! 10. ferential to interest rates or as a fixed proportion of

11. interest rates. The defect of such an approach is that
.

| 12. the required equity risk premium changes over the busi-

13. ness cycle.

14.
15. In periods of rising interest rates, the required risk

16. premium tends to shrink and, in periods of declining

17. interest rates, the risk premium rises. The essential

18. reason for the changing risk premium is that, in periods

19. of high initerest rates, there is a high probability of a

20, prospective decline, leading to capital gains in utility

21. stocks which are viewed as being interest-sensitive.

22. The prospect of capital gains leads inventors to accept
1

23. a lesser risk premium. The tax laws providing differ-
,

24. ential treatment for income and capital gains accentu-

25. ate this tendency. Ccnversely, when interest rates are

26. low and investors expect a reversal, investors face
1

27. prospective capital losses on utility equities, which

28. prompts investors to seek relatively high risk premiums.

29.
,

30. O. Are there any general indicators which shed light on the
,

31. cost of equity capital?.

32.
33. A. Yes. I regard the level and trends in corporate profits

* 34. as providing a general indicator which also serves as an

-16-
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.' . aid in the interpretation of the comparable earnings
2. test..

3.
4. After-tax profits in relation to GNP averaged 5.3 per-
5. cent in 1960-1964, rose to a peak of 6.4 percent in
6. 1965, declined sharply to 3.8 and 4.6 percent in the re-
7. cessions of 1970 and 1975, and rose to above 6.0 percent

,

8. in 1979 (Schedule 5).
9.

10. The above data indicate that in terms of historical per-
11. spective, the current corporate profit level in relation
12. to GNP still falls short of the level attained in the
13. mid-1960's, which were years of relatively high growth
14. and little inflation. Although there is now a growing '

15. awareness that corporate profits may be inadequate in
16. relation to the Nation's needs of capital formation and
17. the necessity to improve productivity, I do not project
18. a further rise in profit levels. Since I anticipate a
19. lessening of economic growth, I project some decline in
20. industrial returns from the levels of 1979. I shall re-
21. flect these projections in the application of the com-
22. parable earnings test.
23.
24.

25.
|26.

27.
28.
29.

30.

31.
32.
33.
34.

-17-

..

.. ..
.

- _ _ _ _ _ _ _ _ _ _ - _ .



- - - - - _ - - _ - _

i
i

1. 3. Risks

2.
' 3. Q. What is your approach to the measurement of risk?

4.

5. A. Risk is the probability of failing to achieve the antic-

6. ipated return or suffering an impairment of capital.
.

7.
3. I know cf no valid formula for the measurement of risks.

f 9. For analytical purposes, I believe it is useful to dis-

10. tinguish between business risks (encompassing market,

i 11. supply, regulatory, and physical hazards) and financial

12. risks (the degree of leverage to which the common equity
,

13. is exposed). Nevertheless, in the final analysis, the

14. relevant risks are those perceived by investors, as re-

15. flected in a company's securities. However, since in-

16. vestors' appraisals of risks can only be inferred --

17. even though the inference may be drawn from a statisti-

18. cal measurement -- a qualitative analysis of the dif-
,

19. ferent facets of business and financial risks consti-
,

20. tutes a useful point of departure.

21.
22. Q. Have there been any changes in business risks of HL&P

23. since the last proceeding?

24.

25. A. In my opinion, there has been some increase in business

26. risks arising primarily from the continued escalation of

27. an extraordinarily high level of construction expendi-

28. tures, delays in the scheduled completion of nuclear
i 29. facilities, an increasing possibility of reliance on

30. purchased power, and a diminution of the proportion of

31. internally generated funds.

32.

33. Houston Lighting & Power's most significant risks arise

34. from the necessity to make large capital expenditures to

-18-

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ - _ _ _ _ _ _ _ _ _ _ _ _ _ - _ - _ _ _ _ _ - _ _ _ _ _ - _ - _ - - _ _ _ _ _ _ _ - - _ _ _ _ _ _ - . _ - - - _ _ _ _ - _ _ _ _ _ _ _ _ _ _ _



._
-

- . ._ - .__

;. meet the service requirements of their customers. The
2. growth in Kwh sales is expected to be 4-5 percent (com-
3. pared to 8 percent in the 1970's). But the construction
4. expenditures in 1960,1982 are projected at S2.5 billion

5. (compared to $1.5 billion in 1977-1979), so that the net
i 6. utility plant should rise from $3.3 billion (year-end
!

J 7. 1979) to about $5.8 billion. Thus, while the growth in
,

| 3. sales is expected to be only half the rate of the

9. 1970's, the growth in plant will continue at approxi-

10. mately the same rate in the next three years as in the

11. last three years, and the expenditures at a 75 percent

12. higher level.

13.
14. There are two fundamental causes for this lopsided rela-,

15. tion between growth in sales and growth in plant.

16. First, the expansion of plant proceeds under conditions

17 of increasing costs (both nominal and real) due to in-
i
; 18. flationary, environmental, and technological reasons.

19. Second, there is the necessity to increase the Company's
"

20. inadequate reserve capacity. Both constitute signifi-

21. cant risks.

22.

23. There are several aspects to the risks of expansion:

24.

25. 1. In periods of inflation and high interest rates, a '

,

26. rising level of capital expenditures creates risks

27 of attrition, due to the need to finance capital

28. expend tures above the embedded cost of debt and,

29. preferred stock. In the twelve months ending

| 30. 3/31/81, the Company expects to raise at least S250

31. million in debt. Projecting the incremental cost
32, at 11 percent, the embedded cost of debt would be

33. raised from 7.86 percent to 8.32 percent. At the
34. requested overall return of 11.36 percent, the ef-

-19-
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'. feet of the projected rise in the embedded cost of

2. debt is to reduce the return on common equity to

3. 15.46 percent.

4.

5. 2. A rising level of capital expenditures diminishes

6. the quality of earnings due to a rising proportion

7. of AFUDC. Houston Lighting & Power's AFUDC as a

S. proportion of net income available for common stock

9. rose from 16 percent in 1976 to 23 percent in 1978,

10. and to 29 percent in 1979. While it is still at a

11. level below the approximately 35 percent ratio for

12. the industry, the gap has significantly narrowed.

13. The prospects are for a further rise in HL&P's

14. AFUDC ratio, which constitutes increasing risk.

15.
16. 3. A high rate of capital expenditures adversely af-

17. fects investors' appraisal of the stock because it

10. diminishes the proportion of internally generated

19. funds. The proportion of Houston's internally

20. generated funds declined from 61 parcent in 1976 to

21. 42 percent in 1979.

22.

23. 4. A rapid rise in utility plant not matched by a cor-

24. responding rise in sales inevitably leads to re-

25. quests for rate increases. Public resistance to

26. rate increases rises with the frequency and size of

27. the rate increases. The greater the public resist-

28. ance, the greater the risk of not achieving returns

29. commensurate with the risks.

30.
31. Q. Would you now discuss the risks arising from the Com-

32. pany's inadequate reserve capacity?

-20-
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1. A. Houston Lighting & Power's reserve margin has declined

2. from 31.1 percent in 1975 to 18.8 percent i 1978, and

3. 19.9 percent in 1979. The industry's 1979 reserve

4. capacity was reported.at 38.0 percent (Electrical World,

5. 9/15/79).
5.

;

7 HL&P expects to maintain a minimum reserve margin of ap~'

8. proximately 15 percent in excess of its estimated peak-

9. load requirements through 1980. If the Corpany is able

10. to meet it- presently scheduled in-service dates of its

11. current construction projects, it will be required to
'

12. purchase up to 800 megawatts of capacity from other
13. utilities during the 1981-1982 period. This constitutes

14. approximately 8 percent of its own capacity.
15.
16. A contract with the City of Austin provides for the pur-

17. chase of up to 500 megawatts; additional power is cur-

18. rently being sought, through either purchase or modifi-
19. cation of existing units. However, the cost of such ad-

;

20. ditional power (which could reach 5 percent of total
'

21. maximum generating requirements) is uncertain. Thus,

22. considerable risk arises in connection with a slim re-
23. serve margin.

24.
25. A related aspect of risks arises in connection with the

1

26. construction of nuclear facilities. The completion of

27. the South Texas facility has been delayed, and the

28. permit for the Allens Creek project has not yet been
29. granted. These delays are in large measure the result
30. of the accident at Three Mile Island.

31.
32. Physical risks of electric utilities had previously not

33. received much attention. The initial impact of the ac-

34. cident was to raise the cost of equity capital for com-
,

-21-
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1. panies with significant nuclear generation; by the end

2. of the year, the impact had virtually disappeared.1/
3.

I 4. Nevertheless, the events in Pennsylvania have provided a

5. very forceful illustration of the interrelation between

6. physical and economic risks resulting from a company

7 having a high concentration of capital in relatively few

| 5. plants. The nuclear shutdown has created an increased
4

j 9. investor awareness that any accident causing the outage

10. of a plant may necessitate the purchase of power from

11. neighboring utilities at an increased level of costs

12. which may not be automatically passeq on to customers.
13. This increased awareness of the impact of physical risks

14. on financial viability -- resulting solely from the con-

15. centration of capital -- is likely to have a long-

16. lasting upward pressure on the cost of capital.
3

17.
18. The above supply risks are partially mitigated by the

19. high proportion (over 80 percent through 1981) of HL&P's
,

] 20. fuel requirements met by natural gas purchased under

21.

22.
' 23. ,

24.
J

| 25.

| 26. 1/ To illustrate, tnere were nineteen electric utilities
with more than 20 percent of electric generation from nu-

,7. clear power -n 1978. Their average mai-ket-to-book ratio de-.

28. clined frc' '7 percent in the first quarter of 3979 --'

,

i.e., priot c- Three Mile Island -- to 80 percsnt in the
29.'

second quarter of 1979. By comparison, the average market-
30. to-book ratio of 67 other electric utilities declined from

89 to 86 percent. By the tourth quarter of 1979, the nine-
31- teen showed an average of 75 percent, compared to 80 percent
32. for the 67 electrics. Of course, many factors affect

market-to-book ratios, so that the widening of the spread
33* from 2 to 5 percentage points may also be attributed to
34. other causes.

4

-22-
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1. long-te rm contracts. Howeve r , the proportion of gener-

2. ating requirements fueled by natural gas is rapidly de-

3. clining, to 68 percent in 1985 and 21 percent in 1990.

4. With coal becoming the principal substitute, supply

5. risks will become interwoven with labor problems in the

6. coal industry and the financial viability of the rail-

7. road industry. Moreover, the substitution of coal for

3. natural gas creates risks of attrition due to the Com-

9. mission's ruling precluding passing on all increased

10. fuel costs. In essence, therefore, the prospects of

11. supply risks are rising. ,

12,

13. Q. In your opinion, are the business risks of HL&P greater

14. than those of industrial companies?

15.
16. A. No. The market risks of an electric utility are less

17. than those of'the typical competitive industrial firm

19. due to the exclusive franchise granted a utility and the

19. more stable nature of demand for utility services over

20. the course of the business cycle. However, these lesser

21. business risks must be balanced against higher financial

22. and regulatory risks of utilities.

23.
24. Q. Can the business risks arising from the prospective ris-

25. ing level of capital expenditures be mitigated by regu-

26. latory action?

27.
28. A. Yes, they can be mitigated, but not totally eliminated.

29. The risks of attrition can be mitigated by the use of a

30. forward test year or the adjustment of test year costs

31. for known and probable cost increases. Since the Com-

32. mission has an obligation to protect the public, it can

33. only be ext cted to approve conservative estimates of ;

34- probable cost increases. In a period of continued in- )

-23-
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1. flation, it is highly likely that conservative cost es-

2. timates will fall short of the actual cost increases.
3. Thus, some attrition risks will be unavoidable.

4.

5. Another avenue for mitigating risks is to permit the in-
6. clusion of all CWIP in the rate base. It constitutes
7. the most direct means of alleviating the increasing dif-
3. ficulties that may reasonably be expected in raising

9. what, by any standard, are very large capital require-

10. ments. If all CWIP were included in the rate base, one

11. could be reasonably certain that there would be no ob-

12. stacles to raising all necessary capital at reasonable

13. rates. Moreover, it is highly likely that the premium
14. (above the equity cost of high-grade industrials) now

15. attached to the utility's cost of raising equity capital
16. (discussed in Chapter 4) would disappear. However, to

17. minimize the unavoidable burden of a rate increase on
18. its customers, Ifouston Lighting & Power has constrained

19. its revenue requirement by seeking the inclusion of only
20. such amounts of CWIP in the rate base (85 percent) as tc
21. pe rmit the generation of 40 percent of its capital ex-
22. penditures through internally generated funds.

23.
24. The above observations are not intended as critical com-
25. ments of the Commission's regulatory practice, which is
26. universally viewed as fair and equitable, and ranks

27. among the best in the country. But the essence of en-
'2 8 . lightened regulation is to adapt the regulatory mold to
29. changing economic conditions. Faced with the overriding
30. need to permit the Company to meet customers' service
31. requirements in a period of unsettled capital market
32. conditions, and in light of the fact that the Company's
33. requested equity return rests on the assumption of an
34. (uncertain) prospective reduction in interest rates and

-24-
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1. dividend yields, the Commission should be prepared --

2. through the inclusion of an adequate amount of CWIP in

3. the rate base -- to enable the Company to raise new

4. equity capital at the estimated cost of 16 percent.

5.
5. O. Do you have any factual basis to support the proposition

: 7. that no less than 40 percent of capital expenditures

B. should be raised through internally generated funds?

9.
10. A. Yes. I made a study of the proportion of gross plant

11. additions (excluding AFUDC) financed by external sources

12. (net of retirements). The results for the 29 "Aa" rated

13. electrics show that, for the three-year period 1977-

14 1319, external sources accounted for 58 percent of plant

15. additions. (The corresponding median figure was 64 per-

16. cent.)

17.
18. Thus, the typical "Aa" rated utility has financed ap-

19. proximately 40 percent of its capital requi,rements
20. through internal cash generation. Since the growth in

21. capital expenditures of the typical Aa rated utility is
22. less than that of HL&P, I believe the use of a 40 per-

23. cent minimum is supported by industry practice.
24.
25. O. How do you evaluate Houston's financial risks as re-
26. flected in capital structure ratics?

27.
28. Comparative data on capital structure are shown for the
29. following groups of electric utilities in Schedule 6:
30.

31. 1. 85 electric and electric-gas distribution utili-

32, ties, representing all such companies listed on the
33. New York Stock Exchange with revenues over S50 mil-

i 34. lion in 1978; ,

.
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1. 2. A subgroup of 41 electric utilities whose revenues

2. from electric operations accounted for more than 90

I 3. percent of total revenues in 1978;

4.

5. 3. A subgroup of 29 electric-gas distribution utili-

6. ties whose bonds were rated "Aa" by Moody's;

.

8. 4. Seven electric utilities operating in Texas;

9. -
,

10. 5. The Department of Energy's data for 211 Class A and

11. B electrics.

12.
13. Since all of HL&P's revenues are derived from electric
14 operations and its bonds are rated "Aa", it has the

15. greatest similarity with the groups of 41 and 29 com-

16. panies.

17.
18. An evaluation of HL&P's capital structure should start

19. with the relative debt ratios. The data show that, as

20. of December 31, 1978 (the latest data available for com-4

| 21. parative purposes), the debt ratio of HL&P was 52.5 per-

22. cent compared to a range of 48.7 percent for the 29 "Aa"

23. electric companies to 50.8 percent for the seven Texas

24. utilities.

25.
26. HL&P's preferred stock ratio was 8.3 percent, compared

27 to 13.5 percent for the 29 electrics and 10.6 percent

28. for the seven Texas utilities. HL&P's common equity

29. ratio was 39.2 percent compared to 36.6 percent for the

30. 41 electrics and 38.6 percent for the seven Texas

31. utilities.

32.
33. Although HL&P's common equity ratio has been slightly
34. above the average for other utilities, and in view of

.
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l. its relatively thin preferred stock component, the cus-

2. tomers have not been burdened with an undue income tax
3. cost. Thus, the Company has maintained a balanced

4. capital structure.

5.

6. In times of financial stringenc', the maintenance of an sf

. adequate common equity ratio provides the best assurance

S. for raising capital on reasonable terms. In view of the

9. high level of future capital expenditures and prospec-

10. tive interest rates, there are several reasons for at-

11. taining a higher common equity ratio:

12.
13. 1. The limited market for preferred stock capital;

14.

15. 2. The inability in the past two years to maintain

16. even the nominal integrity of the previously com-

17. mitted capital;

18.
19. 3. The desirability of maintaining the "Aa" bond rat-

20. ing.

21.
22. The above factors lead me to the conclusion that the

23. proposed 43 percent equity ratio is reasonable in con-

24. junction with an approximately 50 percent debt ratio,

25. However, the rise in the common equity ratio constitutes

26. a diminution of financial risks.

27.
28.

'29.
30.

31.
32.
33,

34.

1

-27-

1



,_ _ .-____- _________ _ - - _,

t

|

1. 4. The Cost of Common Equity Capital

2.

3. Q. By what tests will you determine the cost of common

4. equity to Houston Lighting & Power?

5.

6. A. I shall consider threa separate tests:

7.

3. * Comparable earn 1.gs

9. * Financial integrity

10. * Capital attraction

11.

| 12. For each of these tests several techniques of measure-

13. ment will be employed.
| 14.

| 15. Since HL&P is a wholly owned subsidiary of Houston In-
!

l 16. dus' ries, two of the above standards -- namely, finan-

17. cial integrity and cost of attracting capital -- can be

18. applied only by reference to Houston Industries. When a
19. holding company owns subsidiaries, reliance on the con-

20. solidated company's cost of equity as a proxy for the

21. cost of the subsidiaries is dependent on reasonably
22. similar risk characteristics of the subsidiaries. If

23. the risk characteristics are different, it becomes im-

24. portant that each subsidiary contributes earnings com-
25. mensurate with its risks to avoid cross-subsidization.
26.
27 One of Houston Industries' subsidiaries -- Utility Fuels
28. -- is engaged essentially in providing regulated serv-
29. ices to the utility. The Commission took these differ-
30. ential risk characteristics into account in its last de-
21. cision. The other subsidiary -- Primary Fuels -- has
32. risk characteristics that are greater than those of the
33. utility operations.

-28-
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1. la the last rate proceeding, available data showed that

2. in 1978 Primary Fuels accounted for less than 2 percent

3. of revenues and 5.7 percent of net income. The impact

4. on the total operations of Houston Industries was there-

5. fore de minimis. In 1979, Primary Fuels accounted for

6. 2.2 percent of revenues and 7 percent of net income.

7. The impact is still negligible, so that the cost of

S. Houston Industries' common stock can still be used as a

9. proxy for the cost of Houston Lighting & Power. More-

10. over, the level of rett:rn earned by Primary Fuels is so

11. far above that of the ucility operations that there has

12. been no subsidization of nonregulated activities. How-

13. ever, the more rapid earnings growth of P -imary Fuels

14. needs to be considered in the determinati>n of the

15. growth component of the discounted cash _ low technique.
16.
17.
18. a. The comparable earnings approach

19.
20. Q. Please summarize the rationale of the comparable earn-

21. ings approach and discuss the appropriate period for

22. measuring earnings.

23.
24. A. The economic rationale is the opportunity cost of capi-

25. tal concept, which holds that capital should not be com-

26. mitted to any venture unless it can earn a return com-

27. mensurate with that prospectively available in alterna-

28. tive employments of similar risk. The relevant risks

29. are those perceived by investors, so that the focus of

30. the comparable earnings test should be on the prospec-

3. . tive earnings potential of companies that are of com-

32. parable investment risks to the utility.

-29-
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1. The period of-time selected for analysis should reflect

2. economic conditions which may reasonably be expected to
.

