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In an earlier report, GAQ raised questions re-
garding the Securities and Exchange Commis:
sion’s «dministration of the Public Utility
Holdinc Company Act. GAO recommended
that the Commission study the applicability
of the act in relation to the Nation’s present
reeds.
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sion’s comments. In its subsequent comments,
the Commission rejected all of GAO'’s recom-
mendations. GAO found nothing in the Com-
mission’s comments that would cause it to
change its position.

This report summarizes the findings of GAO's
earlier report and its evaluation of the Com-
mission’s comments.
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To the President of the Senate and the
Speaker of the House of kepresentatives

Oon June 20, 1977, we issued a report entitled, "The
Force Of The Public Utility Holding Company Act Bas Been
Greatly Reduced By Changes In The Securities And Exchange
Commission's Enforcement Policies"™ (FGMSD-77-35). The re-
port raised questions concerning the narrowness of the Com-

mission's administration of a statute which the Congress had

intended to be wide ranging and pervasive.

Qur report was issued without Commission comments be-
cause the Commission was unable to prepare a response with-
in the 30 days we allowed. On June 30, 1977, the Commission
issued comments--comments which rejected all of our report's
recommendations., Although lengthy, the comments wer2 not,
in our opinion, persuasive and do nct justify changes in
our recommendations.

Our June repnrt recognized that the Comm.ission accom-
plished much in the early years of iegulation in reducing
the size and complexity of stility holding companies. The
Commission's administration of the act, however, changed

over the years. Cuorrently, the Commission's administration .

of the act is too narrow and applies to too small a segment
of the utility industry to fulfill all the act's objectives.

In our report we estimated that about 100 utility com-
panies are classified as p'blic utility holding companies
as defined by the act. At the time of our examination all
but 14 had been granted exemptions from regulation. As
noted in our report, the Commission has little or no con-
tact with the exempt companies and does not keep current
records on the activities of these companies.

IJn the report we questioned whether the Commission's
surveillance ox the 14 reqgulated companies was adeguate.
The Commission was not conducting field investigatians to
assure that the companies were complying with the act's
constraints on controlling i1unfluences, political payments,
and intercompany transactions which couald lead te holding
company abuse. 1In its response, the Commission stated

BT

Lo U TRATISVEXNY
G WNIAMATED

i



B-124898

that it had carefully ané vigorously supervised the activ-
ities of regulated holding companies.

We reported that in granting regulatory exemptions, the
Commission had relied too much on the geographic location of
companies' retail utility services and had not considered the
possible detriment to tite public interest. Many exempt com-
panies (1) were comparable in eize and function to the com-
panies which the Commission continues to regulate, (2)
conducted both gas and electric utility operations, and (3)
engaged in nonutility businesses of the type the act sought
to prevent, such as farming, travel agencies, and real es-
tate. Consequently, the public, investors, and consumers
are not provided the protection from holding company abuses
intended by the act. The Commission commented that it saw
no need for changing its interpretation of the act's exemp-
tion provisions.

We reported that both regulated and exempt companies
had made costly high-risk investments in fuel and fuel-
related businesses which were outside their primary area of
utility expertise. The report noted that the Commission
relied almost entirely on company-submitted data, which
in our opinion were inadequate for approving the financing
of such businesses. We also reported that the Commission
had little information on how the operation of such busi-
nesses by utility companies affected the interests cf the
public, investors, and consumers. The Commission stated
in its comments that the companies' proposals for finan-
cing had received special review attention and that it had
required full explanations regarding the companies' expec-
ted use of fuel and the reasons why other fuel sources were
unavailable.

The Commission held that its reduced lievel of regula-
tion represented an accommodacinn to the substantial
achievement of the act's obj=ctives. It stated that Com-
missior policy in administering the act has consistently
given full attention to the congressional interest of pre-
venting utility holding company abuses. We still believe,
as we recommended in our previous report, that a study of
developments in the gas and electric utility industry is
needed to assess tiie continued usefulness of the act. We
therefore recommend that the Congress direct the Commission
to (1) make the study of developments in the gas and electric
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utility industry as required by section 30 of the act and
recommended in our June report and (2) report back on the
results.

Our evaluation of Commission comments is presented in
appendix I; the Commission's cgmments are in appendix II.

We are sending copies of this report to the Director,
Office of Management and Budget, and the Chairman, Securi-
ties and kExchange Commission.