3. prevail during the next two years. Reliance on any re-

4. cent period captures some inventory profits, which

5. utilities cannot achieve. If inventory profits consti-

6. tuted a one-time, nonrecurring phenomenon, they should

7 be totally disregarded in estimating future earnings

8. capacity. But since inflation is likely to continue

9. indefinitely, although hopefully at a lower than the

10. present double-digit rate, it is reasonable to expect

11. that some inventory profits will be recurring. Indeed,

12. inventory profits have become a significant part of

13. compensation for inflation achieved by investors in

14. manufacturing concerns.

15. ,

16. The preceding considerations lead me to give the great-

17 est weight to the earnings experience of 1977-1979 as
19. being most likely to be representative of prospective

19. conditions. In support of that conclusion, it should be

20. noted that the 1977-1979 level of corporate profits lies

21. considerably below the 1979 level and does not consti-
22. tute an unduly high rate of profit in relation to GNP

23. (Schedule 5).
24.

25. O. Do you regard it as appropriate to apply the comparable
26. earnings test to utilities or industrials?

27.

28. A. The principal focus should be on the earnings of invest-
29. ment-grade, nonregulated industrials, with appropriate
30. recognition for relative risks.,

31.
32. To apply the comparable earnings test to utilities would
33. constitute circular reasoning, and be tantamcunt to let-

34- ting the earnings of each regulated company be guided by

-30-
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;. other regulated awards rather than by alternative op-

2. portunity returns available to capital. To break this

3. circular reasoning, the earnings of utilities must be

4. analysed in terms of the degree to which they permit

5. utilities to maintain an adequate degree of financial

6. integrity (discussed in Section 4(b)].

7

8. Q. How do you propose to apply the comparable earnings test

9. to industrials?

10.

11. A. The critical operative concept in the application of the

12. comparable earnings test by reference to industrials is

13. to find firms of similar investment risk to utilities.
p

14. There are essentially two approaches to the measurement

15. of similarity of risk: one is to seek a sample of com-

16. panies of reasonably comparable risk; the other is to

17. infer differences in risks from investor appraisals in

18. the market. I shall rely on both approaches.

19.
20. No two companies are precisely alike in physical, oper-

-21. ating, and financial characteristics. However, the com-

22. parable earnings standard does not re'st on finding a
23. group of companies exactly alike, but instead requires

24. that there be a reasonable degree of balance between

25. different kinds of risk encountered by utilities and the

26. group of industrials with which utilities are compared.

27. The differences in physical, operating, and financial

28. characteristics do not preclude the formulation of judg-

29 ment as to the impact of differences on the degree of

30. risk borne by common stockholders. Such judgments are

31. continuously made by the investment community.
32.
33. Most industrials incur greater business risks than HL&P.

34. However, manageme..:s of industrials seek to offset busi-
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1. ness risks by reducing financial risks through thicker
2. equity ratios. The result of this policy is a tendency

3. toward equality as between industrials and utilities
4. with respect to the combined business and financial
5. risks in terms of the investment risks borne by common

I 6. stockholders.

; 7.
8. The problem at hand is to find criteria which will per-
9. mit the translation of this general tendency toward

10. equality of investment risks into specific groups of
,

11. companies with a closer degree of comparability to the
12. economic and investment risk characteristics of the reg-
13. ulated utility. I know of no single, all-encompassing
14. formula for the measurement of risks. While the ap-

15. praisal af risks varies widely among different inves-
' 16. tors, the investors' composite appraisal tends to be

17. refle'cted in market valuations. In that sense, the

18. market constitutes an " objective" appraisal of risks and
19. the adequacy of earnings levels. This is one of several

20. considerations which warrants attention to market-to-
21. book ratios, with due regard to the fact that market
22. values reflect factors other than experienced or allow-
23. able returns.

24.

25. Q. Please explain your application of the comparable earn->

26. ings test with reference to industrials.
'

3- 1

28. A. My application of the comparable earnings test is made ;

29. by reference to three groups of industrials.,

30.

31. The first group comprises Standard & Poor's 400-company
32. industrials composite, as representative of a cross-

,

33. section of American industrials, widely followed by
34. investors.
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1. The second group comprises two smaller samples of manu-
2. facturers selected on the basis of perhaps the most im-

3. portant investment characteristic associated with util-
4. ities, namely, stability of earnings. Both samples rep-

5. resent companies with a degree of stability of equity
6. returns which, on the aver. age, was virtually identical

7. to that of Houston Industries and the 29 "Aa" rated

8. utilities. One group was selected from ten stable in-
9. dustries, the other from all manufacturing industries.

10.

11. The third group comprises a further two samples, based
12. on stability of returns and common stock rankings.
13.
14. Q. What has been the carnings experience of Standard &
15. Poor's composite average?

16.
17. A. The earnings rate for Sbai.dard & Poor's 400 industrials
18. averaged 13.0 percen* for the five-year period ending
19. 1975, and rose to 15.6 percent for the three-year period
20. ending 1979. The average return for 1979 was 17.0 per-

21. cent (Schedule 7).
22.

23. While Standard & Poor's 400 series comprises companies
24. of widely diverse risks, many of which are quite dis-
25. similar to HL&P, the S&P average is widely followed by

26. the investment community, and is viewed as represent-

27. ative of the industrial sector. The fact that S&P's 400
28. index shows a 1977-1979 earnings rate of 15.6 percent is
29. therefore entitled to some weight.

30.

31. Q. Would you now explain your selection of samples of indus-
32. trial companies whose investment risks you regard as
33. similar to those of electric utilities, focusing first

34. on the conceptual approach?
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1. A. The three dominant economic characteristics of distribu-

2. tion utilities are a high capital intensity, a franchise

3. to serve a particular territory, and relatively stable

4. demand conditions over the course of the business cycle.

5. Security analysts have traditionally ranked the common

6. equities of utilities as comparatively high-grade in-

7. vestments essentially becat;e they are characterized by

8. a relatively high stability of equity returns.

9.
10. Instability of returns is, of course, only one of sev-

11. eral indicators of risk. Investments in companies which

12. experience stable but low earnings are not as desirable

13. as those whose earnings fluctuate around a higher level

14. of earnings. Thus, in selecting samples of comparable

15. industrials, I considered both the level and stability

16. of earnings.

17.
18. Q. Would you now summarize the selection process of'your<

19. several samples of industrials selected on the basis of

20. stability of returns?

21.
22. A. The first sample represents 44 companies selected from

23. ten out of 30 industries, based on level and stability

24. of returns. Within these ten industries, companies

25. (with annual 1978 revenues above $500 million) were
26. selected on the basis of stability of returns during the

27. last ten years, i.e., companies whose earnings exceeded

28. or fell short of the average by more than one standard

29. deviation were eliminated.1/ This criterion'was de-

30.
31.
32. 1/ The standard deviation is a measure of the degree of

Hispersion of observations frore the mean. Mathematically,
33. it is the square root of the averace of the squaced devi-
34. ations from the mean of the observed data.
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1, signed to eliminate those companies whose earnings are

2. chronically depressed and which do not meet the capital

3. attraction standard, as well as those companies viewed

4. askance by the Court in Bluefield as " highly profitable"

5. enterprises. The final step was to array the companies

6. by their coefficients of variation,l/ and select those
7. companies whose average ten-year coefficients of varia-

8. tion (ending in 1978) matched tne average of the 29 ';a"

9. rated electrics, namely, 11.8 percent. The average co-

10. efficient of the 29 electrics was virtually identical to

11. Houston Industries' coefficient of 11.7 percent. (A

12. more detriled description of the selection of samples is

13. contained in Appendix A to the statistical exhibit.)

14.

15. While companies selected from stable industries are more

16. likely to have greater similarity -- in terms of stabil-

17. ity of demand -- with electric utilities than those

18. chosen from all industries, the increasing diversifica-
~

19. tion of many industrials may render the classification

20. of corporate entities into a single industry of ques-

21. tionable validity. This prompted the selection of my

22.* other three samples from all manufacturing industries,

23. using essentially the same criteria as for the previ-

24. ously described group.

25.
26. Thus, in the selection of the second sample, the first

27. step was to identify companies with 1978 annual revenues

28. above $500 million; next, companies whose earnings ex-

29. ceedsd or fell short of the average by more than one

30.
31.
32.

1/ The coefficient of variation is the standard deviation
*

34. Hivided by the average.
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1. standard deviation were eliminated. The remaining com-
2. panies were then arrayed by their tsn-year coefficients
3. of variation, and companies with a median coefficient of
4. Variation equal to that of the 29 electrics (or Houston
5. Industries) were selected. Fifty-eight industrials met
6. these criteria. '

7.
8. The third sample, comprising 46 companies, was selected
9. from all manufacturing industries, and represents the

10. lower 40 percent of the array of companies (by co f-
11. ficients of variation) whose common stocks are ranked by
12. Standard & Poor's as "A", which corresponds to the rank-
13. ing of Houston Industries.

14.
15. There are, of course, limitations to the selection of a
16. sample based on stock rankings arising partly from dif-
17. ferences in the standards used for stock rankings be-
36. tween industrials and utilities, and partly.from the
19. fact that the rankings are partially based on the ex-
20. perienced level of earnings, thereby introducing an ele-
21. ment of circularity. Nevertheless, since investors are
22. to some extent guided by relative rankings, the rankings
23. constitute a useful criterion for selection of compara-
24. ble risk samples. However, the element of circularity
25. prompted me to select a fourth sample comprising 58
26. companies, based on common stock rankings of "A " (with
27 all other criteria identical to the third sample) .
28.
29. The returns of these four samples for the last three
30. years are summarized below:

31.
32.

33.
34.
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1. 44 58 46 "A" 58 "A "
Ccmpmies Companies Ranked Co's. RarAed Co's.t 3,

3. 1977-1979 av.J. 15.4% 15.1% 16.0% 15.3%

4. 1979 15.9 15.5 17.1 16.4

5.

6. Source: Schedule 7.
7.
8. The above data show earnings in the range of 15.1 to

9. 16.0 percent for 1977-2,979 and in the range of 15.5 to

10. 17.1 percent for 1979.

11.
12. Q. In selecting two of the four samples, you introduced a

13. revenue criterion by selecting only those companies

14. whose revenues were above $500 million. Did you make

15. any test to ascertain the impact of this criterion?

16.
17. A. Yes, I tested the results by lowering the revenue cri-

18. terion from $500 million to $250 million, and by drop-

19. ping the revenue criterion altogether. The tests, de-

20. scribed in Appendix A to the statistical exhibit, show

21. that lowe ring the revenue criterion does not af fect the

22. results.

23.
~24. O. Having used stability of return as a criterion cf in-

25. vestment risk, would it be correct to conclude that

26. greater instability is always associated.with higher re-

27. turns?

28.
29. A. No. Risk is a prospective (e_x_ ante) concept; instabil-

30. ity can be measured only by reference to experienced (ex

31. post) returns. The economic proposition is that those

32. which have higher risks should have tla opportunity to

33. achieve higher returns. It is not that those which have

34. high risks do in fact achieve higher returns. Stated
.

1
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1. differently, if those which have high risks did in fact

2. achieve high returns, they probably would not be viewed

3. as risky. Thus, it is not surprising that those with

4. greater variability do not always achieve a level of

5. earnings that is commensurate with their risks.

6.
7. Q. In selecting samples of indust ials on the basis of sta-

8. bility, have you given consideration to the use of the

9. beta factor?

10.
11. A. Yes. The beta factor measures either the relative price

12. stability of a stock or (more correctly) the stability

it of the investor's total return (change in price plus

14. dividends). Since the beta factor measures variability

15. of retcrns in relation to market prices, I do not regard

16. it as compatible with regulation on an original cost

17. basis. Moreover, whether investors prefer stocks with a

18. nigh or low' degree of price stability depends on whether

19. the market is rising or falling.

20.

21. Despite the above reservations, I shall examine whether

22. the absence of a beta constreint in the selection of

23. industrial samples might produce an upward bias in the

24. results.

25.

26. Focusing first on the electric utilities, the individual

27. company betas for the five-year periods ending 1973 and

28. 1979 are set forth in Schedule 8. The median beta was

29. .56 in 1973 and .76 in 1979. (All betas were computed

30. by reference to total returns, i.e., relative changes in

31. price plus dividends.)

32.
33. The increase in median betas may be an accurate reflec-

34. tion of the increase in risk. However, the medians mask
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1. a wide dispersion, summarized by the following table,

2. relating to betas for the five-year period ending 1979:

3.
4. Number of
. Companies Range of Betas
s.

6. 10 .29 - .54
16 .55 - .64,

'- 12 .45 - .74
8. 21 .75 - .84

10 .85 - .94
9' 6 .95 - 1.04

10. 8 1.05 - 1.14
2 1.15 - 1.2111..

12. Source: Schedule 8,

13.
14. There are undoubtedly differences in risks among elec-

15. trics, but these differences are not of the magnitude

16- suggested by the dispersion of betas. Moreover, an ex-

17. amination of Schedule 8 shows that companies with quite

18. similar risk have widely differing betas and that com-
1

19. panies with different risks have similar betas. To il-

20. lustrate, of the 85 utilities, 29 (excluding Houstv..

21. Industries) have "Aa" bond ratings. Betas for ten of

22. those 29 companies are below .65, for eight companies

23. be tween . 6 5 and .85, and for eleven companies above

24. .85. Such dispersion casts doubt on the reliability of

25. betas as a measure of risk.

26.

27. Turning to the betas for the industrial companies, my

28. analysis was specifically designed to determine whether

29. the experienced returns on equity vary with betas. If

30. such a correlation could be established, the absence of

31. a beta constraint in the selection of industrial samples

32. might produce ar. upward bias. The data indicate no re-

33. lation betwer.1 experienced returns and beta factors.
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1. Schedule 9 sets forth the betas for the five-year period
2. ending 1979) for 922 industrials, arrayed in intervals

3. of 10 percentage points from 0.02 to 1.84, and the cor-

4. responding returns on equity for 1976-1978. The data do
5. not bear out the hypothesis that companies with low bet-

6. as experience lower book returns than companies with

7. high betas. Indeed, the median 1976-1978 returns for

8. companies with betas below .65 were at a slightly higher
9. level than those with betas of .95 - 1.15. It follows

10. that beta is not an appropriate criterion for the selec-

11. tion of industrial samples.

12.
13. O. Houston Industries' beta is shown on Schedule 8 at 0.72
14. for the five-year period ending 1979. How does it com-

15. pare with the average beta of your sample of 58 indus-

16. trials selected from all manufacturers with a stability

17 of return equal to that of Houston Industries and the 29

18. Aa rated electrics?
19,

20. A. The average beta for the 58 industrials was 1.06 for the

21. five-year period ending 1979.

22.

23. Q. Assuming that you had used the beta factor as an addi-

24. tional criterion of selection in such a manner as to

25. produce a sample whose average beta was equal to that of
26. Houston Industries, namely, 0.72, what would have been

27. the impact on the 1977-1979 returns?

28.
29. A The sample of 58 companies would have been reduced to 22

30. companies. The average returns of those companies in
31. 1977-1979 was 15.1 percent, identical to the average for
32. the 58 companies. These data further demonstrate that
33. the use of betas as a selection criterion would not have
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1. significantly changed the result of my application of

2. the comparable earnings test.

3.
4. Q. What conclusions do you draw from your analysis of the

5. earnings experience of the different samples of indus-

6. trials?

7.
3. A. The 1977-1979 earnings level of industrial companies of

9. reasonably similar investment risk to Houston was about

10. 15.5 percent; the current earnings level is above 16.0

11. percent. I believe the prospective 1980-1981 earnings

12. _evel lies below the current level, namely, at a level

13. of approximately 15.5 percent.

14.

15. The acceptance of the results of the comparable earnings
16. test as a measure of the return requirement for Houston

17. is dependent on further comparative risk evaluations,

18. made in connection with the financial integrity test.

19.
20.

21. b. The financial integrity test

22.

23. Q. What is your definition of financial integrity?

24,

25. A. In the context of regulation, I distinguish between two

26. levels of financial integrity:

27.
28. First, there is a minimum level, which calls for earn-

29. ings sufficient not only to achieve an appropriate cov-

30. erage of fixed charges, but also -- prcvided stock mar-

31. kets are reasonably stable and not undu'.y depressed --

32. to permit a company to raise new equity capital without

33. diluting the existing stockholders' investments. Nearly

34. every firm -- even one whose capital is impaired -- can

-41-
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1. attract equity capital if the integrity of the capital

2. previously committe'd is disregarded and new equity is

3. sold celow book value.

4.

3. Second, there is a level of financial integrity which is

6. consistent with the opportunity cost principle and satis-

7. fies both the comparable earnings and capital attraction

3. tests. It is that level of earnings which is sufficient

9. to maintain the value of the property at a level consis-

10. tent with the values prevailing for industrial stocks of

11. similar investment grade.

12.
13. Under either definition, attention to market-to-book

14. ratics becomes an important aspect of determining the

15. required return.

16.

17. Q. In the context of your first definition of financial

18. integrity, please discuss interest coverage.

19.
20. A. While the relevant interest coverage, at the time of

21. financing, is computed on a projected pro forma basis,

22. for comparative purposes only experienced interest cov-

23. erage data are available.

24.
25. The interest coverage (on a before-tax basis) of HL&P in

26. 1979 was 3.77, including AFUDC, and 3.27 excluding AFUDC

27. (Schedule 10).
28.
29. Interest coverage is a function of the level of return,

30. the common equity ratio, the embedded cost of debt and

31. preferred stock, and the effective tax rate. The impact

32. of different returns on equity and effective tax rates,

33. with a given capital structure and the cost of fixed

34. income securities, is shown in the table below:
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1. Pretax Coverage

2* Common Equity Return
3. Tax Rate 14.0% 16.0%

4- 40 3.62 3.96
5.
. 46 3.91 4.29
o.

7. Given:
Debt 50% Projected 1980

3* Preferred stock 7 cost of debt 8.4%
9. Common equity 43 Embedded cost

~10. 100%
11.
12. To maintain "Aa" rating required an interest coverage of

13. approximately 3.5 to 4.0. The above table shows that,

14. based on an estimated prospective 1980 cost of debt,

15. such coverages could be obtained at an achieved common

16. equity return as low as 14.0 percent, which would ob-

17. viously not be a compensatory return in the light of

18. presently available alternative investment opportuni-

19. ties. Interest coverage is an important test for avoid-

20. ing difficulties in financing debt, but rarely a stand-

21. ard of reasonable equity return.

22.

23. Q. Would you rs v elaborate on the two levels of financial

24. integrity?

25.
26. A. The first relates to the necessity of avoiding placing a

27. utility in a situation where it is faced with the need

28. to raise new equity capital below book value. The second

29. relates to permitting utilities to achieve a level of

30. financial integrity commensurate with that of comparable

31. risk industrials.

32.

33. If the market price of a utility remains below book

34. value for a long period of time, it constitutes prima
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facie evidence of the inadequacy of earnings and the
'

.

2. impairment of capital. I believe there is now general

3. agreement among regulators that, if such a situation is

4. allowed to prevail, it will raise tr.e cost to the cus-

5. tomer because the sale of new equity below book value

6. will dilute the earnings per share and render the sale

7. of new equity increasingly more costly.

9.

9. To have reasonable assurance of raising equity at book

10. value, the market price needs to be about 10 percent

11. abov. book value, because the sale of new stock entails

12. underwriting costs, typically produces downward pressure

13. on the stock, and should allow some leeway for unfore-

14. seen market fluctuations.

15.

16. Q. Are you suggesting that the attainment of a market-to- ;

17. book ratio of 110 percent be set as a standard of regu-

18. lation?

19.

20.A. No. Such a standard violates the opportunity cost princi-

21. ple, is unfair to investors, and contributes to raising

22. the cost of capital.

23.
24. My concern with a standard of regulation whose goal is a

25. market-to-book ratio slightly in excess of 100 percent

26. may appear to be academic in times when the market value

27. of virtually all electric) utilities lies considerably

28. below book value. However, I believe the implicit adoption

29. of such a standard by many commissions is partly respon-

30. sible for the fact that utilities have not been able to

31. maintain their financial integrity. When the attainment

32. of a market-to-book ratio of slightly above 100 becomes a

33. standard, it also becomes a ceiling, and creates risks in

34. the minds of investors that will typically lead to a

35. valuation of the stock below book value.
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1. Investors do not buy the common stocks of utilities with

2. the expectation of having the value of their capital
3. limited to five or 10 percent above the nominal dollar

4. value. Instead, they buy the stock with the expectation
5. of maintaining a dividend income stream, hopefully in
6. dollars of constant purchasing power, and achieving some
7 capital gains. When a particular market-to-book ratio is

9. used as a standard of regulation, as it is implicitly
9. under the DCF method, the investor is saddled with the

10. additional risk that he will be precluded from maintain-

11. ing the value of his capital to the same degree as that
12. achieved by competitive enterprises of similar risk.

13. j

14. If other enterprises -- particularly industrials which
15. have risk characteristics similar to utilities -- are
16. able to achieve a level of earnings which produces market
17. prices considerably above book value, the alternative
18. opportunity cost concept calls for permitting utilities
19. an earnings opportunity that, if achieved, should produce
20. approximately simi.'.ar market-to-book ratios.

21.

22. Such a standard does not, of course, impose on the Com-
23. mission an obligation to " bail out" investors who have

24. committed funds in earlier periods at higher prices, nor
25. should the Commission strive to fix a return that will
26. maintain a particular market price, since it has no con- |

27. trol over the factors that influence general market condi-
28. tions.

29.

30.Q. Has Houston Industries been able to maintain its finan-
31. cial integrity?
32.

33.A. Not since mid-1977. The market price of Houston's
34. stock has been below book value in every quarter (with
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1. one exception) during the last two years; moreover, despite
2. a rise in the achieved return, the market-to-book ratio

3. has been gradually declining, reaching an average of 82
4* percent in the six months ending March 1980 (Schedule
5* 11). The recent recovery of the stock to about S29.00 in
6. mid-June 1980 is still only 84 percent of the year-end

7* 1979 book value. The company's financial integrity has
8* therefore been impaired.
9.

10. Q. Since the preponderance of other utilities are also selling
11. below book value, is not Houston's predicament a temporary
12. situation that will correct itself, as it did in 1975-1976?

13.

14 * A. The fact that other utilities' financial integrity has

15. been impaired to the same or even greater degree than
16. Houston merely attests to a potentially serious national
17. problem. Some of the drop in market-to-book ratios can
18. undoubtedly be explained by the prevailing credit strin-
19* gency, and is similar to the situation encountered in
20* 1974-1975. However, in my opinion, the situation is now
21. more serious. The more frequently such impairments of
22* financial integrity occur, the greater becomes the inves-
23. tors' less of confidence in utilities, which raises the

'

24* prospective cost of equity. Investors are not unaware
'

25* that the financial integrity of the industrial companies
26* of similar basic investment risks to utilities (in terms
27* of stability of earnings) has not been impaired.
28.

29 * Q. Despite these inadequate market-to-book ratios, have not
30* investors done quite well over the last twenty years in
31* Houston's stock?
32.

3 3 * A. No. I have made a study of investors' experienced

returns -- defined as the sum of changes in market value*
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1. and reinvestment of dividends -- for the period 1960-1979.

2. The results are set forth on Schedule 12 in the form of a

3. " mileage chart", showing the experienced returns (before

4. deauction of brokerage costs) from the purchase and sale

5. of 100 shares of Houston (at annual average prices) for

6. 190 different holding periods ranging from one to 19

7. years.

9.

9. An analysis Of the data for short holding periods shows

10. that in only seven of the 19 one-year periods did the

11. investor achieve a return over 10 percent; for three-year

12. periods, the return exceeded 10 percent in only six of a

13. possible 17 periods.

14.
15. Since utilities are typically viewed as a long-term ir ast-

16. ment, the results for the longer periods are more meaning-

17. ful. For five-year holding periods the investor's return

18. exceeds six percent in only four out of a possible 15

19. periods, and for ten-year holding periods, the highest

20. return achieved out of a possible ten instances was 7.0

21. percent.

22.

23.Q. You stated earlier that you intended to infer differences

24. in risks from investors' market appraisals of utility

25. equities. Would you please explain?

26.

27.A. A comparative analysis of market-to-book ratios provides,

28. in my opinion, significant insight, though not a precise
29. measure, into investors' appraisals of differential risk.

30. The proposition stems from elementary financial theory,

31. as observed in the bond market. Given identical coupon

32. rates and dates of maturity, the riskier bonds will sell |
33. at lower prices than the higher grade bonds. Thus, differ-

34. ences in market to face value reflect differences in

1
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1. risks. Translated into the stock market, given identical

2. earnings and expectations as to growth (or a trade-off

3. between current yields and future growth), differences in

4. market-to-book ratios may be said to reflect investor

5. appraisals of differences in risk.
'

6.

7 The relationship between earnings on book and market-to-

8. book ratios is, of course, equivalent to earnings / price

9. ratios [ E/B P/B = E/P ].- The distinction between

10. comparative analysis of earnings' price ratios and market-
~

11. to-book ratios is that, while the former may provide an

12. indication of differences in risks, the latter provide

13. both an indication of relative risks (if all other fac-

14. tors are equal) and the level of earnings necessary to

15. achieve different degrees of maintenance of the vlaue of

16. capital assets.

17.

18. The attempt to ascertain differences in risks (or inves-

19. tor capitalizaiton rates) from stock market data is, of

20. course, subject to limitations, arising in part from the

21. fact that stock prices may be subject to erratic gyra-

22. tions, that factors other than earnings influence stock

23. prices, and that growth expectations can only be inferred

24. rather than measured. These are gutte serious limits

25. tions for an analysis based on spo; or quarterly stock

26. marke t dat.a , but they can be largely overcome by making
27. the analysis over a sufficiently long period of time. In

28. the long run, it is the level of earnings that supports

29. market prices.

30.

31.Q. Please proceed with such an analysis.

32.

33.A. The principal purpose is to ascertain whether the samples

34. of industrials selected for the purpose of applying the
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1. comparable earnings test are in fact viewed by the invest-

2. ment community as being of similar risk to high-grade

3. electrics.

4.

5. The analysis will focus initially on the 44 and 58 com-

6. panies, selected from all manufacturers, whose stability

7. of earnings was identical to that of the 29 "Aa" elec-

8. trics (and Houston Industries). I attach greater weight

9. to these two groups because (1) the selection of a sample

10. based on average stability of a group provides a more

11. reliable basis than the stabi:ity indicator of any indivi-

12. dual company, and (2) the indust. rials and utilities for

13. which the comparison is made have experienced the same

14. degree of stability.

15.
16. Since the stock market fjr utilities in 1974-1975 was

17. characterized by erratic gyrations, it lacks the pre-

18. requisite for an analysis of the relation between returns

19. and market-to-book ratios.,

20.
21. The years 1976-1979 were characterized by relative stabil-

22. ity for utility prices, as illustrated by the fact that

23. the quarterly average market-to-book ratios of the 29

24. "Aa" utilities, although declining, were within the range

25. of 89 to 108 percent (Schedule 12).
26,

27. For this four-year period, the average return of the 29

28. electrics was 12.2 and the average market-to-book ratio

29. 99 percent. By comparison the returns of the 58 and 44

30. industrials averaged 14.8 and 15.0 percent; their corres-

31. ponding market-to-book ratios were 117 =nd 121 percent.

32. Thus, an approximately 22 percent higher return-of the

33. industrials was accompanied by a 20 percent higher market-

34. to-book ratio. Allowing for the fact that small differences

1

-49-
|

i
!

.

- . _ - - - _ _ _ _ - - - _ _ - - . - - _ - _ _ - - - - - _ _ . _ - - - - - - - - - - - - - - _ _ - - - _ _ _ - _ - - _ _ _ _ _ - _ _ . - - . - - - _ _ _ . - - - - _ . . _ _ _



1. in relative market-to-book ratios may be caused by differ-

2. ences in expectations, in my opinion, these data warrant

3. the inference that investors view these groups of indus-

4. trials as being of similar risk to utilities.

5.
6. C. Does the fact that average returns of 12.2 percent for

7. the 29 "Aa" utilities were able to produce average market-

8. to-book ratios of approximately 100 percent indicate that

9. a 12.5 percent return would have been sufficient to main-
10. tain a minimum degree of financial integrity?

11.
12. A . No. The preceding analysis concerned relative risks. It

13. was made by reference to a nearly four-year period in
14. order to mitigate the impact of spot conditions and market

15. gyrations. But that analysis cannot be used to draw any

16. conclusion as to the level of the required return, because

17. it masks significant trends, particularly the decline in

18. market-to-book ratios between 1977 and 1979, which is

19. evidence of a rise in the cost of capital. A further

20. rise took place in early 1980, which has not yet been

21. reversed.

22.

23. O. What does a similar analysis show for Houston Industries?

24.
2 5. A. While an analysis of the relation between carnings and
26. market-to-book ratios made by reference to fairly large

27. samples permits an appraisal of relative risks, it rarely
28. yields equally reliable results for any individual com-

29. pany (except for very large companies, such as AT&T),
30. primarily because factors other than earnings have a
31. significant impact on market price.

32.
33. If one were to compare Houston's experience with that of
34. the group of 29 "Aa" rated utilities, one would find
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1. Houston's returns in 1976-1979 to have averaged 14.5

2. percent and the market-to-book ratio 96 peretnt. Thus,

3. Houston's return exceeded that of the group of 29 utili-

4. ties (12.2 percent) by 19 percent, but its market-to-book

5. ratio was three percent lower (Schedule 11). This com-

6. parison suggests that Houston Industries incurred sub-

7. stantially higher risks than the average of the 29 "Aa"

8. rated utilities. In my opinion, such an inference would

9. not be warranted without first considering investor expec-

10. tations with respect to the impact of regulation.

11.
12. In 1976 and 1977, Houston's relatively low market-to-

13. book ratio in relation to its return was undoubtedly

14. influenced by the uncertainty with respect to the allow-

15. able level of return. After mid-1978, investors could

16. reasonably expect an allowable return in the range of

17. 14.0 - 15.0 percent, and achievable returns at a slightly

18. lower level due to the impact of attrition. I am there-

19. fore suggesting that Houston's achieved earnings level of

20. 13.4 percent in 1978 corresponded to investor expecta-

21. ti ons .
22.
23. Based on that premise, a comparison between Houston and
24. the group of 29 "Aa" rated electrics suggests that inves-

25. tors regard Houston as being of considerably higher risk.

26. Houston's 1978-1979 market-to-book ratio of 91 percent

27. was slightly lower than the 94 percent ratio of the 29

28. "Aa" electrics, but Houston's achieved return in 1978-1979

29. of 13.85 percent was 14 percent higher than the 12.1
30, percent return of the 29 "Aa" electrics (Schedule 11). ,

1

31.
32. Having previously shown that the 29 "Aa" rated utilities 4

33. are of approximately equal risks to my two samples of
34. industrials (whose coefficients of variation are equal
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1. to that of the 29 "Aa" electrics), the conclusion appears

2. inescapable that Houston Industries is viewed ;y inves-

3. tors as having greater risks. It follows that, to achieve

4. the same degree of financial integrity, Houston requires

5. a somewhat higher return than the average of the industrials.

6.

7. Any conclusion with respect to investor appraisals de-

9. rived from market data rests always on inferences. Tnere

9. is the possibility that the lower capitalization rates of

10. other utilities is due to investors' expectation of rela-

11. tively higher earnings growth for those utilities. I do

12. not believe that possibility provides a plausible explana-

13. tion, in light of Houston's lower payout ratio (see

14. Section (c) below). Similarly, neither the difference in

15. common equity ratios (Houston's equity ratio exceeds that

16. of the average of other utilities) nor the quality of

17. earnings (Houston's proportion of AFUDC does not exceed
18. that of the other groups), nor the regulatory climate

19. provide plausibl- explanations. The explanations for the

20. investors' appraisal of Houston as a higher risk appear

21, to stem from the Company's declining reserve margin and

22. the concomitant need to raise very large amounts of capi-

23. tal, which significantly increase the prospective risks.

24.

25. These risk factors are largely, though not totally, beyond

26. the Commission's control. If investors' concerns are

27 irrational, they should be disregarded. But when they

28. are based on rational considerations, then they can be

29. alleviated through appropriate Commission action. Speci-

30. fically, these risks can be reduced through the adoption

31. of a regulatory framework geared to a forward test year,

32. or the use of a past test year in conjunction with appro-

33. priate normalizations for projected cost increases and

34. inclusion of an adequate proportion of CWIP in the rate
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1. base. My recommendation rests on the assumption that the

2. Commission will take the latter step to reduce the Com-

3. pany's risks.

4.

5. Q. What is your conclusion as to a reasonable equity return

6. allowance for Houston Lighting & Power based on the com-

7. Parable earnings-financial integrity tests?

8.
9, A. With a prospective equity ratio of 43 ercent, I concludee

10. that a reasonable equity return allowance for Houston

11. Lighting & Power is in the range of 15.75 *.o 16.0 percent.

12.
13. While my conclusion is, of course, influenced by the,

14. prospective earnings capacity of industrials, it makes

15. only a small allowance of 0.25-0.5 percent for the fact

16. that the investor views Houston's stock as having higher

17. risks. Thus, it rests on the assumption that this risk

18. differential will be eliminated by the Commission's inclu-

19. sion of 85 percent of CWIP in the rate base, and such

20. other adjustments to the cost of service as to reduce the

21. risk of attrition.

22.
23. c. The capital attraction standard

24.

25. O. Please explain the capital attraction standard.

26.
2 7. A. The capital attraction standard seeks to measure the

28. current cost of capital required by investors to make an

29. investment in plant expressed in today's purchasing power, !

30. as distinguished from the fair return related to a vintaged

31. plant. After periods of prolonged inflation, the current

32. cost of capital typically (but not always) lies below the

33. fair return, for the reason that it does not take account

34. of experienced inflation, which is partially reflected in
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1. the comparable earnings technique. In periods of credit

2. stringency or high inflationary expectations, the cost of

3. attracting capital may rise above the level of past experi-

4. enced earn.ngs.

5.
6. The estimation of the current cost of capital is made

7. from stock market data. No matter how precise the mathe-

8. matical formulation may be, all techniques of measuring

9. the cost of attracting capital rest on inferences with

10. respect to motivations governing investor expectations.

11. There is no measure of investor expectations. The fact

12. that stock prices are subject to erratic fluctuations,

13. which may overshadow valuations of prospective growth,

14. Constitutes a further limitation.

15.
16. (1) Earnings / price ratios

17.
18. Q. Do you regard earnings / price ratios as a reliable measure

19. of the cost of capital?

20.

21. A. No. While both earnings and price may be measured for

22. the same past time period, the price reflects the ex-

23. pected earnings-rate, which may be quite different from

24. that achieved in the past. Thus, earnings / price ratios

25. need to be adjusted for the degree to which investors'

26. expectations as to prospective earnings differ from past

27. earnings. A further adjustment needs to be made for

28. financing and market pressure costs.

29.

30. Despite these limitations, earnings / price ratios may,

31. under certain conditions, provide a benchmark for the

32. cost of capital. If the allowable return is achieved and

33. is set at a level equal to a " bare bones" cost of capital

34. (excluding financing costs and market pressure costs),

-54-



_ _ _ _ _ _ _ _ _ _ _ _

|

|

1. and the market price of the stock equals book value, then

.

2. the earnings / price ratio will yield the same result as

3. the discounted cash flow technique. However, if the

4, market price of the stock is below book value, then earn-

5. ings/ price ratios will overstate the " bare bones" cost of
!

6. capital.

7.
g. One may postulate that investors in 1979 expected earn-

9. ings of utilities not to fall below the then current

10. level of earnings, on the theory that attrition from j

11. inflation would be offset by commissions allowing higher I
,

12. levels of return in recognition of the rise in oppor-

13. tunity costs. On that hypothesis, the indicated " bare

14. bones" cost of capital in 1979 for Houston Industries was

15. 16.5 percent on an annual basis or 16.0 percent based on

16. the average of the four quarters (Schedule 14). However,

17. since Houston's market price fel1 short of book value by
'

18. 15 percent- the indicated 16.0-16.5 percent cost of capi-
|

19. tal overstates the cost of attracting capital.

20. |

21. Since earnings / price ratios are not an accurate measure

22. of the cost of capital, there is no need to refine these
|

23. indicated costs. The data do, however, confirm the dis-

24. tinct upward trend in the cost of attracting capital

25. since 1977.

26.
27. (2) The discounted cash flow tecnnique

28.
29. Q. Please summarize the conceptual underpinnings of the

30. discounted cash flow approach.

31.
,

3 2. A. Since the price of a security is the discounted value of

33. the future stream of dividends (or other recoveries of

34. value), the investor capitalization rate may be approximated
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1. by the following formula: sum of the current dividend

2. yield and the anticipated rate of growth in dividends or

3. earnings.
,

4.

5. Since the DCF formula has been so frequently presented to

6. the Commission, I shall omit the usual mathematical

7. derivation.

8.

9. Like all techniques for the computation of the cost of

10. capital, the DCF has some limitations. It rests on the

11. propositions that (a) the projected rates of growth will

12. continue to infinity or that the capitalization rates

13. will not change over time and (b) that changes in rates

14. of growth are compensated by changes in dividend yield,

15. i.e., that the investor values a dollar of dividends as

16. equal to a dollar of retained earnings. These propost-

17. tions are only partially valid.

18.
19. Despite these limitations, the cost of capital formula

20. has gained widespread acceptance among investment and
,

21. rate of return analysts, and has been used as an aid in

22. determining the cost of equity capital, largely because

23. it represents a theoretically accurate formulation of the

24. Current cost -- not the fair return -- of attracting

25. capital, and because it satisfies the quest for mathe-

26. matical precision which some believe obviates the need

27. for reliance on judgment. It is perhaps obvious that it

28. cannot be used without the exercise of considerable judg-

29. ment, particularly with respect to the time period over
30. which growth rat are computed, and the degree to which

31. current dividend yields reflect uncertainties that future
32. earnings growth will exceed or fall short of past growth.
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1. Q. Should the cost of capital be measured solely by refer-

2. ence to a particular regulated company?

3.

4.A. In theory it should, because a company's own cost pre-

5. sumably reflects its unique risks. Failure to analyze

6. the unique risks of the subject company by focusing sole-

7. ly on data relatin.: to other conipanies cannot lead to an

B. accurate measure of a company's own cost of capital.

9. However, reliance on a particular company's indicated

10. cost of capital involves a degree o'f circularity, beccuse

11. it ultimately implies that the regulatory body relies on

12. investors' hunches about its own actions in setting

13. rates.

14.
15. Becaus( of the possibility of circularity, I believe the

16. results of the DCF technique applied to any one company

17. should be tested by reference to a DCF computation for

18. broader segments of the capital markets, including stable

19. industrials.

20.

21. g , please proceed with an explanation of the cost of capital

22. ccmputed by the DCF formula, focusing first on dividend

23. yields.
24,

2 5. A. Dividend yields are significantly affecteu by investors'

26. anticipations with respect to growth and the company's
27. payout ratio. At a given level of earnings, lower payout

28. ratios.will permit greater growth in earnings, and thus
29. produce lower dividend yields.
30.
31. Houston's payout ratio averaged 49.0 percent in 1975- |

1979, and stood at 49.6 percent in 1978-1979. By com- |32.
33. parison, the average payout ratio of the 29 "Az" rated
34. utilities has been about 70 percent and for the indus-

35. trials about 37 percent (Schedule 15)
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1. Turning to dividend yields, Houstca's dividend yield rose

2. from 7.0 percent in 1978 to 8.0 percent in 1979 and 9.5
3. percent in the first quarter of 1980 (Schedule 16). In

4. mid-June 1980 it stood at about 9.5 percent.