.
dua /-

Comptroller General
of the United States



APPENDIX 1 APPENDIX 1

EVALUATION OF SECURITIES AND EXCHANGE COMM1SSION

COMMENTS ON GAO'S JUNE 20, 1977, REPORT

The purpose of the Public Utility Holding Company Act
of 1935 (15 U.S.C. 79 et seq.) administered by the Securi-
ties and Exchange Commission is to protect the public, in-
vestonrs, and consumers from abuses associated with the
control of gas and electric utility companies by use of
the holding company device. (A holding company generally
is a corporation which owns and uses the voting stock of
other corporations to influence their decisionmaking with
the objective of controlling their policies and management.)
The act was a direct response by the Congress to prevasive
holding company control over the utility industry and to
abuses resulting from that control.

During the years immediately following(passage of the
act, the Commission succeeded in reorganizing or breaking
up the large holding companies. In recent years, however,
it has operated on the premise that its major responsibili-
ties under the act have been carried out and that a less
active regulatory effort is required.

OVERSIGHT OF THE REGULATED COMPANIES

In our repor* we questioned whether the Commission's
surveillance of the 14 regulated companies was adequate.
We noted that the Commission was not conducting the type of
field investigations generally considered necessary to as-
sure that the companies were complying with constraints
imposed by the act on controlling influences, political
payments, and intercompany transactions (such as loans,
contracts, dividend payments, and sales of assets) which
could lead to holding company abuse. We also pointed cut
that, by and large, the States did not have the authority
tc carry out these and other functions mandated in the act.

In responding to our report, the Commission stated
that it had carefully and vigorously supervised the activi-
ties of registered holding companies. It nonetheless ac-
knowledged that most of its efforts had been devoted to
financial matters, and it questioned the need for field in-
vestigations. Field investigations, according to the Com-
mission, would be of limited benefit because:

~=The Commission receives from various reports infor-
mation reeded for survelllance of intercompany loans
and dividend policies.
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--Intercompany transactions require Commission ap-
proval; attempts to conceal them appear minimal.

--Field inspections would be of doubtful effective-
ness in uncovering irregular payments.

--Commission rules effectively exclude interlocking
relationships with financial institutions.

The Commission may be correct in believing that the
information reported to it is complete and reliable and
that intercompany transactions conform to regulatory restric-
tions. Without indepth field investigations, however, we
do not know whether this is 80. 1In our view, the fact that
some irregular transactions are not easily detectable, does
not justify freeing them from the scrutiny of field investi-
gations. Further, simply issuing rules, such as those re--
stricting interlocking relations, does not mean that they
will be fcllowed. If this were true, much of the work of
law enforcement groups would be unnecessary.

In summary, we do not believe it is possible to be
reasonabkly certain that regulated holding companies are in
fact complying with the acc's restrictions on business
practices and ontrolling influences without the information
that would ke provided by the independent first-hand assess-~
ments of field investigations.

Our report also guestioned whether reorganization of
utility holding companies had been completed. As succinctly
stated by the Commission in its comments, the Congress did
not intend gas and electric utility holding companies to
become permanent Federal wards. Nonetheless, we noted that
the Commission had no plans to reorganize the remaining
regulated companies, even though it appeared from cur anal-
ysis that a case could be made for further reorganization if
the act's si:e standards were applied. We recognized, how-
ever, that these standards might not be current and ccmplete
and recommended that thcy be reevaluated, as contemplated
in the act.

The Commission commented that, in the act's early years,
it studied thc size of companies as it reorganized them, and
that after 1955--the period when most of the growth in the
gas and electric utility industry occurred-~size studies ap-
peared to be superfluous. The Commission stated that the
standards governing the size of regulated companies were
fundamentally sound but it did not address the issue of
whether utility reorganizations in accordance with these
standards had been completed.

2
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COMMISSION POLICIES IN GRANTING EXEMPTIONS

Our report questioned the Commission's policy of exempt-
ing companies from the full force of the act. Some companies
no doubt shculd be exempt, but we gquestioned whether thcgse
not in compliance with the act's standards should be.

The act provides for exempting holding companies that
conduct their utility operations predominantly within one
State, with the qualification that such exempticns should
not be granted if they are detrimental to the interests of
the public, investors, or consumers. As to detriment, the
act and its legislative history make it clear that the Con-
gress considered it harmful for holding companies to provide
both gyas and electric utility service, to engage in non-
utility businesses, and +to control subsidiarv utility com-
panies which, on their own, are able to provide efficient
and satisfactory customer service. Holding companies might
otherwise restrict competition and ba2come toc¢ large to be
managed efficiently or requlated effectively.

The Commission has relied primarily on the act's geo-
graphic qualifications in exempting companies as being intra-
state in character. It has not required companies %o comply
with the act's other standards as a condition of ualifying
foc or retainino exempt status. We reported that, as a re-
sult, many exempt companies were

--comparable in size and funcrtion to regulated com-
panies;

--conducting both gas and electric utility operations;
and -

--engaging in nonutility businesses, such as farming,
travel agencies, real estate, and data processing.