5.
6. Houston's dividend yield has consistently been lower than

7. that of other utilities, but higher than that of indas-
i

8. trials, which is quite consistent with Houston's lower

9. payout ratios in comparison with these other groups
10. (Schedules 15-16).

; 11,

12. In view of my projection of lower interest rates, Hous-

13. ton's current dividend yield overstates the prospective

14. dividend yield which may reasonably be expected, on the
,

15. assumption that the Commission will grant the Company's
16. rate increase application.

7

18. I estimate Houston's prospective dividend yield for mid-

19. 1980-1981 at an average of 8.25 to 8.50 percent, which is
t

20. quite close to the 8.35 percent average yield for the

21. four quarters ending March 1980.

22.

2 3. Q. Turning now to growth rates, what technique have you used
24. for the computation of growth rates?

25.
26. A. I have computed growth rates in per-share earnings, divi-
27 dends, and book values on two bar,cs: first, annual per-

28. centage changes and, second, compound rates (on the basis
29. of least squares) for a series of successiva five , seven ,

30. and ten-year periods. In view of the sensitivity and

31. variability of the data, the chances of drawing a reason-

32. able inference as to investor expectations are improved
;

33. by looking to successive (and partly overlapping) periods.
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l. While investors are interested in dividends, growth in

2. dividends is dependent on managerial policies with re-

3. spect to payout ratios, which are dependent on earnings.
~

4. I have also computed growth in book value, primarily

5. because growth in bc .< value usually shows f ar greater

6. stability over time.

7

9. Any analysis of growth rates for utilities must start

9. with an awareness that when the level of earnings is

10. depressed and below the cost of capital -- as indicated

11. by the fact that the market prices have consistently been
12. below book value for quite a few years -- the growth

13. rates for periods ending in those years are most likely

14. to also be depressed, and hence unrepresentative of inves-

15. tors' future expectations.

16.
17.- The DCF theory rests on the proposition that the dividend

18. yield rises to compensate for small or even negative
19. growth rates. There is undoubtedly a tendency in that

20. direction, but it does not fully ompensate for the de-

21. cline in growth rates, because in-estors do not expect a

22. depressed level of earnings to continue indefinitely.

23. Instead, they typically believe that commissions will

24. ultimately remedy such situations and adopt regulatory

25. techniques which will permit utilities to earn their cost
i

26. of capital and achieve close to the allowable return. It

27. follows that the dividend yield in those situations re-

28. flects an expectation of a higher growth cate than that

29. experienced in times of depressed earnings. To take the

30. view that the dividend yield compensates for unduly low
|31. growth rates is to assume, in effect, that the depressed .

32. level of earnings will be perpetuated.
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1. 0 What is your analysis of Houston's experienced growth
2. rates?

3.
4.A. A review of annual growth rates in earnings shows such

5. wide fluctuations from one year to the next (Schedule 17)

6. as to permit no reasonable inference as to investor ex-

7. pectations. With respect to growth in dividends, the

9. annual data show an upward trend, with a ten-year average
9. ending in 1979 of 7.8 percent and a five-year average of

10. c9.6 percent. In my opinion, these averages overstate

j 11. prospective dividend increases because they reflect the

12. rise in payout ratios of recent years.

13.
14. The annual growth in bocs value data show a ten-year-

15. average of 7.9 percent, a five-year average of 6.2 per-

16. cent, and a three-year average of 7.0 percent. In my
- 17. opinion, the lattet, 6.2 percent and 7.0 percent, under-

18. state investors' growth expectations because it assumes

19. that the longer term prospective growth in earnings and

20. dividends will be constrained or adversely affected by

21. sales of stock below book value. I reject that premise

22. because it implies that investors expect the Commission

23. to adopt regulatory techniques that would deprive the

24. Company of a reasonable opportunity to achieve a return

25. equivalent to its cost of capital. In my opinion, that

26. is not a reasonable premise.

27.
28. The annual growth in retained earnings show a ten-year

29. average of 7.5 percent, a five-year average of 7.4 per-

30. cent, and a three-year average of 7.6 percent. The aver-

31. ages for the recent period reflect, of course, the impact

32. of the Commission's allowable returns, as well as the

33. impact of the more rapid growth in earnings from non-

34. utility operations. If one were to focus only on Houston
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l. Lighting & Power, the average growth in retained earnings
2. both on a five- and three-year basis would be reduced to

2. 7.0 percent.

4.

5. Turning now to the compound rates of growth computed on
6. the basis of least squares for successive periods and

7. focusing first on earnings and dividends per share, I

8. regard the longer term, particularly the ten-year periods,
9. as most significant. The data show growth rates for

10. earnings in the range of 6.4 to 7.1 percent; the 10-year

11. dividend growth rates show a distinct upward trend, rang-
.

12. ing from 5.3 to 7.1 percent.

13.
14. With respect to growth in book value, the ten-year data
15. show a range of 8.2 to 8.5 percent, which are overstated
16. due to the sale of new stock above book value in earlier
17. years; the five-year data show a decline from 8.6 to 6.6
18. percent, which, as previously noted, are understated
19. because they reflect the sale of stock below book value

20. (Schedule 18). I

21.

2 2. Q. What is your conclusion with respect to investors' growth j

23. rate expectations and the current cost of attracting

24. capital? |

25.
26. A. I conclude that a longer-term growth rate fcr Houston

27. Industries total operations is no less than 7 percent,

28. but that the growth rate for utility operations is in the

29. range of 6.5 to 6.75 percent.

30.
31. Based on a projected dividend yield of 8.25 to 8.50 and a

32. growth rate of 6.5 to 6.75 percent (and matching the

33. lower growth with the upper end of the range for dividend

34. yields), I estimate the current " bare bones" cost of
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1. capital at 15.0 percent, excluding financing costs and
2. market pressure. By comparison, my current cost estimate

3. in the 1979 proceeding was 14.0-14.25 percent. I there-

4. fore conclude that che approximately 100 basis point rise
3. in interest rates (viewed prospectively in relation to
6. the levels forecast in 1979) has raised the cost of
7 attracting capital by 75-100 basis points.

8.
9. I regard the 15.0 percent " bare-bones" cost estimate as

10. conservative, not because of any intention to understate

11. the cost, but rather due to the fact that it incorporates

12. a downward adjustment to the crowth rate for the impact
13. of diversification on Houston Industries' total profit-

14. ability, without making any upward adjustment to the
15. dividend yield portion. Investors are obviously aware
16. of the impact of Houston I*.dustries' diversification, but

17 I have no basis for ascertaining the degree to which the

18. prospect of higher earnings from diversification har

19. raised the price of the stock.

20.

21. Q . You stated that you intended to test the cost of capital
22. computation for Houston Industries by reference to the

23. cost of attracting capital for other groups. What is
24. your estimate of the cost of capital for the group of 44t

25. and 58 companies selected on the basis of stability of
26. return similar to Houston Industries and the 29 "Aa"
27 rated electrics?

28.
23.A. The dividend yields of the incastrials showed only a
30. small rise during 1979, from about 5.3-5.4 percent in the
31. first quarter to 5.7-5.8 percent in the last quarter
32. (Schedule 16). I estimate the prospective median yield

'

33. in the range of 5.0-5.5 percent.

i
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1. Turning to growth rates, it may be recalled that, in

2. estimating the prospective returns of the industrials, I

3. did not give full weight to the 1979 returns, because I

4. believe they will not be sustained in the near-term future.

5. Hence, to avoid an overstatement of growth rates, I shall

6. omit discussion of 1979 growth data.

7.
9. Investe. i in industrials are primarily interested in

9. earnings ,:owth. The data show a clearly rising trend to

10. levels in the range of 10.2 to 10.3 percent for the ten-

11. year per:iods ending 1978 (Schedule 19). Since these
,

12. growth rates were achieved partly through a reduction in
13. payout ratios (from about 46 percent at the beginning of
14. the decade to about 37 percent in 1973), past growth in

15. earnings rates may overstate prospective growth rates.

16. However, despite the decline in payout ratios, there was

17. a clear upward trend in the dividend growth rates to a

18. range of 6.1 to 6.8 percent for the ten-year periods, 8.1
19. to 8.5 percent for the seven-year periods, and 9.2 to 9.5
20. percent for the five-year periods ending 1978.

21.
22. The growth rates in book value are within a relatively
23. narrow range of 8.0 to 9.5 percent for the periods ending
24. 1978. Giving the greatest weight to growth in dividends,

25. I estimate the prospective growth at about 9.0 percent.
1

26.
27. I therefore conclude that the " bare bones" current cost

28. for these industrials is approximately 14.0- 14.5 percent.

29.

30. Q. What is your estimate of the cost of attracting capital

31. for the utilities?

32.
3 3 .' A . Focusing first on the 29 "Aa" rated electrics, their

34. dividend yields rose from 8.8 percent in 1978 to 10.0
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1. percent in 1979 and 12.2 percent in the first quarter. I

2. estimate the prospective yield at 10.5-11.0 percent,
which is quite close to the average yield of 10.6 percent3.

4. for the four quarters ending March 1980. This is con-

sistent with my estimate for Houston Industries.5.
6.
7. With respect to growth, the 10-year growth rates in earn-
9. ings were in the range of 3.0-3.7 percent. The five-year

growth in dividends show an upward trend to 4.8 percent;9.

the 10-year growth rates were in the range of 3.3 to 4.410.
11. percent; the 10-year growth in book value was in the
12. range of 3.9 to 4.6 percent. These data lead me to pro-

ject a growth rate in the range of 3.5 to 4.0 percent.13.
The " bare bones" total cost of capital is therefore approxi-14.

15. mately 14.5 percent, somewhat below that of Houston.
16.

Th seven Texas utilities show an average dividend yield17.
for the four quarters ending March 1980 of 10.3 percent.18.
Their ten-year growth in earnings was in the range of 5.219.

20. to 6.0 percent; the five-year growth in dividends shows a
generally rising trend to about 5.0 percent and the ten-21.
year growth in book value in the range of 5.6 to 6.022.

23. percent. I conclude that the prospective growth is about
24. 4,5 to 5.0 percent, so that the " bare bones" cost of
25. capital is in the range of 14.8 to 15.3 percent, quite
26. close to that of Houston Lighting & Power.
27.
28. The above data confirm the fact that the greater prospec-
29. tive growth in capital expenditures of the-Texas com-

panies is perceived by investors as carrying greater30.
31. risk, and hence produces a higher investor return require-

1

32. ment.
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1. Q. Returning to Houston Industries, what is your estimate of

2. the cost of financing, market pressure, and the allowance

3. for market volatility?

4.

5. A. Houston's financing costs for its last four common stock

6. issues ranged from 2.8 to 3.5 percent. I shall use a 3.0

7 percent estimate as representative of prospective conditions.

3.
9. Market pressure is the impact of a new stock issue on the

10. price of the stock. Market pressure varies widely over

11. the course of the business cycle. The statistically

12. measurable market pressure / for Houston's last fourl

13. issues was 2.5, 2.6, 4.7, and 4.1 percent, respectively.

14. I estimate the prospective market' pressure at 4.0 percent.

15.
16. Thus, I estimate the sum of financing costs and market

17. pressure at 7.0 percent. There should also be an allow-

18. ance for unpredictable market swings of at least 3.0

19. percent, so that the total cost is about 10 percent.

20.

21. Considerable controversy has arisen in recent years over

22. whether the financing costs and market pressure should be

23. applied to the total cost of equity capital. Some con-

24. tend that they should be applied only to the dividend

25. yield portion of the cost; others that they should be

26. applied only to funds raised externally.

27

28.
29.

30* 1/ Difference between offering price and average of the
31. market price of the stock seven to 12 weeks before and af ter
3 2. the of fering date, adjusted for trend, measured by reference

to the S&P Composite Electric Power Price Index. For the last
3 3. issue (April 1980), the 4.1 percent reflects only the indi-
34. cated pressure before the issue date.
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1. In my opinion, financing and market pressure costs should
be applied to the total cost of equity capital. The con-

- ..

3. cept of the capital attraction standard implies the cost
4. of raicing the utility's capital de novo. If these financ-

5. ing and market pressure costs were applied only to that
'

6. portion of funds raised externally, companies with dif-
7. ferent payout ratios would receive different returns.
3. Moreover, such a policy would penalize retention of earn-
9. ings and constitute an inducement to management to approach

10. 100 percent dividend payout ratios, which is not desir-
11. able in the foreseeable '|.uture.
12.
13. However, since the issue is one on which there may be
14. reasonable differences of opinion, and in the interests
15. of avoiding controversy, I shall apply the 10 percent
16. flotation costs only to the dividend yield of 8.25-8.50
17. percent, so that the allowance for financing costs is
18. about 0.9 percent.

19.

20. Q. What is your conclusion as to the total current cost of
21. attracting capital for Houston?

22.

23. A. The total current cost is therefore 15.9 percent, reflect-
and24. ing an investor return requirement of 15,0 percent,

25. an allowance for financing costs of 0.9 percentage points.
26.
27. Thus, the cost of attracting capital, which typically
28. lies below the fair return, because it does not provide
29. for partial compensation for experienced inflation re-
30. flected in the comparable earnings test, is prospectively

)31. close to the upper end of the range, namely, 16.0 percent,
1

32. required by the comparable earnings-financial integrity ;

)

33- test.

34.
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APPENDIX A

Summary of Qualifications

of

Stephen F. Sherwin

.

I hold the degrees of Bachelor of Business Administra-

tion (1949), Master of Business Administration (1951), and

Ph.D. in Economics (1956), all from the University of Wiscon-

sin. My fields of study were Accounting, Economics, Finance,
and Public Utilities.

After completing my graduate studies, I was an instruc-
tor in Economics at New York University. I have also been a

guest lecturer at Penn State University and The George Washing-
ton University.

In 1956 I joined Foster AsseOiates, Inc. During the

last twenty-four years I have ceen a consultant to both
industry and government. In the course of these consulting*

activities, I have made numerous studies on the cost of

capital and reasonable earnings requirements for airlines,
electric and gas distribution utilities, natural gas pipe-

lines, telephone companies, and water companies. I have

also made studies of the economics and cost characteristics
of the oil and gas industry, on selected aspects of taxa-

tien, on postal economics, and the securities industry.

The results of many of those studies h. * been presented

as testimony before regulatory agencies in ovet forty proceed-
ings in the United States and Canada.

In the United States, I submitted rate of return evi-

dence before the Civil Aeronautics Board (Braniff, Continental,

. _ _ - _ _ _ _ _ _ - _ - _ _ - _ _ - _ - _ - _ _ _ - - _ _ - _ _ _ _ _ _ - _ - _ - - _ . - _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ - - _ _ _ - _ _ _ _ _ _ _ _ _ _ _ - _ _ _ _ - _
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! National, and Western Airlines); the Federal Energy Regula-

tory Commission (South Carolina Electric & Gas and Great
Lakes Gas Transrission); the Public Service Commissions of

Florida (Tampa Electric and General Telephone of Florida),

Maryland (Baltimore Gas & Electric), Michigan (Michigan
Consolidated Gas), Missouri (Laclede Gas), New York (St.

Lawrence Gas), North Carolina (Duke Power), Ohio (Dayton

Power & Light), South Carolina (South Carolina Electric &
Gas), Texas (Houston Lighting & Power), Virginia and West
Virginia (Chesapeake & Potomac Telephone Companies, AT&T'

>

subsidiaries); before the Securities and Exchange Commission

(for the National Association of Securities Dealers) on the
subject of reasonable sales charges for mutual funds; before
the Interstate Commerce Commission and the Postal Rate Com-
mission (for the U. S. Postal Service and two mailers' trade

i

associations) on the costing and pricing of postal services;

and before the Federal Power Ccmmission (for Exxon, Gulf,

Mobil, Texaco, and other oil companies) in twelve proceed-

ings (including the Permian Basin and Area Rate proceedings)
concerned with the costing and pricing of natural gas at

points of production.

In Canada, I have submitted rate of return ev'Jence

during the last five years in more than twenty proceedings
before the National Energy Board (TransCanada Pipelines and
Westcoast Transmission), British Columbia Energy Commission

(Pacific Northern Gas), the Ontario Energy Board (Consumers'
Gas and Union Gas), the Public Utility Boards of Alberta

(Alberta Power, Canadian Western Natural Gas, and North-

western Utilities), Manitoba (Greater Winnipeg Gas), and

Quebec (Gazifere de Hull).

<

1.
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? ,

Publications

|

" Monetary Policy in Continental Western Europe (1946-1951),
' University of Wisconsin Press (1956).
1

" Cost of Natural Gas", Journal of Petroleum Technology (February 1965).

I

" Report on Principles of Costing and Rate Making for the
I U. S. Postal Service", co-author with H. Herz, President's

Commission on U. S. Postal Organization (1968).

}

) " Cost of Finding Hydrocarbons", Bureau of Land Management,
Technical Bulletin 5 (May 1970).

" Economic Criteria for Postal Rate Making", Washington and
;
1 Lee University (March 1977).

,

e

i

6
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1
.

1

|
i

Before the;
-

:

| Public Utility Commission of Texas

i

,

Houston Lighting & Power Company

i
i

!

i

i

4

i

i

! Statistical Material to Accompany

Rate of Return Testimony
,
'

of
i
~

Stephen F. Sherwin
i
!

.