We do not know how many exempt companies have these charac-
teristics. The Commission does rnot accumulate such data,
and we did not make a detailed analysis. But ovur analysis
of the 35 largest utility holding companies showed that 24
were unrequlated. Of these, 8 provided both gas and elec-
tric services, 12 were engaged in businessec unrelated to
utilities, and 18 had invested in fuel and fuel-related
ventures.

In granting exemptions the Commission holds that the
act's limitations on size and diversification into other
businesses apply only to regulated companies and not to
companies meeting the intrastate jeographic gualifications

3
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for exemption. Additionally, the Commissicn holds that
operations of intrastate holding companies can be success-
fully controlled by the States. 1In our report, we questioned
the Co>mmission's positions for a number of reasons.

1. It largely ignores the act's requirement that no
exemptions be dranted if they are detrimental to
the interest of the public, investors, or consumers.

2. Its separate standards for regulated and exempt com-
panies produce inconsistent results:

3. It ignores the fact that companies that are geograph-
ically intrastate engage in transactions affecting
interstate commerce,

4, It assumes that the States have authority as com-
prehensive as the Commission's and that they use it
effectively (the Commission, however, has taken the
position that its authority does not duplicate that
of the States).

Putting all this aside, the furdamental question is
whether the act's constraints--which are intended to protect
the interests of the public. investors, and consumers--are
still relevant after 42 years. We reported that the sparse
data collected by the Commissicn did not cnable us tc reach
an objective conclusion. Accordingly, we recommended that
the Commission review the act's standards fer granting exemp-
tions and determi.c whether continuation of its present
exemption policies is in the public interest.

The Commission stated in its ccmments that our report
seemed to assume that geographic location of utility com-
panies was an inappropriate criterion for exewmption. It
responded that, to the contrary, section 3 of the act makes
geographic location a2 primary standard for exemptions,
whether or not the company meets all of the reguirements
enumeirated in section 1l1. Section 11, frequently termed "the
heart of the act,” contains important restrictions on utility
companies' size, corporate structure, and operating modes.
According to its comments, the Commission has held f.om the
earliest days of the act's admianistration that a utility
holding company does not have to meet all section 11 standards
to obtain a section 3 exemption, The Commission explained
at some length how tie exempt comparnies identified in our
report meet the Commission's exemption criteria. 1In con-
clusion, the Commission stated that it saw no rced for chang-
ing its interpretation of the act's exemption provisions or
for seeking amendatory exemption legislation.

4
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We agree that intrastate geographic location can be a
basis for considering exemptions. We found that companies
which have been exempted conduct utility operations pre-
dominantly in one State. While geographic location is a
bzsis for exevntion, the Commissior. can refuse to grant an
exemption if . finds that the exemption will be detrimental
to the public interest or the interest of investors »nr con-
sumers. The Commission does not take into account the re-
quirements of section 11 in determining whether an exemp-
tion would be detrimental. We believe this interpretation
of the exemption provision does not produce the results in-
tended by the act, although we recognize that the act places
the responsibility for determining detriment to the public
interest or the interest of investors or consumers in the
Commission.

INVESTMENT IN FUEL-RELATED VENTURES

We reported that both regulated and exeript companies
had made costly, high-risk investments in fu.-i1 and fuel-
related businesses which were outside their primary area
of utility expertise ana which ran in scope fr.m research,
exploration, and extraction to transportation and storage,
and spanned the conventional fuel sources of coal, gas, and
oil. We reported that in approving investment requezts for
regulated companies, the Commission had relied almo. en-
tirely on company-submitted data which, in our opinion, were
inadequate. We alsc reported that tlie Commission did not
have information on how the public, investors, and consumers
were affected by permitting the companies to invest in fuel
businesses. The potential! for harm, therefore, nad not been
determined. Accordingly, we recommended that the Commission
conduct a study to determine if such investments were neces-
sary and in the best interests of the public, investors, and
consumers. ’

The Commission stated in its comments that the compa-
nies' individual proposals for financing had received special
review attention with a strong emphasis oun the proposals'
technical and economic .eatures. Full explanations, it said,
were required regarding companies' expected use of fuel and
the reasons why other fuel sources had become unavailable.
The Commission noted that developing alternatives to utili-
ties' going into fuel and fuel-related businesses would re-
quire studies of much broader fields than the utility in-
dustry.

Our report recognized that the fuel crisis could either
(1) represent a sound reason for vtility companies to engage

5



APPENDIX I APPENDIX I

in fuel businesses in the manner and to the extent that

they had or (2) merely “a the plausible event which had been
used to justify diversification beyond the conventional boun-
daries of utility service. Because the Commission lacks in-
forimation needed to show that its approval of companies'

fuel ventures meets the public need for continuing utility
service, we recommended further consideration of these diver-
sification activities.

CONCLUSIONS

In its comments the Commission acknowledged that its
level of regulation had declined but held that this rep-
resented an accomivdation to substantial achievement of the
act's objectives. The Commission stated that,

“# * % contrary to the conclusion of the Comptroller
Gencral, the general policy of the Commission in ad-
miristering this legislation has consistently been
to give full effect to tue Congressional intent of
preventing the repetition of those abuses which led
to passage of the act in 1935."

Overall, the Commissicn's comments on our report suggest
a more vigorous a..d meaningful exercise of regulatory over-
sight over utility holding companies than the Commission
actually provides. We still believe, as recommended in our
report, that a study of developments in the gas and electric
utility industry is needed to assess the continued useful-
ness of the act,

RECOMMENDATION TO THE CONGRESS

We therejore recommend that the Congress direct the
Commission to (1) make the study of developments in the gas
and electric utility industry as required by section 30 of
the act and recommended by our June report and (2) report
k~ck on the results.
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I. SOMMARY AND INTRODUCTION

The Securities and Exchange Cammission submits these comments to express
its views on the Camptroller General's Report to the Cong:ess on the Cammis-
sion's administration of the Public Utility Holding Campany Act of 1925.
Although these comments are directed principally to material contained in
the Canptroller General's Report, we set forth first certain background
information regarding the events and circumstances which led to the passage
of the Act, the evils in the holding company structures which the Congress
sought to eliminate, and the extent of federal regulation of public utility
holding companies contemplated when the Act was adopted. This information,
which is not set ferth in the Camptroller General's Report, is essential
both to an understanding of the complexities and structure of the Act and

‘also to a meaningful analysis of the Cammission's current efforts in the
administratjon of the Act.

A. The Camptroller General's Report Reflects a Misunderstanding

of the Statute and Its Administration by the Cammission.

Under the Public Utility Holding Coampany Act of 1935, the Cammission requ-
lates interstate public utilit® holding campany systems engaged in the electric
utility bisiness or the ietail distribution of gas. The Act was adopted in
response to the control exercised by a relatively few large financial corpora-
tions of a major part of the utility industry in this country. This situation
was aggravated by the unsoundness of financial structures created to effect
that control, and the lack of meaningful economic or operational relationships
among the constituent parts of the resultant holding campany systems. The
Congress was particularly concerred that effective state regulation of utility

service was seriously impaired by such uvse of the holding campany device.

11
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-2 -

Under the Act, the Carmission's jurisdiction extends to all companies in a
registered holdiny campany system, including companies that are not classified
as utility companies under the Act. But, as we note below, in many circumstan-
ces holding canparny systems were exempted fram requlation, The Commission was
Jdirected to regulate the physical integration of public .utility companies and
functically related properties of registered holdirg campany systems, ard to
effect the simplification of intercorporate relationshipr. and fintncial struc-
tures of such systams. The Act aiso directed the Commissién to ;xass upon the
firancing operations of nolding companies and their suhsidiary companies, the
acquisition aid disposition of securities and properties, certain accounting
practices, servicing arramements, and intercampany transactions. Most of
these powers relate only to campanies in registered holding campany systems,
however, not to utility companies or holding companies not required to register
under the Act.

The dominant themes throughout the Camptroller General's Report relate
to the issues of the size of utility systems and the Camission's applica-
tion of the exemptive provisions of the Act. As to size, the Report generally
notes ‘nat the Cumiscsion has not developed criteria relating to how large a
holding campany or utility company should be in order to operate efficiently.
With regard to the Act's exemptive provisicns, the Report is critical of the
fact that the Commission has granted exemptions to a large portion of the
utilities industry. The Report also questions the adequacy of the efforts
and resoucces devoted to administration of the Act in recent years by the Canr-
mission. The concerns expressed in the Camptroller General's Report reflect,
in large measure, a misunderstanding of the purpose of the Act. Accordingly,
our substantive comments are directed to the major issues which are focused

upon in the Camptroller General's Report.

10
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With respect to the issue of size, the Act expressly recognizes that the A

" size of utility systems depends on technological requirements and the character
of the region servad. 1n contrast, the Camptroller General's discussion focuses
on size measured in absolute terms of dollav values in assets and revenues—
standards which the Concress did not .".ncluﬂe in the Act. Since the Act was
adopted, there has been a tenfoid notionwide increase in capital invested and
in generating capacity for electric service which reflects a corresponding
increase in the physical size of efficient generatingy units and in demand for
energy. Such growth is not rel2.ed to holding company status because the size
of individual utility cumpanies has grown accordingly. Virtually all of this
growth las been internal.