I

:

Foster Associates, Inc.
I Washington, D. C. 20C M
i

June 1980

.

i
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Schedule A

,

INFLATION RATE AS MEASURED BY ANNUAL INCREASE
IN IMPLICIT PRICE INDEX BY QUARTERS

(Percent)

First Second Third Fourth

Year Quarter Quarter Quarter Quarter
(1) (2) (3) (4)

1964 1.35 1.63 1.89 1.40
1965 1.94 2.11 2.24 2.52
1966 2.71 3.39 3.30 3.75
1967 3.32 2.49 2.88 3.11
1968 3.82 4.64 4.59 4.85

1969 4.64 4.79 5.45 5.28
1970 5.72 5.65 4.97 5.10
1971 5.11 5.30 5.22 4.72
1972 4.62 3.89 3.90 4.17
1973 4.18 5.23 6.26 7.50

1974 8.15 9.26 10.27 11.01
1975 11.57 10.3.5 9.08 7.50
1976 5.83 5.53 4.84 4.72
1977 5.23 5.97 6. 13 6.22

1978 6.30 7.02 7.62 8.19
1979 8.96 8.61 8.96 8.87
1980 8.86

Cource: United States Department of Commerce; Survey of Current
Business; Business Statistics; Commerce News.
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Schedale 2

TRENDS IN POND Y1E1.DS AND !!ffEREST RATES
(Percent Per Annum)

Yields on outstanding issues i

U.S 3-Month Municipal New York
Government U.S. Industrial Borid s Federal
Long-te r e Tressary Uttlity bond s (Moody's) bonds-Aa (Standard Pr ime Naserve Bank

Period aurids F Billsk/ Aaa Aa A Ba (Moody's) & Poor's) Kate / Discount Rate d/c

(1) (2) f3) (4) (5) (6) (7) (8) (9) (10)

1960 4.cna 2.93% 4.474 4.53% 4.784 4.974 4.39t 3.734 4.504 3.53%
1961 3.92 2.38 4.37 4.46 4.62 /. 83 4.13 3.46 4.50 3.00
1962 3.99 2.78 4.35 4.41 4.54 4.75 4.20 3. *.8 4.50 3.00
1963 4.05 3.16 4.27 4.32 4.39 4.67 4.29 7,23 4.50 3.23
1964 4.19 3.55 4.42 4.44 4.52 4.14 4.41 3.22 4.50 3.55

1965 4.27 3.95 4.50 4.52 4.58 4.78 4.50 3.27 5.00 4.04
1966 4.77 4.64 5.19 5.25 5.39 5.60 5.15 3.82 6.00 4.50
1967 5.01 4.32 5.58 5.66 5.87 6.15 5.55 3.98 6.00 4.12
1968 5.45 5.34 6.22 6.35 6.51 6.87 6.24 4.51 6.75 5.29
1969 6.33 6.68 7.12 7.34 7.54 7.93 7.05 5.81 8.50 5.88 |

1970 6.86 6.46 8.31 8.52 8.69 9.18 7.94 6.51 6.75 5.94
1971 6.12 4.35 7.72 8.00 8.16 8.63 7.23 5.70 5.25 4.85
1972 6.01 4.07 7.46 7.60 7.72 8.17 7.11 5.27 6.00 4.50
1973 7.12 7.04 7.60 7.72 7.84 8.17 7.40 5.18 9.75 6.44
1974 8.05 7.09 8.71 9.04 9.50 9.84 8.64 6.09 10.50 7.83

1975 10 7.86 5.87 8.87 9.28 10.03 11.28 8.69 6.52 8.98 6.85

2Q 8.21 5.40 9.03 9.44 10.13 10.89 8.92 6.80 7.32 6.12
3C 8.41 6.34 9.15 9.51 10.11 10.85 8.96 7.06 1.56 6.00

4Q 8.29 5.68 9.08 9.50 10.10 10.82 9.02 7.16 7.58 6.00

1976 IQ 8.00 4.95 8.80 9.22 9.76 10.34 8.87 6.86 6.83 6.00

2Q 8.01 5.17 8.72 9.04 9.54 9.95 8.76 6.78 6.90 5.50

3Q 7.90 5.17 8.66 8.85 9.13 9.67 8.49 6.37 7.09 5.50

4Q 7.55 4.70 8.35 8.55 8.72 9.32 8.32 5.95 6.54 5.39

1977 10 7.62 4.62 8.21 8.45 8.65 9.19 8.01 5.74 6.25 5.25

20 7.68 4.83 8.18 8.46 8.67 9.11 8.04 5.59 6.47 5.25

3C 7.60 5.47 8.10 8.33 8.49 8.91 7.95 5.44 6.90 5.42

4Q 7.78 6.14 8.25 8.49 8.63 9.05 8.18 5.46 7.67 5.93

1978 10 8.19 6.41 8.55 8.78 8.96 9.31 8.48 5.53 7.98 6.46

20 8.43 6.48 8.81 9.02 9.24 9.67 8.65 5.94 8.30 6.78

30 8.54 7.32 8.91 9.15 9.37 9.58 8.81 6.03 9.14 7.50

4Q 8.78 8.68 9.19 9.43 9.61 9.92 9.00 6.10 10.81 9.08

1979 10 9.03 9.35 9.53 9.77 9.92 10.36 9.27 6.20 11.75 9.50

2Q 9.08 9.37 9.60 10.02 10.18 10.60 9.42 6.07 11.71 9.50

30 9.03 9.63 9.52 9.80 10.16 10.58 9.34 6.18 12.11 10.21

40 10.18 11.80 10.77 11.29 11.69 12.29 10.58 7.08 15.08 11.92

1980 Jan. 10.65 12.04 11.33 11.95 12.27 12.92 11.16 7.21 15.25 12.00
Feb. 12.21 12.81 12.75 13.19 13.55 14.42 12.26 8.04 15.63 12.52
Mar. 12.49 15.53 13,.33 14.09 14.65 15.26 12.93 9.09 18.31 13.00
Apr. 11.42 14.00 12.27 13.49 13.87 14.35 12.63 8.40 19.77 13.00
May 10.44 9.15 11.23 11.99 12.53 12.93 11.82 7.37 16.57 12.94

3/ 20-year constant maturities. Series represents yields on the more actively traded issues adjusted to constant
es.curities by the U.S. Treasury, based on daily closing bids.

b/ Rate on new of ferings.

c/ Annual data represent the rate in ef fect at year-endt monthly data are the average rates for the month.

d/ Average rates.

Source: Federal Reserve board, Federal Reserve Bulletin and Statistical heleases. Annual Statistical Digest:
Moody's Investors Service, Inc.: Standard & Poor 's Trade & Securities Statistics: Outloot.

FA-024043
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Sch:dulo 3

,
YIELDS ON MOODY'S NEWLY ISSUED

l PUBLIC UTILITY 3ONDS

(Percent Per Annum)

Period Aaa Aa A Baa

) (1) (2) (3) (4)

1960 4.77 4.78 5.02 5.33
1961 4.51 4.59 4.73 5.10
1962 4.36 4.34 4.45 4.75 i

1963 4.31 4.34 4.41 4.64 |
1964 4.46 4.46 4.55 4.74

1965 4.57 4.62 4.70 4.95
1966 5.44 5.57 5.76 5.98
1967 5.85 5.98 6.18 6.28
1968 6.57 6.72 6.90 7.11
1969 7.75 7.88 8.07 8.54

1970 8.52 8.74 9.15 9.68
1971 7.58 7.70 7.97 8.33
1972 7.34 7.42 7.56 7.89
1973 7.75 7.82 8.00 8.18
1974 9.16 9.47 9.89 9.14

1975 1Q 8.86 9.14 9.76 --

2Q 9.09 9.64 10.27 10.90

3Q 9.24 9.70 10.66 11.57

4Q 9.38 9.58 10.29 11.54

1976 10 8.52 8.81 9.12 9.67
2Q 8.54 8.93 9.18 9 2*
3Q 8.12 8.56 9.06 9.78
4Q 8.15 8.31 8.47 8.90

1977 IQ 8.24 8.24 8.43 8.85
2Q 8.12 8.32 8.56 8.86
3Q 8.04 8.23 8.40 8.59
4Q 8.27 8.41 8.57 9.07

t

1978 lQ 8.72 8.84 8.94 9.44
2Q 8.90 9.15 9.28 9.70
3Q 8.82 9.13 9.16 9.88
4Q 9.18 9.47 9.48 9.75

1979 lQ 9.54 9.86 9.95 10.37
2Q 9.48 9.92 10.17 10.68
3Q 9.76 9.70 10.12 10.99
4Q 10.83 11.80 12.26 12.76

1980 Jan. 11.47 12.56 12.51 --

Feb. 12.70 13.63 15.15 --

Mar. 14.20 14.99 15.04 15.56
Apr. 12.15 12.70 14.54 14.67
May 11.79 12.00 11.77 --

Source: Moody's Investors Service, Inc.

FA-023936



Schedule 4

TPJ:NDS IN PREFFJULED 3TOCK Y! ELDS ./
8

(Percent Per Annum)

Moody's Public Utilities _ Moody's Industrials

Year High Grade Medium Gr ade High Gr ade Medium Grade

(1) (2) (3) (4)

1960 4.85 5.06 4.48 4.80

1961 4.71 4.90 4.36 4.68

1962 4.52 4.74 4.21 4.60

1963 4.38 4.58 4.04 4.41

1964 4.49 4.68 4.05 4.38

1965 4.53 4.72 4.07 4.38

1966 5.19 5.41 4.67 4.95

1967 5.54 5.77 5.13 5.39

1968 6.07 6.28 5.62 5.83

1969 6.76 6.91 6.15 6.38

1970 7.56 7.78 7.03 7.25

1971 7.10 7.36 6.55 6.84

1972 7.23 7.43 6.56 6.85

1973 7.56 7.78 6.65 7.01 +

1974 IQ 6.00 8.41 6.91 7.40

20 8.84 9.31 7.24 8.06

3Q 10.05 10.61 7.81 8.44

4Q 10.15 11.21 7.95 8.65

1975 1Q 9.21 10.48 7.64 0.07

2Q 9.52 10.84 7.87 8.06

aa a baa
Rated Rated Rated

1975 30 9.52 10.52 10.93 7.97 8.26

4Q 9.35 10.25 10.68 7.83 8.33

1976 IQ ~P.82 9.46 9.69 7.50 7.90

20 8.86 9.39 9.72 7.47 7.88

30 8.70 9.24 9.62 7.30 7.78
r

4Q 8.45 8.91 9.25 7.21 7.68

1977 10 8.27 8.79 9.00 7.09 7.43 ,

2Q 9.11 8.57 8.99 7.17 7.49

3Q 7.96 8.28 8.74 7.07 7.38

40 8.12 8.55 8.99 7.15 7.47

1978 IQ 8.35 8.74 9.19 7.35 7.61

20 8.65 9.11 4.56 7.72 7.87

3Q 8.60 9.94 9.64 7.80 8.25

4Q 8.77 9.32 10.02 -8.18 8.71

1979 IQ 9.09 9.63 10.37 8.12 8.79

2Q 9.13 9.72 10.58 8.24 9.04

30 9.22 9.89 10.60 8.45 9.00

4Q 10.71 11.37 12.29 9.34 9.79

1980 Jan. 10.96 11.79 12.74 9.37 9.76

Feb. 11.58 14.65 14.08 9.81 10.28

Mar. 13.09 14.74 15.22 10.33 11.02

Apr. 11.67 12.22 13.13 10.14 10.65
May 10.80 11.69 12.29 9.70 10.38

t

a/ Yields are based on prices for the last Friday of each month. .

Source: Moody's Irivestors Service, Inc.
.

FA-023937
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Schedule 5

TPINDS IN AFTEJt-TAX CORPORATE PROFITS

Cirporate Profits As
A Percent of

Billions Gross

of National National

Year Do13ars Pr od uct income

(1) (2) (3)

Acnual
1960 525.8 5.1% 6.34
1961 25.8 4.9 6.1
1962 29.6 5.3 6.5

1963 31.5 5.3 6.5

1964 36.7 5.8 7.1

1965 44.3 6.4 7.8
1966 47.1 6.3 7.6
1967 44.9 5.6 6.8

1968 46.2 5.3 6.5

1969 43.8 4.7 5.7

1970 37.0 3.8 4.6
1971 44.3 442 5.2
1972 54.6 4.7 5.7
1973 67.1 5.1 6.3
1974 74.5 5.3 6.6

1975 70.6 4.6 5.8
1976 92.2 5.4 6.8

1977 104.5 5.5 6.8

1978 121.5 5.7 7.0
1979 144.1 6.1 7.5

Cuarterly a/
1974-1Q 70.9 5.2 6.4

2Q 72.8 5.2 6.5

3Q 81.0 5.7 7.1

4Q 73.5 5.1 6.3

1975-1Q 59.6 4.1 5.2
2Q 64.6 4.3 5.4

30 78.1 5.0 6.3

4Q 80.3 5.0 6.3

1976-1Q 89.0 5.4 6.7
2Q 92.4 5.5 6.9

3Q 92.9 5.4 6.8
4Q 93.2 5.3 6.o

1977-10 99.2 5.4 6.8
2Q 103.7 5.5 a 6.9

3Q 107.2 5.6 6.9
4Q 107.9 5.5 6.8

1978-1Q 106.7 5.3 6.6

2Q 122.4 5.8 7.2

30 124.6 5.P 7.1

4Q 132.3 5.9 7.3

1979-10 142.0 6.2 7.6

20 139.3 6.0 7.3
30 148.3 6.2 7.6

4Q 146.9 6.0 7.4

1980 IQ 155.5 6.2 7.7

a/ At annual rates.

Source: U.S. DeFortment of Commerce: Business Statistics,
Survey of Current Business, Commerce News.

FA-023650
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Schedule 6

CAPITAL STRUCTURE RATIOS FOR
# SELECTED UTILITIES AND INDUSTRIALS

Year-End 1978*

,

Long-Term Preferred Common Stock
Debt Stock Equity

'

'
(1) :2) (3)

i Utilities
Houston Lighting & Power

1979 50.5% 8.3% 41.2%

1978 52.5 8.3 39.2

41 Electric Utilities 50.4 13.0 36.6

29 "Aa" Rated Electric and'

I Electric-Gas Utilities 48.7 13.5 37.8

85 Electric and Electric-
Gas Utilities 50.0 13.0 37.0

7 Texas Electric Utilities 50.8 10.6 38.6

9

Class A&B Electric
i Utilities 50.2 12.2 37.6

Industrials
Ten Stable Industries:

44 Industrials 20.1 1.0 78.9

All Manufacturing Industries:'

58 Industrials 23.5 1.1 75.4
46 "A" Ranked Industrials 21.6 1.0 77.4
58 "A " Ranked Industrials 24.4 0.5 75.1

i

e

Source: Annual Reports to Stockholders; Standard & Poor's Compustat
Services, Inc.; Department of Energy, Statistics of Privately:
Owned Electric Utilities in the United States. For identifica-

tion of companies, see Appendix B.
;

1
,

PA-24021

2
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Sch3dulo 7

RATES OF RETURN ON AVERAGE COMMON STOCX EQUITY
FOR SELECTED INDUSTRIALS

Ten Stable 1.11 Manufacturing Industries

Industries 46 "A" 58 "A " S&P

44 58 Ranked Ranked 400

Year Industrials Industrials Industrials Industrials Industrials

(1) (2) (3) (4) (5)

1969 13.8% 13.6% 12.1% 13.8% 12.0%

1970 13.3 13.0 12.8 12.9 10.4
1971 13.3 12.9 11.9 12.3 11.1
1972 13.8 13.3 13.1 13.2 12.0
1973 14.5 14.2 14.0 14.5 14.7
1974 14.3 14.4 14.5 14.1 14.7

1975 13.5 13.4 13.5 12.6 12.4
1976 13.9 13.9 14.6 14.0 14.5
1977 14.5 14.5 15.2 14.0 14.6
1978 15.8 15.4 15.7 15.6 15.2
1979 15.9 15.5 17.1 16.4 17.0

Source: Annual Reports to Stockholderst Moody's Investors Service, Inc.;
Standard & Poor's Compustat Services, Inc. For identification of

ccmpanies, see Appendix B.

FA-24004
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Schedule 8
Sheet 185 Electric and Electric-Gas Utilities

BETA AND R2 VALUES

For Five-Year Periods Ending In:
1979 1973

Company Beta RZ Beta Rd

(1) (2) (3) (4)

Arizona Public Service Co. 0.62 27.87 0.71 16.46
Atlantic City Electric 1.06 43.32 0.26 5.89

Baltimore Gas & Electric 0.67 22.71 0.50 18.40

Boston Edison Co. 0.84 31.66 0.51 21.47
CP National Corp. 0.66 22.46 ,0.40 6.48

Carolina Power & Light 1.21 36.77 0.55 11.90

Central Hudson Gas & Electric 0.75 30.44 0.63 37.81
Central Illinois Light 0.76 30.85 0.39 11.48

Central Illinois Public Service 0.86 29.63 0.52 25.47

Central Maine Power Co. 0.61 25.87 0.30 9.96

Cincinnati Cas & Electric 0.65 20.15 0.58 18.81
|

Cleveland Electric Illumn. 0.77 30.61 0.61 31.47

Columbus & Southern Ohio 1.03 33.93 0.58 19.65

Commonwealth Edison 0.64 24.10 0.58 22.14

Community Public Service 0.66 26.39 0.69 34.33
a

Consolidated Edison of New York 1.16 36.47 0.45 19.02

Consumers Power Co. 1.04 28.91 0.69 29.79

Dayton Power & Light 0.82 28.61 0.38 14.82
Delmarva Power & Light 0.85 42.50 0.54 26.42

Detroit Edison Co. 0.95 23.65 0.50 28.31

Duke Power Co. 0.75 22.66 0.58 22.80

Duquesne Light Co. 0.83 35.11 0.37 18.86

Empire District Electric 0.58 25.50 0.41 22.59
Florida Power & Light 1.05 39.11 1.05 32.69
Florida Power Corp. 0.87 22.13 0.82 22.58

Culf States Utilities Co. 0.62 24.25 0.77 16.90

Hawaiian Electric Co. 0.62 22.82 0.82 29.08 .

Hor.1ston Industries 0.72 16.18 0.81 25.14

Idaho Power Co. 0.45 15.31 0.43 12.13
0.82 28.25 0.66 22.29

Illinois Power Co. ,

Indianapolis Power & Light 1.05 29.71 0.62 21.45

Interstate Power Co. 0.53 18.45 0.40 20.44

Iowa Electric Light & Power 1.08 31.40 0.38 14.53

Iowa-Illinois Gas & Electric 1.06 30.97 0.40 18.07

Iowa Public Service Co. 0.42 16.67 0.58 31.30

Iowa Resources 0.68 33.01 0.60 32.39

Kansas City Power & Light 0.71 27 10 0.53 21.41

Kansas Gas & Electric 0.76 24.78 0.60 29.54

Kansas Power & Light 0.39 13.09 0.56 21.91

Kentucky Utilities Co. 0.69 22.57 0.57 27.63

Long Island Lighting 1.01 51.61 0.69 27.33

Louisville Gas & Electric 0.68 22.79 0.44 11.06,

Minnesota Power & Light 0.55 32.72 0.61 20.81

Missouri'Public Service 0.77 17.00 0.51 17.35

Montana Power Company 0.78 32.87 s.57 22.46

-_
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85 Electric and Electric-Gas Utilities Schedule 82

Sheet 2
BETA AND R2 VALUES

(continued),

For Five-Year Periods Ending In:

1979 197 3
R "~ Beta RZlCompany Beta

(1) (2) (3) (4) .

1

Nevada Power Co. 0.97 31.77 0.89 25.74
New York State Elec. & Gas 0.79 33.70 0.45 15.72;

i Niagara Mohawk Power 0.52 21.40 0.42 21.92 t

Northern Indiana Public Servi:e 0.91 39.14 0.59 12.13
Northern States Power 1.00 37.88 0.51 23.26

Ohio Edison Co. 0.70 22.75 0.42 13.05
Oklahoma Gas & Electric 0.85 24.91 0.73 17.30
Orange & Rockland Utilities 0.91 32.69 0.44 20.90
Pacific Gas & Electric 0.29 7.81 0.69 21.54<

Pacific Pcwer & Light 0.80 32.14 0.54 19.80

Pennsylvania Power & L'.ght 0.56 21.92 0.46 18.92
; Philadelphia Electric Co. 0.66 25.34 0.43 21.60

Portland General Electric Co. 0.78 33.66 0.45 16.77
Potomac Electric Power 0.66 21.59 0.38 10.46
Public Service Co. of Colorado 0.92 35.99 0.64 15.?!

.

Public Service Co. of Indiana 0.76 25.88 0.56 12.20
Public Service Co. of New Hampshire 0.84 30.20 0.32 8.79
Public Service Co. of New Mexico 1.05 44.62 0.78 24.48
Public Service Electric & Gas 0.93 30.30 0.58 29.73d

Puget Sound Power & Light 0.88 44.22 0.43 14.37

Rochester Gas & Electric 1.C5 33.76 0.60 25.38
St. Joseph Light & Pcwer 0.77 23.78 0.39 19.52
San Diego Gas & Electric 0.66 24.60 0.79 25.33
Savannah Electric & Power 0.56 14.13 0.57 20.28
Sierra Pacific Power Co. 0.90 42.59 0.65 20.58i

South Carolina Elec. & Gas 0.90 27.87 0.90 25.91
Southern California Edison 0.56 25. 65 1. r > 31.77:
Southern Indiana Gas & Electric 0.63 23.89 0.66 33.27,

Southwestern Public Service Co. 0.59 19.64 0.72 38.30
Tampa Elect.ic Co. 1.10 J3.57 0.83 18.15

Toledo Edison Co. 0.77 24.14 0.65 21.70
Tucson Electric Power Co. 0.81 24.69 0.52 14.48
Union Electric Co. 0.57 26.11 0.37 15.16
United Illuminating Co. 0.55 21.03 0.42 17.94i

Utan Potter & Light 0.52 17.65 0.51 14.16

Virginia Electric & Power
Washington Water Power .