The Cormission's alministration of the XLc: h~s effectively limiteo me.gers
and consolidations to those whiih can be affirmatively justit.ad by *he goids
set forth in the Act. %mx Tamission substantially conpleted the reorganization
phase of its mandate about 20 years ano. The utility industry today coneists
mostly of the strong, independent locel svstem~ which the Act sought to achieve.
The reductior. in the coverage of the Act reflects attairment rather than albandon-
ment of its purpose. The Camission has also carefully :nd vigorously supervised
the activities of campanies in reqistered holaing cunpary systems, relatim to
financing, the acquisition of securities and pr.operties, znccounting practices,
servicing arrangements, amd intercampany transactions.

In this connection, the Camptroller General's Report considerably under-
states the information resources amiied to adrinistration of the Act. 1t over-
looks the use of evidentiary hearings in administration of the Act, the fielo
inspection program undeitaken by the staff with respect t» new problems arising
in the fuel area, and the very extensive information available about the industry,

whether or not subject to the Act, fram filings under the securities laws ard
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from other regulatory sources. More fundamentally, it fails to recognize the
specialized knowledge and experience of those assigned to administer the Act.
No inference can fairly be drawn that data submitted by those regulated is
accepted without meaningful review. And the areas in which the Report suggests
that further audit and verification are needed are, for the most part, matters
in which available data is ample.

The utility industry became substantially involved in the financing and
ownership of fuel sources ard related facilities in response to the energy
crisis. This reaction was industrywide and was not a phenameron related to
holding campany status. The Comnission has C.rected particular attention to
che econamic and technical justifications for this developmnt in passing on
the applications of the camp-nies subject to the Act.

The Camptroiler General's Report appears to be critical in that the
Camission has not exercised power over exempt holding campanies. But the
Congress determined that those holding companies which were entitled to a
Section 3 exemption would be virtually free of substantive regulation under
the Act and would not be required to conform to the Act's provisions and
standards applicable to registered holding campany systems, and the Cam-
mission has nn jurisdiction over independent operating companies that, pur~
suant to its acdministration of the Act, have been spun-off fram registered
holding company systens.

The Camptroller General has recommended that the Commission conduct an
ex*ensive study of the developments in the gas and utility industry and has
suagested four specific subject areas which should be examined in the
re cammended study. Our views with respect to each of these specific areas

a 2 set forth infra at Point VI.

12



APPENDIX 1I o APPENDIX

-5

B. The Camission Ras Substantially Effectuated the Statutory Aims
and Continues To Do So.

1. Historical Perspective

Durinc the 1920's the utility industry was marked by the two-fold ex-
perience of the increased growth of utility campanies and the expansion of
holding company empires throuch the acquisition of utility campanies. 1/

In addition to controlling the nation's supply of electric and gas energy,
these holding companies had expanced into such diverse fields as coal min-
ing, foundries, textiles, agriculture, transportation, ice and cold storage,
real estate, finance and credit, theaters, and amusement parké. 2/

As a result of the growth of holding campany systems, finance rose to
a position of praminence in this vital field of electrical and gas energy.
Concentration of control .was accampanied by the creation of unsound and top-
heavy financial structures; holding companies were pyramided on top of each
other, ard within each campany there were often multi-levels of securities.
These mountains of paper rested on the common stock of the operating com-
panies. Because holding campanies tended to bo:row as hervily as possible,
their securities were highly speculative an thoy were marked by excessive
leverage. 3/ As a result of leverage; small changex in the earnings of the
underlying companies had dramatically explosive effects on the sarnings
applicable to holding campany securities. During the boam years wp to 1929,
book profits of holding companies appeared huge.

1/ Securities and b(chmgé Camission, Report for the SEC Subc~ammittee of
the House Committee on Interstate and Foreign Cummerce on the Fublic
Utility Holding Campany Act of 1935, 1-20 (Oct. 15, 13851).

1d. at 1S,

@ w

14. at 9.

i3
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But, when the boom collapsed, leverage worked in reverse, and manv
holding campanies and their subsidiaries were forced to default on their
cbligations and had to cease dividend payments to stockholders. The com
plex capital structures of these entities also afforded many opportunities
for the manipulation of accounts and finances and for diverting profits ot
losses through intercompany channels to the detrimer}t of public invesiors.
Equally important was the way in which the corporate pyramids defeated or
obstructed local regulation of the underlying operating campanies.

2. Enactment of the Public Utility Holdiiq_cmm of 1935.

T.e Public Utility Holding Company Act of 1935 was enacted "to sub-
ject to effective public control public-utility holding cmpahies which
transcend State lines in their interests and activities."4/ The Act fol-
lowed an exhaustive investigation by the Federal Trade Commission, and
extensive hearings and debates by the Congress. These inquiries disclosed
in public utility holding campany finance am__operations a variety of abuses
which the Act was designed to correct. The more significant of these are
enumerated in Section 1(b) of the Act:

(1) Inadequate disclosure to investors of the information necessary
to ippraise the financial position ard earring power of the campanies whose
securities they purchase;

(2) the issuance ol securities against fictitious and unsound values;

(3) overloading operating companies with debt and fixed charges,
thus tending to prevent voluntary rate reductions;

(4) the imposition of excessive charges upon operating campanies
for various services such as management, supervision of construction and
the purchase of supplies and equipment;

(5) the control by holdmg companies of the accounting practices
and rate, dividend ard other policies of their operating subszidiaries o
as to complicate or abstruct state regulation;

4/ H.R. Rep. No. 1318, 74th Cong., lst Sess. 3 (19353

14
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" {6) the control of subsidiary holding companies and operating com-
panies through disproportionately small investment;

(7) the extension of holding company systems without relation to

econany of operations or to the integration and coordination of related
properties.

In passing the Act, Congress sought to deal with these problems by:

a. Requiring each holding campany registered under the Act to con—
fine itself to a single intergrated public utility system, with provisions
for the tetent‘icn of additional utility systems and related incidental busi-
nesses under certain designated circumstances;

b. Providing for the simplification of registered holding campany
structures including the elimination of unnecessary holding companies and
the reorganization of those that were unduly camplicated amd over-—capitalized,
and the redistribution of voting power among securities holders of holding
and operating campanies in order to assure the investing public a voice—or
at le::t a potential voice—in these enterprises, commensurate with its
capital contributions;

€. Requiring the securities issued by registered holding company
gsystems to meet specified statutory standards to assure the soundness of
the capital structure of the system;

d. Halting the ioading of excessive charges by affiliated service
campanies in registered holding campanies on the operating utility subsid-

ries, by requiring that all services performed by affiliates for any com
pay in its system be rendered at cost fairly allocated; and

e. Regulating campanies in registered holding company systems tn
eliminate fictitious or deceptive accounts and unsourd buziness practices,

The Act was particuvlarly designed to eliminate those holding companies
serviny no useful purpose, amd thus to afford to the operating campanies the

15
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adventages of localized management and to strengthen local regulation. 5/
This objective finds its most direct expression in Section 11 of the Act. 6/

Section 11(b)(1) requires the operations of holding company aystems
to be limited to one or more integrated systems and to such adoitional
businesses as are reasonably incidental or econamically necessary or ap-
propriate to the operation of the integrated systems. Section 11(b)(2)
requires the elimination of undu: complexities in the corporate structures
of holding camparny systems, and the redistribution of voting power among
their securities holders on a fair and equitable basis.

The Act provides for the registration of holding campanies (Sec. 5)
and substantive provisions such as those in Section 11 are generally lim-
ited to companies in registered holdirng campany systems; these substantive
provisions include the regulation of securities transactions of holding
canpanies ard their subsidiaries (Secs. § amd 7); the regulation of the
acquisiti.on of securities and utility assets by holding companies and their
subsidiaries {Secs. 9 and 10)'; the regulation of sales of public utility
securities or assets, payment of dividends, solicitation of proxies, inter-

canpany loans ard other intrasystem transactions (Sec. 12}; the contral of

S/ American Powe:r & Light v. Securities and Exchange Cammission, 329 U.S.
90, 113 (1946); North American Campany V. Securities and Exchange
Camission, 327 U.S. 686, 704-706 (1946).

6/ section 11 has been characterized as the "heart of the Act®. See S.

~  Rep. No. 621, 74th Conaress, lst Sess. 11 (1935). See also, Securities
ard Exchange Commission v. New England Electric System, 384 U.S. 176,
180 (1966); North American Campany v. Securities and Exchange Cammission,
supra, 327 U.S. at 704 n. 14.
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services, sales, and construction contracts (Sec. 13); and the coatrol
of accounting practices (Sec. 15).