0.S3 26.89 0.77 22.34
0.55 26.93 0.36 17.07

Wisconsin Electric Power 0.50 J .68 0.52 22.28
; Wisconsin Power & Light 0.64 27.00 0.45 16.13

Wisconsin Public Service 0.54 20.1; 0.28 14.55
!

Average 0.77 0.57
Median 0.76 0.56

Source: Standard & Poor's Compustat S'ervices, Inc.
FA-024071
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Schedule 9

RELATIONSHIP BEWEEN BETA M1D
RATES OF RETURN ON AVERAGE COMMON STOCK

EQUITY FOR 922 INDUSTRIAL COMPANIE3

Rates of Return on

Number Average Common Stock Equity
of 1978 1976-1978 Average

Companies Range of Beta / Average Median Average Mediana

(1) (2) (3) (4) (5) (6)

36 0.02 - 0.54 10.9% 15.1% 10.9% 14.44

34 0.55 - 0.64 12.7 14.2 12.8 13.6

46 0.65 - 0.74 12.5 13.7 13.2 13.5

51 0.75 - 0.84 14.0 13.9 14.8 14.7

74 0.85 - 0.94 10.5 13.4 11.2 12.7

74 0.95 - 1.04 12.5 13.5 12.1 13.0

91 1.05 - 1.14 14.7 14.8 14.0 13.5

91 1.15 - 1.24 18.0 15.6 14.6 14.5

90 1.25 - 1.34 13.9 14.3 12.6 13.5,

85 1.35 - 1.44 12.7 14.3 11.5 13.9

93 1.45 - 1.54 14.7 14.7 11.9 13.4

64 1.55 - 1.64 15.4 14.4 11.0 13.7

52 1.65 - 1.74 14.5 15.7 13.6 15.2

41 1.75 - 1.84 12.7 13.6 13.4 12.1

922

a/ Betas computed for five-year periods ending December 31, 1979.

Source: Standard & Poor's Compustat Services, Inc.

FA-23856
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TIMES INTEREST CHARGES EARNED BEFORE INCOME TAXESp FOR SELECTED UTILITIES
&
$
2
e-*

Including AFUDC Excluding AFUDC

29 "Aa" Rated 29 "Aa" Rated

Houston Seven Electric and Houston Seven Electric and

Lighting Texas Electric Electric-Gas Lighting Texas Electric Electric-Gas

Year and Power Utilities utilities and Power Utilities Utilities

(1) (2) (3) (4) (5) (6)

1965 9.97 5.76 6.70 9.89 5.69 6.61

1966 8.35 5.58 6.65 8.20 5.33 6.54

1967 6.27 5.07 6.12 6.10 4.92 5.99

1968 5.69 5.04 5.67 5.54 4.71 5.48

1969 5.76 5.34 4.84 5.65 5.30 4.58

1970 5.19 5.18 3.98 4 97 2.06 3.71

1971 4.93 4.77 3.59 4.78 4.53 3.32

1972 4.73 4.61 3.58 4.53 4.48 3.28

1973 4.65 4.23 3.57 4.40 4.08 3.27

1974 3.53 3.44 3.14 3.36 3.41 2.86

1975 2.79 3.34 3.31 2.66 3.13 3.04

1976 4.00 3.34 3.48 3.76 3.08 3.16
j

1977 4.09 3.32 3.54 3.77 2.91 3.15

1978 3.62 3.13 3.46 3.29 3.01 3.05

1979 3.77 3.27

Source: Company Annual Reports: Standard & Poor's Compustat Services, Inc. For identification of

companies and method of computation, see Appendix B.
$.

O
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PATES Or PETUPN (se AVERACE Ctsee0N $70CR FQUITY
IN DELATION TO MAPFFT-TO-nn(* P ATIOS FOR SELrcTED Iff f t.1 TIES

29 "Aa* Rated
Electr ic arwl 85 Electric and 7 Texas

flouston Industries 41 Flec .r ic Ut ilities Electric-Gas Ut ilities Electrie-Cas Utilities Electr ic Ut ilit ies

peturns on Markat-to- Returns on Market-to- Returns on Marhet-to- Peturng on Marhet-to- Petuspg on Marhet-to-

Average armk Average pnok Aver age Innok Averaq* lbnk Aver age pnnt

Year Dguity _ . Patio 9 _ Djulty , _ Patios J/}ulty _ Ratios _Fgsity Patios _D]ui tL Ratios

(1) (2) (Il (4) (5) (61 (7) 181 19) gin)

1969 14.5% 2616 12.6% 1724 13.43 1644 12.64 1598 15.la ylla

1970 15.1 239 12.6 141 12.7 136 12.3 133 15.4 20 3

1971 15.5 249 12.0 133 12.2 139 11.9 135 14.4 212

1972 15.5 235 12.8 131 12.8 132 12.2 125 15.6 200

1973 13.9 178 11.7 110 12.5 112 11.5 108 15.4 172

1974 Il 7 95 11.I 81 11.0 88 10.8 77 14.1 IIA

. *75 10.9 86 12.5 82 12.5 90 11.9 82 13.7 119

15.2 9) II.6 96 12.0 100 it.6 94 12.9 104
'

.f,* 15.2 110 11.7 100 12.5 108 11.5 103 13.0 104,

6934 13.4 94 13.3 93 13.8 100 11.6 93 14.0 101

**i1 14.3 87 11.0 83 12.4 89 11.5 A4 !).2 92

1975 10 91 78 87 79 122

20 88 80 88 85 116

30 80 Al 92 m) 114

40 83 88 91 87 116

1976 IQ 87 93 100 93 ggy

20 81 91 97 91 97

Jg 95 95 300 95 105

40 106 99 108 99 102

1977 IQ 119 98 113 100 tot

20 109 99 ICA 100 100

30 !!2
* 101 110 103 108

40 102 97 105 9' 105

1%78 10 95 95 103 95 Ine

20 93 93 99 91 103

3Q 100 93 101 94 107

4Q 88 88 93 R8 96

1979 10 87 89 94 R8 96

20 88 83 89 84 93

3Q 89 84 92 R6 93

40 #3 77 83 77 81

l*RO 10 ' Al . 70 75 71 76

-N
:r

a/ tenuston Lighting s rnwer pr inr to 1976. Retur ns on aver age comann equity for Houston Light 8 ng & Power were 14.74 14.41, 12.7% anel 13.29 for 5%+6-79 $
h

r ee g*c t i vely .

Sources - Annual Repne t s to Stockholder s; Itxx!y's investors Service, Inc.: Standard & l'oor 'R Compustat Ser vices. Inc. F *r ident if icat . ra of companies, U

see Agterwflu D.

__ _ _ _ _ _ _ _ _ _ . _ _ _ _ _ _ _ . _ _ _ _ _ . _ _ _.
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Houston Ind etrler /a

7
S INVESTOPS* ExrFRIFNCF

% (Corg<mmi Pates of Grnwth nr Declina)

E,

. ._ . ._ _ _ _ _ _ _ _ _ - _ . -
Dit_e__pu,r c hp_ sed _ _ _ _ _ _ _ _ _, , , ___ _ , ,

n et.

sn id, 1.e 60, 1961 1962 1963 10- 4 1965 1966 1967 196R 1969 1970 1971 1972 1973 1974 1975 1976 1977 197R

1961 16.5Rt

1962 15.93 (1.611t

1963 19.41 11.A5 76 Mt
.

1964 !R.%R 13.12 21.30 16.13t

l'65 17.0% 12.62 17.91 13.60 11.1241

1966 12.29 7.99 10.52 5.60 0.70 (8.75)*

1067 9.77 5.R5 7.40 3.06 (0.96) (6.50) (4.2015

196R R.44 9.03 6.lR 2.49 (0.59) (4.30) (2.00) 0.271

1969 6.96 3.74 4.51 1.23 (1.46) (4.44) (2.96) (2.34) (4.R6)*

1970 6.46 1.5% 4.21 1.35 (0.R9) (3.18) (1.73) (0.90) (1.4R) 2.03t

left 7.29 4.72 5.45 3.05 '.36 (0.23) 1.57 1.07 4.02 R.76 15.919

1972 7.lR 4.94 9.52 3.19 1.93 0.65 2.31 1.66 4.53 7.86 19.90 6. ort

1971 5.60 3.3% 3.R3 l.7R 0.33 (0.9R) 0.19 0.)) 1.07 2.61 2.80 (3.20) (11.66)*

1974 1.74 (0.54) (0.45) 82.60) (4.28) (5.80) (5.51) (%.70) (6.66) (7.01) (9.15) (16.24) (2%.56) (17.2R)*

197% 1.6R 10.4%) (0.35) (2.33) (3.83) (5 2)) (4.R4) (4.92) (5.63) (5.76) (7.25) (12.2R) (17.66) (20.51) 0.768

1976 2.R' a.R7 1.n6 (0.68) r1.95) (3.0R) (2.50) (2.30) (2.62) (2.30) (3.00) (6.7R) (9.29) (R.47) 10.%6 21.111

1977 4.%2 2.79 3.09 1. ', R 0.56 (0.29) 0.t2 1.00 1.08 1.85 1.R2 (0.35) 81.60) 1.19 19.54 2R 5R 16.256

197R 4.19 2.$4 2.Al 1.4n 0.43 (0.37) 0.36 0.79 0.R4 1.49 1.43 (0.49) g;.5%) 0.61 13.73 17.72 15.96 (1.3131

1179 4.24 2.6R 2.94 1.61 0.71 0.01 0.72 1.14 1.22 1.R5 1.83 0.19 (0.61) 1.15 11.56 14.43 fl.22 l.65 5.134

at Houston Liq 1 ting & rower prior to 1976.

Snorcer Standar( & ront's C mpustat Servt,cs, Inc., Stock Guider Moody's Dividend Record.

N,

1
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t



Schedule 13
Sheet 1

RATES OF RETURN ON ACAGE COPDG STOCK EQUITY
IN RELATION TO

MARKET-TO-BOOK RATIOS FOP SELECTED U2ILITIES AND INDUSTRIALS

All Manufacturing
Ten Stable Industries Industries 29 "Aa* Rated Electric

44 Industrials 58 Industrials and Electrie-Cas Utilitiet

Returns on Market-to- Returns on Market-to- Returns on Market-to-

Average Book Average Book Average Book
Year Equity Ratics Equity Rattos Equity Ratios

(1) (2) (3) (4) (5) (6)

1969 13.8% 2224 13.6% 2226 13.44 1644

1970 13.3 179 13.0 177 12.7 136

1971 13.3 210 12.9 202 12.2 139

1972 13.8 211 13.3 207 12.8 132

1973 14.5 188 14.2 185 12.5 112

1974 14.3 131 14.4 129 11.0 88

1975 13.5 125 13.4 122 12.5 90-
1976 13.9 126 13.9 126 12.0 100

1977 14.5 135 14.5 127 12.5 108

1976 15.8 118 15.4 114 11.8 100

1979 15.9 105 15.5 103 12.4 89

1975 10 122 116 87

2Q 138 136 88

3Q 127 127 92

4,Q 131 134 91

1976 10 141 141 100

20 132 136 97

30 137 137 100

40 128 128 108

1977 IQ 138 138 113

20 134 126 108

30 133 131 110

4Q 124 123 105

1972 IQ 117 117 103

20 123 121 99

30 129 131 101

40 111 111 93

19'9 10 113 113 94

20 112 111 89

3Q. 116 116 92

40 107 106 83^''

1980 IQ 106 100 75

Source : Annual Reports to Stockholders Moody's Investors Service, Inc.: Standard 6 Poor's Compustat Services,
Inc. For identification of companies and methed of computation, see Appendix B.

-FA-24005
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Schedule 13
4 a wet 2

f

RATES OF RETURN ON AVERACE CC:9 TON SEE EQUITY IN
,

RELATION TO MARKET 'M)-BOOK RATIOS FOR SELECTED INDCSTRIALS'

I
4

All Manuf acturino industries
46 *A* Ranked Ind us tr ials gp en.a Ranked Industrials S&P 400 Industrials

Returns on Mar ket-to- Returns on Market-to- Returns on Market-to-

. .ver age Book Average Book*Average Book

Ye ar Eculty Ratios Equity Ratios Equity RatirA _
(1) (2) (3) 14) (5) (6)

1969 13.1% 2074 13.8% 2256 12.04 2104

1970 12.8 164 12.9 175 10.4 175

1971 11.9 185 12.3 192 11.1 201

1972 13.1 195 13.2 212 12.0 214
'

1973 14.0 162 14.! 156 14.7 199

1974 14.5 125 14.1 104 14.7 142

1975 13.5 126 12.6 90 12.4 1391

1976 14.6 133 14.0 106 14.5 155

1977 15.2 129 14.0 109 14.6 137

1978 15.7 115 15.6 109 15.2 123

1979 17.1 116 16.4 111 17.0 121

1975 10 119 85 130

20 143 SC 144

30 143 97 142

4Q 136 94 141

1976 IQ 148 111 158

20 143 110 155

30 155 111 159

4Q 144 108 150

1977 10 145 113 148

20 135 110 138

30 132 109 136

40 123 107 126

1978 IQ 116 107 120

20 120 116 123

30 127 125 131

4Q 113 107 120
4

1979 10 116 110 123

20 112 112 119

3Q 124 113 124

4Q 115 105 118

1980 IQ 119 107 125

4

Sources Standard & Poor's Compustat Services, Inc., Analysts Handbook Moody's Investors Service, Inc. For
identification of companies and method of competation, see Appendix B.

.

FA-24026
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Schedule 14

EARNINGS-PRICE RATIOS FOR SELECTED UTILITIES AND INDUSTRIALS

All

29 'Aa* Rated Ten Stable Manufacturing

41 Electric & 7 Texas Industries Industries

Houston Electric Electric-Gas Electric 44 58'
*

Jeg Industries Utilities Utilities Utilities Industrials Ind ustr ials
;
' (1) (2) (3) (4) (5) (6)

i

1970 6.3% 8.9% 9.1% 8.0% 7.Ct 7.04
'

1971 6.2 8.4 8.1 7.7 6.1 6.1

1972 6.6 9.7 9.7 8. (' 6.0 6.0

1973 7.6 10.1 10.4 9.C 7.4 7.4

1974 12.3 13.4 12.f 12.5 10.0 10.0

1975 13.1 14.4 13.5 12.8 10.6 10.6
'

1976 15.8 12.1 12.3 11.9 10.8 10.7

: 1977 13.5 11.3 11.4 12.5 11.3 11.2

1976 13.9 12.2 13.0 13.3 12.3 12.1

,

1979 16.5 13.1 13.8 14.0 14.5 14.1
i

1975 10 12.3 14.6 13.5 13.2 10.6 10.6

2Q , 11.4 13.8 13.0 13.2 9.4 9.4,

; . 3Q 12.1 13.4 13.1 12.4 9.7 10.0

4 4Q 13.3 13.7 12.e 11.7 9.8 10.1

4

1976 IQ 13.7 13.0 32.: 11.4 9.4 9.4

20 15.1 12.8 12.0 12.1 10.6 10.5

30 15.1 11.7 11.C 12.0 9.8 9.8

2 4C 13.4 11.4 11.0 11.4 10.8 10.8i

1
1977 10 12.1 11.5 11.E 11.4 10.5 10.5

2Q 13.0 11.4 11.6 12.2 10.8 10.8

- 3Q 12.7 11.5 11.3 12.3 10.1 10.74

i 40 13.9 11.4 11.6 12.4 11.4 11.4 ,

1978 10 14.7 11.8 12.3 12.( 12.6 12.0

2Q 14.3 12.2 12.2 12.7 11.7 11.6

30 13.4 12.2 12.2 13.0 11.5 11.4

4Q 14.5 12.7 13.4 14.0 13.C 12.5,

1979 IQ 15.4 13.2 13.6 13.2 13.7 13.2

t 20 15.5 13.4 14.1 12.7 13.6 13.24

3Q 16.2 12.9 14.3 13.1 13.9 13.6

4Q 16.9 14.3 14.7 '15.2 14.5 14.5
e

i 1980 10 17.2 15.3 15.9 16.4 15.4 14.5
1

!

i

af Houston Lighting 6 Power prior to 1976.
j

!

Source: Annual Reports to Stockholders: Moody's Investors Service, Inc.; Standard & Poor 's Compustat
Services, Inc. For identification of ecmpanies, see Appendix B.

1
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DIVIDEND PAYOltr RATIOS FOR SEI.dCTED trrII.ITIES AND INDUSTRIAI.Sm
y
"A

S All
*

29 "Aa" Dated Ten Stable Manufacturing

41 Electric & 7 Texas Indus tr ies Industries

llounton Elec tr ic Electric-Gas Electric 14 58

Industries / Utilities Utilities Utilities Industrials Industrialsa
Year

(1) (2) (3) (4) (5) (6)

1970 46.9% 66.5% 67.4% 66.7% 47.2n 46.4%

1971 45.4 70.5 67.2 66.9 46.6 44.8

1972 43.9 65.4 66.1 '64.0 43.9 43.0

1973 45.9 65.4 65.4 62.8 39.5 36.5

1974 51.4 70.1 70.8 66.3 39.9 36.7

1975 53.4 62.7 68.1 69.1 41.4 38.6

1976 40.1 67.0 .65.8 63.6 38.4 37.0

1977 42.2 70.5 67.1 59.1 37.9 37,3

'978 50.4 72.9 70.5 59.6 37.8 36.8

1979 48.8 78.3 70.0 73.8 37.2 35.4 !

a/ Ilouston I.ighting & Power pr ior to 1976.

Source: Annual poports to Stockholders: Moody's Investors Service, Inc.; Standard & Poor's Compustat Services,
Inc. For identification of companies, see Appendix B. g
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Schedule 16
1
1
.

DIVIDDCD Y! ELDS FOR SELECTED LTILITIES AND INDUSTRIALS

2

All

29 "Aa* Rated Ten Stable Manuf ac tur ing
41 Electric & 7 Texas M ostries Industries

!!ouston Electric Electric-Cas Electric 44 58

| Year Ind etries Utilities Utilites Utilities Industrials Industrialt

j (1) (2) (3) (4) (5) (6)
i

1970 3.0% 6.4% 6.2% 6.04 3.24 3.2%

1971 2.8 6.0 6.0 5.4 2.7 2.7

1.
1972 2.9 6.3 6.5 5.8 2.4 2.5

1973 3.5 7.0 7.0 6.2 2.7 3.0
1974 6.3 9.4 9.2 8.4 3.9 3.7

1975 '.0 9.4 9.0 9.0 4.2. 4.1
1976 6.3 8.3 8.3 8.3 3.7 3.5
1977 5.7 8.1 7.9 7.9 4.1 4.1
1978 7.0 9.0 8.8 8.5 5.0. 4.7

1979 8.0 10.1 10.0 9.5 5.5 5.4-

1975 1C 6.7 9.8 9.5 8.8 4.6 4.4

20 6.8 9.5 9.4 8.9 4.1 3.9
q 30 7.5 9.4 9.1 8.7 4.0 3.9.

40 7.1 9.0 8.9 8.8 3.7 3.6

1976 10 6.8 8.5 8.5 8.1 - 3.4 3.3

20 6.8 8.6 8.6 8.6 3.5 3.3

30 6.0 8.2 8.2 8.2 3.6 3.5

4Q 5.9 8.2 7.8 7.9 3.8 3.7

1977 10 5.2 8.0 7.9 7.9 3.9 3.9

20 5.4 8.2 7.9 7.9 4.0 .4.0

JQ' :. 9 8.0 7.6 8.2 4.2 4.1

40 6.2 8.3 8.0 P.3 4.5 4.4

1978 IQ 7.2 8.7 8.5 8.5 4.9 4.8*

20 7.0 9.0 8.7 8.7 4.8 4.7

3Q 6.6 9.0 8.5 8.9 4.8 4.6

4Q 7.3 9.6 9.2 9.1 5.4 5.2

1979 IQ 8.2 9.6 9.4 9.4 5.4 5.3

20 7.9 10.1 9.8 9.4 5.6 5.6

30 7.8 9.8 W.7 9.4 5.5 5.4

q 4Q 8.2 11.3 10.6 10.1 5.8 5.7

1980 10 9.5 12.4 12. 12.1 5.8 5.5

i
f

af Muston Lighting & Power prior to 1976. ,

]
|

1
~

I
f

.Sourcet Annual Reports to Stockholders; Moody's Investors Servace. Inc.: Standa d & Foor's Compustat Services,
Irc. For identification of companies, see Appendix B.

,

1

!
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Iloustor Industries a/
a m

T ANNUAL GF0SMNI RATES
S
a

, . $ IJrnings Per Share Dividends Per Share Book Value Ier Share Retention Return on Growth in
Annual Annual Anr.Ja 1 Ratio Average Retained Earnings'

Year Value Growth Value Growth Value Growth Per Share / Equity Per Share E/b
(1) (2) (3) (4) (5) (6) (7) (8) (9)

1963 $1.54 -- $0.69 -- $10.10 -- -- -- --

1964 1.70 10.39% 0.78 13.04% 11.02 9.11% 54.1% 16.1% 8.71t

1965 1.99 17.06 0.92 17.95 12.09 9.71 53.8 17.2 9.25,

! 1966 2.01 1.00 1.00 8.70 13.10 8.35 50.2 16.0 8.03
1967 2.00 (0.50) 1.00 -0- 14.10 7.63 50.0 14.7 7.35
1968 2.06 J.00 1.09 9.00 15.06 6.81 47.1 14.1 6.64

,

1969 2.27 10.19 1.12 2.75 16.21 7.64 50.7 14.5 7.35

1970 2.56 12.78 1.20 7.14 17.57 8.39 53.1 15.1 8.02
1971 2.84 10.94 1.29 7.50 19.11 8.76 54.6 15.5 8.46

i 1972 3.10 9.15 1.36 5.43 20.84 9.05 56.1 15-5 8.70
j 1973 3.05 (1.61) 1.40 2.94 24.19 16.07 54.1 13.9 7.52
; 1974 2.92 (4.26) 1.50 7.14 25.61 5.87 48.6 11.7 5.69
1

1975 2.92 -0- 1.56 4.00 26.42 3.16 46.6 10.9 5.08' 1976 4.01 37.31 1.61 3.21 28.2'i 7.00 59.9 15.2 9.10
1977 4.41 9.98 1.86 15.53 31.14 10.15 57.8 15.2 8.79
1978 4.21 (4.54) 2.12 13.98 33.03 6.07 49.6 13.4 6.65,

1979 4.84 14.96 2.36 11.32 34.61 4.78 51.2 11.3 7.33
'

,i
'

Averag49:

1975-1979 11.55% 9.61% 6.23% 7.39n
1970-1379 8.47 7.82 7.93 7.53

i
a/ Houston Liohting and Power prior to 1976.
b/ Retention ratio per share (1 - [ dividends per share * earnings per share]).

. c/ Annual growth rates In retained earnings for HL&P were 8.70%, 8.08%, 5.84% and 7.75% for 1976-1979 respectively.
: $4

Source: Annual Reports to Stockholders. k,

i

3

I

i
*

_ _ _

_ _ .
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Houston Industries a/

RATES OF GROWTH IN PER SHARE
EARNINCS, DIVIDENDS, AND AVERAGE BOOK VALUE

(Least Squares Technique)

Average
Eirnings Dividends Book Value
Per Share Per Share Per Share

(1) (2) (3)

For Five-Year Periods
Ending In:

1976 4.4% 4.6% 8.6%

1977 7.7 6.0 7.7

1978 9.5 8.2 6.9

1979 11.2 10.0 6.6

For Seven-Year Periods
Ending In:

1976 5.8% 5.3% 8.8%

1977 6.5 5.7 8.5
I 1978 6.6 6.8 8.1

1979 7.8 8.2 7.4

For Ten-Year Periods
Fnding In:

1976 6.4% 5.3% 8.5%
1977 7.3 5.8 8.5

1978 7.1 6.3 8.4
1979 7.1 7.1 8.2

4

a/ Houston Lighting and Power prior to ' 476.
t

Source: Annual Reports to Stockholders; Standard & Poor's Compustat
Services, Inc.

FA-024052
3

4

|
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GROWTil RATES FOR INDUSTRIALS IN PER SIIAREm
Y EARNINGS, DIVIDENDS, AND AVERAGE BOOK VALUE
S
g (Least Squares Technique)

$ -

Earnings Per Share Dividends Per Share Average Book Value Per Share
All Manu- All Manu- All Manu-

Ten Stable facturing Ten Stable facturing Ten Stable facturing

Industries Industries Industries Industries Industries Industries

44 58 44 58 44 58 ,

ear Industrials Industrials Industrials Industrials Industria_is Industrials

(1) (2) (3) (4) (5) (6)

For rive-Year Periods
Ending In:

1975 10.6% 11.0% 5.4% 5.5% 8.1% 8.3%
1976 9.8 10.7 6.5 6.9 8.8 9.0

1977 10.0 10.2 7.8 7.9 9.0 9.1

; 1978- 11.6 10.6 9.2 9." 8.9 9.5

1979 l'.3 13.0 11.0 11.5 9.4 9.5

| For Seven-Year Periods
! Ending In:
|
i

1975 9.3% 9.6% ".2% 5.3% 7.7% 7 9%
1976 9.9 10.2 6.4 6.4 8.3 8.3

1977 10.4 11.1 7.1 6.6 8.7 8.7

| 1978 11.0 11.0 8.1 8.1 9.1 9.1
1979 11.9 12.0 9.5 9.5 9.3 9.5

For Ten-Year Periods
Ending In:

1975 7.6% 7.7% 5.3% 5.8% 8.1% 8.3%
1976 8.0 8.8 5.7 5.7 8.3 8.5

1977 9.0 9.8 6.0 6.0 8.0 8.6 .

j 1978 10.2 10.3 6.1 6.8 8.3 8.6 1
| 1979 11.0 11.0 7.6 7.8 8.7 8.7

-

.

Source: Standard & Poor's Compustat Services, Inc.; Moody's Investors Service, Inc. For [|
identification of companies, see Appendix B.

I

!
l

i
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] GROWTH RATES FOR UTILITIES IN PER SHARE
EARNINGS, DIVIDENDS, AND AVERAGE BOOK VALUE

(I, east Squares Technique)

Average Dook Value
Earnings Per Shere Dividends Per Share Per Share

29 "Aa" Rated 29 "Aa" Rated 29 "Aa" Rated
Electric and 7 Texas Electric and 7 Texas Electric and 7 Texas
Electric-Gas Electric Electric-Cas Electric Electric-Gas Electric

j Utilities Utilities Utilities Utilities Utilities Utilities
(1) (2) (3) (4) (5) (6)

For Five-Year Periods
Ending In:

| 1975 2.3% 4.0% 2.5% 4.4% 4.1% 5.9%
1976 2.3 2.8 2.6 4.0 3.6 5.6

| 1977 2.6 3.1 3.0 3.0 3.5 6.0

| 1978 3.7 5.1 3.6 3.8 3.1 6.2

j 1079 5.8 4.9 4.8 4.0 2.7 5.4

i

| For Seven-Year Periods
Ending In:'

1975 2.9% 5.7% 3.2% 4.5% 4.8% 6.5%
'

1976 2.6 4.1 2.8 4.2 4.2 5.8
1977 3.2 4.1 3.3 4.0 3.0 5.9
1978 2.9 4.8 3.3 4.1 3.6 6.1

i 1979 3.3 4.4 3.8 4.0 3.3 6.2

l

For Ten-Year Periodt
Ending In:

1975 3.7% 5.8% 4.4% 4.7% 4.9% 5.7%
1976 3.3 6.0 3.8 J.5 4.6 5.6
1977 3.4 5.6 3.3 4.5 4.5 5.6 R
1978 3.0 5.4 3.4 4.4 4.3 5.8 g
1979 3.0 5.2 3.6 4.4 3.9 6.0 .?

.7

SSourcer Annual Reports to Stockh71ders; Moody's Investors Service, Inc.; Standard & Poor's Compostat Services,
Inc. For identification of companies, see Appendix B.



Appendix A

!

SELECTION OF SAMPLES OF INDUSTRIAL COMPANIES

1. Selection of Industrial Groups From Stable Industries

a. Identification of Stable Industries

The sample selection process began with an identification of stable
industries among the 30 manuf acturing industries identified in the Federal
Trade Commission's Quarterly Report of Manufacturing Corporations prior to
1974, (excluding" miscellaneous" manufacturers (SICCode39)).1/ A list of
the 30 major and sub-industries appears on Schedule A-1.

Using Standard & P>.or's Compustat data base -- primary, supplemen-
tary, and tertiary files -- weighted average rates of return on average
common equity were computed for each industry (based on SIC codes) in each

of the years 1964-1978. The average return of these industries over the
period was 12.31 percent, with a standard deviation of 2.71. Six indus-
tries whose average earnings were either above 15.02 percent or below 9.60
percent -- i.e., not within one standard deviation of the average -- were
eliminated from consideration.

The next criterion for selection focused on stability of earnings
over time for the remaining 24 industries, with the measure of stability
made by reference to the standard deviation from each industry's averagt
earnings over the 15-year period 1964-1978. Since the focus here is on
relative staoility, it is appropriate to express the standard deviation as
a percent of each industry's average earnings, called the coefficient of
variation.

-l/ Reliance on the 1974 publication was viewed as preferable to the use
of the present classification because an industry reclassificaticn
undertaken in 1974, reduced the number of industries from 30 to 21,
excluding " miscellaneous".

.

, - - - . ,
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Schedule A-1

RATES OF RETURN ON AVERAGE COMMOM STOCK EQUTTY

FTC Manufacturing Industries

S tand ard Average Coefficient

Industrial Return Standard of

Classification Industry 1964-1978 Deviation Variation

(1) (2) (3) (4) (5)

20 Food and Kindrea Products / 13.88~ 1.14% 8.23%a

202 Dairy Products 12.29 1.32 10.74
205 Bakery Products 11.10 6.54 58.97
2082-85 Alcoholic Beverages 10.87 0.96 8.79

21 Tobacco Manufacturers 14.36 1.15 7.99
;
'

22 Textile Mill Products 9.51 2.11 22.15
23 Apparel and Other Finished Pro-

ducts 12.69 2.80 22.04
24 Lumber and Wood Products,

excluding Furniture 12.80 3.31 25.85
25 Furniture and Fixtures 7.45 1.15 15.50
26 Paper and Allied Products 11.02 2.99 27.14
27 Printing and Publishing 14.65 2.38 16.22
28 Chemicals and Allied Products 5/ 14.28 1.89 13.20
28. Basic Chemicals 14.14 3.58 25.35
283 Drugs 20.44 1.08 5'.27

29 Pe'io'seum Related ProductsE/ 9.08 2.84 31.28
291 Pet:aleem Refining 12.57 2.34 18.62
30 Rubber and Misc. Plastics Products 9.81 1.87 19.11
31 Leather and Leather Products 13.16 2.10 15.94
32 Stone, Clay and Glass Products 10.77 1.85 17.19
33 Primary Metal IndustriesE/ 11.49 4.49 39.08
331 Primary Iron and Steel .02 3.32 41.86
333 Primary Nonferrous Metals 9.67 3.09 31.99
34 Other Fabricated Metal Producte 12.66 1.87 14.80
35 Other Machinery */ 14.87 1.55 10.41
354 Metalworking Machinery and

Equipment 9.91 4.64 46.84
36 Electrical Machinery, Equipment

and Supplies 13.92 1.88 13.50
37 Transportation Equipment 1/ 10.67 2.22 20.76
371 Motor Vehicles and Equipment 14.05 4.37 31.13
372 Aircraft and Parts 12.07 5.08 42.12
38 Instruments and Related Products 17.09 2.27 13.29

Mean 12.31%
Standard Deviation 2.71

Mean 3 Standard Deviation 9.60-15.02

a/ Excludes dairy products, bakery products, and alcoholic beverages.
b/ Excludes basic chemicals, and drugs,
c/ Excludes petroleum refining,
d/ Excludes primary iron and steel, and primary nonferrous metals.
e/ Excladas metalworking machinery and equipment. j

f/ Exclud motor vehicles and equipment, and aircraf t and parts.

Source: 5 dard & Poor's Compus ta t Services , Inc.
,

_ _ _ _ _ _ _ _ _ _ _ _ _ - - _ _ - _ _ _ _ _ - _ - . _ - _ _ - _ _ _ _ _ _ _ _ _ _ _ - _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ -.
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These coefficients of variation were then arrayed. The ten
industries with the lowest coefficients of variation -- i.e., the lower 40

percent of the 24 remaining industries -- were selected as " stable" indus-
tries. The ten industries are:

Coefficient
of Variation

1 Tobacco Manufacturers 7.99%
2. Food and Kindred Products (excluding

dairy products, bakery products, -

and alcoholic beverages) 8.23
4. Alcoholic Beverages 8.79
4. Other Machinery (excluding metal-

working machinery and equipment) 10.41
5. Dairy Products 10.74
6. Chemicals and A? lied Products

(excluding basic chemicals and drugs) 13.20
7. Electrical Macninery, Equipment,

and Supplies 13.50
8. Other Fabricated Metal Products 14.80
9. Leather and Leather Products 15.94

:0. Printing and Publishing 16.22

It should be noted that six of these ten industries are engaged in
essentially the consumer-oriented line of business, whose demand charac-

teristics bear a resemblance to utility services. It is also of interest

to note that while the above selection of industries was based on earnings
over a 15-year period, reliance on ten-year data (1969-1978) would have
produced eight of the above-listed industries. The ten-year average
earnirgs of the two industries which would ha'e been excluded, " Tobacco
Manufacturers" and "Other Machinery", did not fall within one standard
devia', ion of the mean of the ten-year average earnings of the 30 industries.

b. Selection of Companies Based on Stability and Size

The second stage of the selection process focused on the companies
within these ten industry groups. As of September 1979, there were 673
companies in the ten industries on the Compustat files. An initial

. ~ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ - - - - _ _ _ _ _ _ _ _ - - _ - _ _ - _ _ _ - _ - - _ _ _ _ _ _ _ _ _ _ _ _ _ -__ - - _ . - - - _ _ _ _ _
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screening eliminated companies _that: (1) had negative equity in any year
1969-1978; (2) had a ten-year (1969-1978) average return on common equity

greater than 40 percent or less than -20 percent; (3) did not have data
available for at least the past ten years. These three criteria reduced
the number of companies to 569.

Since investors give some weight to size of operations, a size
criterion was introduced which eliminated all companies with 1978 net

sales (1977 if 1978 net sales were not available) of less than 5500
million. The companies rrmaining numbered 182. The average return in

the ten-year period ending 1978 (1977 if the 1978 retura was not avail-
able) was 13.77 percent, with a standard deviation of 4.t'^

Following the same procedure as in the identificati;n of stable
industries, companies whose average return on common equity exceeded or

fell short of the average by more than one standard dev:ation, i.e.,

returns above 18.19 percent or below 9.35 percent, we.e eliminated. This

step reduced the number of companies to 133.

The next criterion for selection focused on stability of earnings
over the last ten years. The measure of stability used was agt.in the
coefficient of variation. The 133 companies were arrayed by coefficients
of variation, and companies were selected by starting with the lowest
coefficient and adding companies until the average coefficient of variation
for the grout was 11.8 percent -- equal to that of the group of 29 "Aa"
rated electric and electric-gas utilities. This process resulted in a
sample of 44 companies. (For a listing of companies, see Appendix B.)

.- - = , - ,-. - . - . . .
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II. Selection of Industrial Groups From All Manuf acturing Industries

a. Selection of Companies Based on Stability and Size

The selection process of the groups of companies from all manu-

facturing industries was similar to the above described process. The
universe f or this selection was all companies f alling within the manu-

facturing classifications, i.e., SIC codes 2000-3999. As of September 1979,

there were 1,281 such companies on the Compustat files. The initial
screening (described in Appendix A pages 2 and 3) and the elimination of
companies whose net sales were less than 5500 million in 1978 (1977 if
1978 r '. sales were not available) reduced the group to 371 companies.'

Their average return for the ten-year period ending 1978 (1977 if the 1978
return was not available) was 12.66 percent, with a standard deviation of

4.62.

Again, companies whose average return on equity fell outside one
standard deviation of the average -- above 17.48 percent or below 8.04

percent -- were eliminateG. This step reduced the number of companies to
272. These companies were then arrayed by coefficients of variation, and
companies were selected by starting w'th the lowest coefficient and adding
companies until the average coefficient of variation for the group was
11.8 percent -- equal to that of the group of 29 "Aa" rated electric
and electric-gas utilities. This process resulted in a sample of 58
companies. (For a listing of companies, see Appendix 8.)

b. Selection of Companies Based on Stability and Common Stock

j Rankings

In the selection of the additional samples from all manuf acturing
industries, companies were chosen based on stability of returns and

|
Standard & Poor's common stock rankings, regardless of the level of revenues.

The initial screening (described in Appendix A pages 2-3) reduced the

group to 1,079 companies. Their average return for the ten-year period

( ending 19'S (1977 if the 1978 return was not available) was .10.90 percent,
with a standard deviation of 6.58.

!

.
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Again, companies whose average raturn on equity fell outside one
standard deviation of the average -- above 17.48 percent or below 4.J2
percent -- were eliminated. This step reduced the number of companies
to 815. These companies were then arrayed by coefficients of variation
based on the ten-year average returns on common equity. The "A" and

"A " ranked companies were chosen from the lower 40 percent (815 x 40%

= Jt6 companies) of the array based on Standard & Poor's common stock

rankings as of June 1978 and June 1979. The resulting samples were 46
"A" ranked and 58 "A " ranked companies. (For a listing of companies,
see Appendix B.)

III. Tests for Bias of Selection Process

In the sample selection process described above, a judgmental
choice was made insofar as certain samples were limited to only those
companies whose 1978 net sales were in excess of $500 million. In

'

order to ascertain the imoact -- on the end result -- of this judg-

mental choice, the results of the selection process were tested by (1)
lowering the revenue criterion from $500 million to $250 million; and
(2) dropping the revenue criterion altogether. In each test the
companies were arrayed by coefficient of variation in descending order,
and the return was computed for the number of companies at the lower
end of each array required to yield the same average coefficient of
variation (11.8) as that of the group of 29 "Aa" rated electric and
electric-gas utilities. The results of these tests are summarized
below:

- - _ _ . _ _ _ - _ _ _ _ _ _ - _ _ _ _ - _ _ _ _ - - _ _ _ _ _ - _ _ _ - _ _ - - _ _ - - _ _ _ _ _ _ _
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All Manufacturing
Industries

Sales Sales AU
Over Over Com-

5500 MM 5250 MM panies

(a) (b) (c)

1. Total number of compantes
whose earnings are within
one standard deviation of
the average 272 378 815

2. Number of companies at lower
end of array with average
coefficient of variation

I of 11.8 58 69 93
;

l J. Average return (1974-78) of
companies on Line % 14.33% 14.36% 14.32%

'

!
>

>

'
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App:ndix 8

DESCRIPTION OF REFERENCE GROUPS

Gene al

The data for the various reference groups are derived directly from
published figures.

The various ratios -- such as earnings on t;ook equity, dividend yield,
etc. -- were computed separately for each company. The data for the dif-
ferent groups reflect medians or simple arithmetic averages, which give
equal weight to each company's experience so as to avoid the effect of
variation due to size. Consolidated financial statements were used where
applicable.

When a company's fiscal year ended between January 1 and May 31, the
data were considered as for the prior calendar year; when a company's fis-
cal year ended between June 1 and December 31, the data were considered as
for the current calendar year.