Certain types of holding awpany systems were not intended to be
80 requlatel. Section 3 ~I the Act specifies five cateqgories of holding
companies that are entitled to an ecemption from substantially all of

the Act's other provisions. 7/ The A~t's broad exemptive provisions

71/ Section 3(a) of che Act provides that holding campanies shall be exempted
from the Act when:

"(1) Such holding company and every subsidiary company thereof which
is 2 publiz utility camnpany, are predaminantly intrastate in character
and carry on their business substantially in a single State in which-
such holding campany and every subsidiary campany thereof are organized;

"(2) Such holding company is preduminantly a public-utility company
operating as such in one or more contiguous States, in one of which it
is organiz:d;

*(3) Such holding company only incidentally is a hoiding company,

being primarily engaged or interested in one or more other businesses
other than the busiress of a public-utility company and (2) not deriving,
directly or indirccotly, any material part of its incame fram any one or
more subsidiary companies, the principal business of which is that of

- a public utility company, or (B) deriving a material part of its income
from any one or more such subsidiary companies, if substantially all the
outstandin; securities of such campanies are owned, directly or indirectly
by such hol¢ing campany;

"(4) sucn hold:ing company is temporarily a holding company solely by
reason of the acquisition of securities for purposes of liguidation or
distribution in connection wi%h a bona fide debt previously contracted
or in connecticn with a bona fide arrangement for the underwriting or
distribution of securities; or

®*(5) Such holding company is not and no subsidiary company thereof
is a piblic-utility company operating ‘rithin the United States.”

S. Rep. Nc. 621.. supra at 6.
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reflect one of the delicate campramises reached in Congress between those
who believed that holding companies should be completely abolisled in view
of the numerous abuses th> had been perpetrated upon investors ai: consumers
through the holding company structure, and those members of Congress who vig-
orously resisted the creation of federal regulatory auvthority in this area.
As a result, Congress concluded that not all mublic utility holding companies
would be subjected to pervasive federal control armd, indeed, structured the
Act in a fashion 80 as to permit numerous holdino campanies to avoid regu-
lation under the newly-created legislative scheme particularly where tie
characteristics of the system were such that the component companies co:dd
be subjected to regulation by the states.

3. Requlatory Direction of the Ccwmission's Administration of
the 2ublic Utility Holding Camgany Act.

The title of the Camptroller Genczral's Report 8/ and Chapter 2 there-
of 9/ state that the Comission's regulatory approach has changed over the
years since pastage of the Act. That conclusion apparently is based, with-
out more, upon an observatiomn of the level of the Comnission's efforts in
administering the Act over the years, rather than upon a teasoned and thorouch
examination of the purposes for federal regulation of public utility holdimg

companies. In fact, contrary to the conclusion of the Comptroller General,

8/ The Report is entitled "The Force of the Public Utility Holding Campany
Act Has Beon Greatly Reduced ty Changes in tha Securities and Exchange
Camission's Enforcement Policies.”

9/ Chaptaor 2 of the Repnrt ie entitied "Tle Comissiaon's Regulatcry Approach
Ras Changed Over the Yaars.”
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the general policy of the Cummission in administering this legislation has
consistently been to give full effect to the Congressional intent of pre-
venting the repetition of those abuses which lal to the passage of the Act
in 1935, and to make the administration of the law as workable as possible
without imposii;j unnecescary restrictions of a kind which bear no relation-
ship to the Cangressional aims.

In the first twenty years of its administration of the Act (1935
through 1955), the Commissian's major task was the administration arl
eforcement of Section 11{»), involving the break-up and reorganization
of registered holding campanies. 1In 1838, when Section 1l1(b) became opera-
tive, there were 214 registered holding companies, which controlled 922
electric or gas utility companies and 1,054 nonutility campanies. Today,
there are only 14 registered systems, which control 68 utility subsidiaries
ard 79 nonutility campanies.

Section 11(b) of the Act, the heart of the statute, contemplated
an effective system of orderly deregulation. Congress did not intend that
utilities would remain perranent federal wards under the Act. As has been
noted, the Act introduced federal authority into a field traditionally
subjected to state or local jurisdictiou;, because, as Congress found, the
holding campany device had been abused ard was a means to evade state and
local requlation.

Vigorous enforcement of Section 1ll(b} by the Camnission over the years
eliminated most of the multistate holding campanies and reversed the tidal

wave of consolidations that had been occurring in the years prior to 1935.
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when the Act was passed, about 80 percent or more of the utilities were
ocontrolled by holding companies that were registered under the Act. One
of the salutary effects of Section 1l(b) has been the emergence of many
utilities as independent operating companies.

During the past fifteen years, the Commission's major task has in-
volved it in the financing of registered holding campany systems, the
standarés for which are prescribed in Sections 6 amd 7. The purpose of
these sections is to assure that registered systems subject to the Act
are prudentiy capitalized at econanicilly acceptable costs, because
a utility so capitalized serves the interests of both investors and con-
sumers. In fiscal year 1976, total financings authorized under the Act
amounted to $4.9 billion. The other provisions of the Act dealing with
mergers ard acquisitions, new guestions under Section 11, ard service
coupany reqgulations also continue to require substantial attention.