Utility Reference Groups

Twnty-nine "Aa" Rated Electric
and Electric-Gas Utilities

This reference group includes all electric and electric-gas operating
companies (excluding Houston Industries) with revenues over $50 million in
1978, whose common stocks were listed on the New York Stock Exchange, and

whose bonds carry a "Aa" rating by Moody's (December 1979):

|

I

l
!

|
J
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Atlantic City Electric Oklahoma Gas a Electric
Baltimore Gas & Electric Pacific Gas & Electric
Central Illinois Public Service Pennsylvania Power & Light
Cincinnati Gas & Electric Public Service Co. of Colorado
Cleveland Electric Illuminating Public Service Co. of Indiana

Illinois Power Company Public Service Co. of New Mex.
Indianapolis Power & Light Public Service Co. Elec. & Gas
Iowa-Illinois Gas & Electric Southern California Edison Co.
Iowa Pablic Service Company Southern Indiana Gas & Electric
lowa Resources Inc. Southwestern Public Service Co.

Kansas City Power & Light Tampa Electric Company
Kansas Power & Light Wisconsin Electric Power
Kentucky Utilities Company Wisconsin Power & Lighti

{ Northern Indiana Public Service Wisconsin Public Service
Northern States Power

|
|
|

Forty-one Electric Utilities

This reference group is comprised of those companies included in the
group of 85 electric and electric-gas utilities whose electric revenues
constituted at least 90 percent of total revenues in 1978, e 'cluding
Houston Industries. These companies are identified by an asterisk on
Appendix B page 3. ;

Eighty-five U. S. Electric Utilities

This reference group includes all electric or electric-gas operating
companies with revenues over $50 million in 1978 whose common stocks were

listed on the New York Stock Exchange:
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Arizona Public Service Missouri Public Service
Atlantic City Electric Montani Power*

Baltimore Gas & Electric * Nevada Power
Boston Edison New York State Electric & Gas*

Carolina Power & Light Niagara Mohawk*

Central Hudson Gas & Electric Northern Indiana Public Service
Central Illinois Light Northern States Power
Central Illinois Public Service * Ohio Edison
Central Maine Power * Oklahoma Gas & Electric*

Cincinnati Gas & Electric Oranga .t Rockland Utilities
Cleveland Electric Illuminating Pacific Gas and Electric*

Columbus & Southern Ohio Electric Pacific Power & Light*

Commonwealth Edison * Pennsylvania Power & Light*

Community Public Service Philadelphia Electric*

Consolidated Edison * Portland Ceneral Electric
Consumers Power * Potomac Electric Power
CP National Corporation Public Service of Colorado
Dayton Power & Light * Public Service of Indiana
Delmarva Power & Light * Public Service of New Hamp.
Detroit Edison * Public Service of New Mex.*

* Duke Power Public Service Electric & Gas
Duquesne Light * Puget Sound Power & Light*

Empire District Electric Rochester Gas & Electric*

Florida Power St. Joseph Light & Power*

Florida Power & Light San Diego Gas & Electric*

Gulf States Utilities * Savannah Electric*

Hawaiian Electric Sierra Pacific Power*

Houston Industries South Carolina Electric & Gas
* Idaho Power * Southern California Edison

Illinois Power Southern Indiana Gas & Elec.

Indianapolic Power & Light * Southwestern Public Service*

Interstate Power * Tampa Electric
Iowa Electric Light & Power * Toledo Edison
Iowa-Illinois Gas & Electric Tucson Electric Power
Iowa Public Service * Union Electric
Iowa Resources * United Illuminating

Kansas City Power & Light * Utah Power and Light*

Kansas Gas & Electric * Virginia Electric & Power* i

Kansas Power & Light Washington Water Power !
Kentucky Utilities Wisconsin Electric Power*

Long Island Lighting Wisconsin Power & Light
Louisville Gas & Electric Wisconsin Public Service
Minnesota Power & Light*

Included in group of 41 electric utilities.*
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Seven Texas Electric Utilities

This reference group includes those investor-owned electric utilities
.

in Texas which are not subsidiaries of holding companies:

Central & Southwest Corp.
Community Public Service
El Paso Electric Company

. Gulf States Utilities Co.
Southwestern Electric Service
Southwestern Public Service Company
Texas Utilities Company

Industrial Reference Groups

Industrial group selected from ten stable industries

Forty-four Industrials

This reference group is comprised of the following companies which meet

the criteria described in Appendix A:

Crown Cork & Seal Co. Inc.American Brands Inc. Donnelley (R. R.) & Sons Co.American Cyanamid Company
Beatrice Foods Company Eagle-Picher Industries
Black & Decker Manufacturing Co. Ethyl Corporation

General Electric Company
Borden Inc.

General Foods Corp.Brown Group Inc.
General Mills Inc.Burroughs Corp.

CPC International Inc. Greyhound Corp.
Heinz (H. J.) Co.Campbell Scup Company Hobart CorporationCarnation Company

Clart Equipment Company Ingersoll-Rand Company
Interco Inc.Colgate-Palmolive Company Knight-Ridder Newspapers Inc.Combustion Engineering Inc.
Kraft Inc.Consolidated Foods Corp.
Norton Simon Inc.Continental Group

__ ___--_- ____-___-__--_--______ _ ____ _ -__ _____ __ _ - -
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Parker-Hannifin Corp. Sperry Corporation
Peabody International Corp. Standard Brands Inc.
Procter & Gamble Company Tecumseh Products Company
Purex Industries Inc. Timken Company
Quaker Oats Company Westinghouse Electric Corp.

Ralston Purina Company
Revlon Inc.
Reynolds (R. J.) Industries
Signode Corporation

Industrial groups selected from all manufacturing industries

Fifty-eight Industrials

ACF Industries General Tire & Rubber Co.
American Brands Inc. Greyhound Corp.
American Cyanamid Company Harsco Corporation
American Hospital Supply Heinz (H. J.) Company
Baxter Travenol Laboratcries Hobart Corporation

Beatrice Foods Company Ingersoll-Rand Company
Becton, Dickinson & Company Interco Inc.
Black & Decker Manufacturing Co. Knight-Ridder Newspapers Inc.
Burroughs Corporation Kraft Inc.

CPC International Inc. Mobil Corporation

Campbell Soup Company Norton Simon Inc.
Campbell Taggart Inc. Owens-Illinois Inc.
Carnation Company Peabody International Corp.
Chromalloy American Corp. Perkin-Elmer Corporation
Clark Equipment Company Pfizer Inc.

Colgate-Palmolive Company Purex Industries, Inc.

Combustion Engineering Inc. Quaker Oats Company
Consolidated Foods Corp. Ralston Purina Company
Continental Group Richardson-Merrell Inc.
Crown Cork & Seal Co. Inc. Signode Corporation

Dayco Corporation Sperry Corp.
Diamond International Corp. Squibb Corporation
Donnelley (R. R.) & Sons Co. Standard Brands Inc.
Eagle-Picher Industries Standard Oil (Calif.),

Ethyl Corp. Sybron Corporation

GK Technologies Inc. TRW Inc.
General Electric Co. Timken Company
General Foods Corp. Upjohn Company
General Mills Inc. Warner-Lambert Company

- _ . - _ - _ . _ - , -- ,_ _ .___ _ _ _ - . -
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Forty-six "A" Ranked Industrials

Abbott Laboratories Harsco Corporation
American Brands Inc. Hubbell (Harvey) Inc.
American Cyanamid Company Illinois Tool Works
American Greetings Corporation Interco Inc.
Anheuser-Busch Inc. Interpace Corporation

Atlantic Richfield Company Kerr-McGee Corporation
Avery International Kimberly-Clark Corporation

Bard (C. R.) Inc. Knight-Ridder Newspapers Inc.
Kraft Inc.Bearings Inc.

Brown-Forman Distillers Marathon Oii Company

CPC International Inc. Media General
Cabot Corporation Owens-Illinois Inc.
Campbell Soup Company Pillsbury Company
Cities Service Company Quaker Oats Company
Combustion Engineering Inc. Raytheon Company

Rubbermaid Inc.Conoco Inc.
Dana Corporation Signode Corporation
Donnelley (R. R.) & Sons Co. Stanley Works
Gannett Ccmpany Sun Company

General Foods Corporation Sunbeam Corpcration

General Signal Corporation Union Camp Corporation

Georgia-Pacific Corporation Upjohn Company
V. F. CorporationGould Inc.

Fifty-eight "A " Ranked Industrials

Clark Equipment CompanyAMF Inc.
Albany International Corporation Consolidated Foods Corp.
Allied Chemical Corporation Conwood Corporation
American Can Company Corning Glass Works

Dentsply International Inc.Ameron Inc.

Angelica Corporation Diamond International Corp.
Belding Heminway Du Pont (E. I.) De Nemours
Bowne & Company Inc. Ouro-Test Corporation
Burndy Corporation Eaton Corporation

Electronics Corp. of AmericaCBI Industries Inc.

. _ _ _ _ _ _ _ _ ._- -_-______-. _ _ - - _ - _ _ _ _ __ _ _ _ _ -
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Fifty-eight "A " Ranked Industrials (con'd.)

Esmark Inc. Parker-Hannifin Corporation
General Tire & Rubber Company Pennzoil Company
Goodyear Tire & Rubber Company Perkin-Elmer Corporation
Gulf 011 Corporation Purex Industries Inc.
Harcourt Brace Jovanovich Smucker (J. M.) Company

Houghton Mifflin Company Standex International Corp.

Huyck Corporation Stepan Chemical Company
Ingersoll-Rand Company Stride Rite Corporation

Johns-Manville Corporation Sybron Corporation
Kennemetal Inc. Syntex Corporation

Lee Enterprises Tecumseh Products Company
Leggett & Platt Inc. Toro Company

Lenox Inc. Twin Disc Inc.
Maryland Cup Corporation U. S. Shoe Corporation
Medtronic Inc. VSI Corporation

Milton Bradley Company Van Dorn Company
Motorola Inc. Wallace Business Forms
Murray Ohio Manufacturing Co. Weyerhaeuser Company
Nabisco Inc. Wrigley (Wm.) Jr. Company

Common Stock Rankings by Standard & Poor's
(Excerpted from Standard & Poor's Corporation Stock Guide)

Standard & Poor's point of departure in arriving at their rankings is a
computerized scoring system based on per-share earnings and dividend rec-
ords of the cost recent ten years -- a period deemed long enough to measure

significant time segments of secular growth, to capture indicators of basic
change in trend as they develop, and to encompass the full peak-to-peak
range of-the business cycle. Basic scores are computed for earnings and
dividends, then adjusted as indicated by a set of predetermined modifiers
for growth, stability within long-tenn trend, and cyclicality. Adjusted
scores for earnings and dividends are then combined to yield a final score.

- - _ - _ _ _ _ _ _ _ _ _ _ _ - _ _ _ _ _ _ _ _ - _ - _ _ _ _ _ _ _ _ _ _ _ ._ . _ _ _ _ - _ _ _ _ _ _ _ _ _ _ _ _ . _- _ _ _ _ _ _ _ - _ _ _ - - __ - _ _ _ _ - __



c
-

Appendix B
Page 8

Further, the ranking system makes allowance for the fact that, in gen-
eral, corporate size imparts certain recognized advantages from an invest-
ment standpoint. Conversely, minimum size limits (in terms of corporate
sales volume) are set for the various rankings, but the system provides for
making exceptions where the score reflects an outstandia..; earnings / dividend
record.

The final score for each stock is measured against a scoring matrix de-
termined by analysis of the scores of a large and representative sample of
stocks. The range of scores in the array of this sample has been aligned
with the following ladder of rankings:

A+ Highest B+ Average C Lowest

A High B Below average D In reorgani-

A- Above average B- Lower zation

METHODS OF COMPUTATION

Return on Average Common Stock Eouity
(Schedules 7, 9, 11, and 13)

Rate of return is the ratio of net income less preferred dividends to
the average of beginning- and end-of-year common equity.

. _ _ _ - _ _ - _ _ _ _ - _ _ _ _ - _ _ _ _ _ _ _ _ _ _ _ _ _ _
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Times Interest Charges Earned Before Income Taxes
(Schedule 10)

Times interest charges earned is calculated in two ways. The first
method represents the ratio of gross income including allowance for funds
used during construction before tne deduction of income taxes, to total in-
terest charges net of profit on bond redemption and issue cost. The second

method represents the same ratio, excluding allowance for funds used during
cosntruction from gross income.

Earnings / Price Ratios
(Schedule 14)

Annual earnings / price ratios are the ratio of earnings per share for
the fiscal (or calendar) year to the annual average market price for the
same period, adjusted for stock splits and dividends. Quarterly earnings /
price ratios reflect twelve months' earnings per share ending in the indi-
cated quarter related to the quarterly averages of monthly high and low
market prices per share, adjusted for stock splits and dividends.

Dividend Payout Ratios
(Schedule 15)

Dividend payout ratios are the ratio of dividends per share to earnings
per share for the fiscal (or calendar) year, adjusted for stock splits and
dividends.

- _
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Dividend Yield
(Schedule 16),

,

Annual dividend yields are the ratio of dividends per share for the
fiscal (or calendar) year to average market price per share for the same

| period, adjusted for stock splits and dividends. Quarterly dividend yields
f

reflect annualized quarterly dividends per share related to quarterly aver- I

age market prices per share.
1

i

i
-

.

f

I
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DISTRICT OF COLUMBIA ) |

) ss: |
CITY OF WASHINGTON ) '

Stephen F. Sherwin, being duly sworn, deposes and says

that he has read the foregoing testimony, including the
statistical exhibit, knows the contents thereof, and that

the same are true as stated.

i
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'i /

v $8 1h {/ ML40-
Ste hen F.'$

1

1

Subscribed and sworn to before
methis/hOday o h ws._ , 1980.

: U

t h 4 .

Yotary Public'of ' ' I

the District of Columbia

My commission expires O, /
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QUESTION 3(g) -

Frovide a list of generating units, transmission and distribution
facilities and general plant projects to be constructed during the
period of construction of the subject nuclear power plant, shoving the
type of facility, net capacity for each generating unit, the dollar
amounts to be expended for each facility during each of the years
involved, and in-service date of each facility.

ANS'ER 3(d

See attached table.

_ _ . . _ . . . _ . . . -
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M

3(g).

In
Unit Seritte

E'111 [apahM ily ,,.p dg , Mel lE4 1981 1984 1985 1986 1982 198g M 1990 M91

Allens Creek ll30m 1991 $ 65.401 $ !!7.059 $ 179.550 $ 218 282 $ 259.488 $ 243.373 ", 249.405 $ 212.237 $ 147.829 $ 109.474 $ 39.487
South lesas il 385W 1984 32.048 38.516 33.718 19.963 10.056
South femas #2 385W 1986 53.413 42.796 46.362 57.037 51.704 40.348 5.544
ti.A. Partsh #7 55Im 1980 250
W.A .rtsh #8 540 ped 1983 152.534 82.137 22.579
Lle stone il 700 ped 1987 42.000 88.000 135.000 180.000 220.000 169.000 19.925
Limestone #2 700 ped 1988 14.000 25.000 74.000 99.000 111.000 200.000 148.000 21.560
Site I il 600 Ped 1989 10.705 18.000 10.000 110.000 140.000 225.000 263.000 195.000 17.735
5ite I #2 600 ped 1990 2.000 4.200 11.000 40.000 120.000 230.000 250.000 180.000 17.000
5tte E #3 600 ped 1993 8.000 23.000 55.000 160.000 312.000 324.000

5tte V ft 6eoped 1995 16.000 40.000 123.000 295.000

5tte f #2 600pti 1996 10.000 33.000 117.000

Site V #3 600pei 1997 15.000 38.000
Isprovements to Ealsting Plants 39.135 43.470 46.575 52.095 57.960 66.790 69.974 76.334 83.fA4 91.079 69.594

9 1 000 6,500 J 4*000
II5,017561 30,.918 W5T 7 G."T17

Purchase $ttes
2.208 N f5ff.IT8 f.531 65) 248 W MTotal Generetton 94

Transatssion 77.243 93.235 lic .158 137.999 1 % .345 139.492 103.CB9 141.640 163.285 112.899 188.661
.

Olstributton 152.625 146.830 157.316 165.405 172.212 181.765 185.034 201.488 208.747 221.563 231.216
54 67 081 69 68 77 598 47 321 45 48 41,353 45,190

Total Constructnen [90,]]{ [583575 M 7,.t 39 Q M ,0748M Q1R166Q 9 71,.161 ] h ,29{ M [,39) 9 M.2T%)Ilbl9EM8 D 8ai48General 42,405
18 ,li4

auci ar ruei topenditures M Atle. 20a J L4az am aA93 J3E Il3a Jm JOE 120.000

Total Capital Espendttures $ 709.205 $ 781.094 $964.197 $g $135r3 $1.502.262 $ Lgggj $ hji{Jg $ L]Lgj $ hjj2djj $ L,4gd4]

!

l -
--__-____ - _ _ _ _ _ -
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QUESTION 3(h) .,

Complete the attached form entitled, " Financial Statistics" for the most
recent 12-month period and for the years ended December 31, 1980
December 31, 1979 and December 31, 1978.

ANSWER 3(h)

See attached completed form.

f
.

[
.

~ - - _ _ - ____ _ .
.
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ATTACHMENT FOR ITEM NO. 3.H-,
FINANCIAL STATISTICS

12 months' ended
(dollarsinmillionsl

1980 1979 1978

Earnings available to common equity $ 177 $ 146 $ 122
Average comon equity $ 1,324 $ 1,112 $ 960

Rate of return on average comon equity 13.39% 13.12% 12.71%

Times total interest earned before FIT:
Gross income (both including and excluding
AFDC) + current and deferred FIT + total
interest charges + amortization of debt
discount and expense Incl. AFUDC 3.56 3.64 3.62

Excl. AFUDC 3.17 3.13 3.30

Times long-term interest earned before FIT
Gross income (both including and excluding
AFDC) + current and deferred FIT + long-
term interest charges + amortization of
debt discount and expense Incl. AFUDC 3.67 3.69 3.78 I

Excl. AFUDC 3.26 3.18 3.44
'

f-
Bond ratings (end of period)

Standard and Poor's AA AA AA

Moody's A AA AA

.

Times interest and preferred dividends earned
after FIT:

Gross income (both including a'nd excluding
AFDC) + total interest charges + amortization
of debt discount and expense + preferred
dividends Incl. ATUDC 3.08 3.05 3.03 |

Excl. AFUDC 2.74 2.63 2.76

AFUDC $ 42 $ 43 $ 29
Net income after preferred dividenas $ 177 $ 146 $ 122

% 23.9% 29.4% 23.5%

Market price of common $ 28.50 $ 29.13 $ 27.38
Book value of comon $ 35.14 $ 34.62 $ 33.04

Market-book ratio (end of period)* 81.1% 84.1% 82.9%

Earnings avail. for common less AFDC +
depreciation and amortization, deferred
taxes, and invest. tax credit adjust. -
deferred. $ 339 $ 278 $ 246

Comon dividends $ 106 $ 79 $ 66
Ratio 3.21 3.51 3.74

-

-
-- -_ _ _ _ _ _ _ _ _ __ A
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ATTACHMENT FOR ITEM NO. 3.H
FINANCIAL STATISTICS,

_{2 months' ended
(doniars in million_s)-

1980 1979 1978
i

~

Short-terir, debt outstanding - end or period
Bank loans $ 20 $ 1-

Commercial paper $ 30 -

Capitalization (Amount & Percent)
Long-term debt (incl. Current) $1,587 48% $1,482 51% $1,375 53%
Preferred stock 244 8 244 8 214 8
Common equity 1,452 44 1,208 41 1,010 39

*1f subsidiary company, use parent's cata.

f

I

|

- .
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