To the extent that the Camptroller General's conclusion—that the
Camnission's regulatory approach under the Act has charged——can be read
to imply that the Cammission has failed to fulfill its responsivilities,
we disagree. As we have noted, such a conclusion appears to have been
distilled fror a comparisan of the level of the Camission's efforts in
the early" administration of the Act with the current regulatory ef forts
under conditicns and ciramstances where the evils and abuses whiun gave

rise to the passage of the Act have been virtually eradicated.
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II. ISSUE OF SIZE

The dominant theme of the Camptroiler General's Report, found throughout
the chapters on the Cammission's requlatory approach as well as in the chapter
discussing exemptions, relates to the issue of size. The Report concludes (p. 13)
that the Camission has not developed criteria for size or standards relating to
how large a holding company or a utility company should be in order to operate
efficiently. Further, the Report asserts (pp. 12-13, 32) that, without explicit
guidelines as to size. there was no effective means of ascertaining which of the
registered systems may be too large to retain the utility campanies which they
now control and which of the exempted systems may be too large to warrant a
continuation of their exemptions.

Significantly, the Report fails to relate the factor of size to the
relevant provisions of the Act, 10/ but instead focuses upon criteria such
as assets and revenues. 11/ But, in passing thc Public Utility Polding Cam—
pany Act, the Congress nowhere indicated a concern over the issue of size
viewed in light of such narrow criteria.

With respect to the size of registered holding companies, Section 1l(b)(1)
generally limits a registered hclding campany to a single, integrated, public
utility system, as the Camnission, by order in each case, shall prescribe.
Section 2(a)(29)(A) of the Act defines integrated electric systems as a group
of electric facilities physically interconnected, or capable of interconneccion,
wvhich may operate as an econamical ard coordinated syétem, ard is confined

to a single area or region in one or more states. That section further states

10/ See Section 3(a) and Section 11(b)(1).
11/ The table at page 23 of the Report sets forth the size of the registered

systems, most of them with over §1 billion in assets, and the size of a
se'ect group of exarpt holding campanies with over §1 billion in assets.
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that the integrated system shall be

“not s0 large as to impair. (considerir;g the state of the

art and the area or region affected) the ajvantages of

localized nanagement, efficient operation, and the effec-

tiverzss of regulation * * ¢ 12/
The ul:inate relevance of size as thus considered is addressed to its effects
upan localized management, efficient operation amd effectiveness of regula-
tion. A definition of size measured by dollar values of asse’s or of revenues
—criteria which are highlighted in the Camptroller General's Report—would be
far less meaningful than the Act's definitional provisions.

Ic is evident that Congress, in adopting Sectian 1l1(b)(l), was not con-
cerned with the issue of size in terms of dollars; it addressed itself instead
to that issue in terms of meaningful and flexible standards articulated in
Sections 2(a)(29)(A) and (B) and 1l1(b)(1l), in order to permit the Comnission,
in its administration of the Act, to effectuate holding campany reorganiza-
tions in a fashion beneficial to investors and consumers alike. Thus, Section
11(b){1) dirested the Cammissicn to make its decisions as to size in light of
the state of the art and the characteristics of the region. These are funda-
mental ard well-chosen standards which were promulgated in recognition of the
fact that size is a function of technology and the geographic region in which
the service are: is located. The first standard—technology—changes with
time, and the second—geor .phic region—may differ for each utility company.
The latter may also change in time, depending upon industrial and demographic
developments upon which growing consumer demand depends. A case-by-case
approach, as has been adopted by the Cammission, which gives content ard

substance to ti:e standards of the statute, is a rational method for dealing

12/ Section 2(a)(29)(B) defines a gas integrated system in like terms.
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with the issue of the size of utility holdiné canpanies. 13/ In contrast,
a handbook setting forth inflexible quidelines as to size, as *he Cawptroller
General apparently recoammends, would only produce the illusion of simplicity;
and, in the context of any particular case, will not be illuminating.
Althaugh the absolute size of utility campanies has increased ten-fold
since the passage of the Act, 14/ primarily as a result of technological
«dvances and demographic changes during that periad, such growth, in large
measure, has been internal (i.e., growth within a service area or extension
into adjoining areas). And, registered hcldirg company systems have fol-
lowed substantially the same pattern of inlernal growth. Also, the major
utility campanies that are not in registered holding campany systems com—
tince to serve approximately th2 same erritories they did when they were

spun off fram such systems. 15/ Overall, there has been no significant

13/ These standards, as applied to the facts of a particular case, are dis-
cussed in detail in the numerous Camnission ogpinions which were issved
during the active phase of the Section 1l(b)(l) program in the ecarlier
years of the Camnission's administration of the Act.

14/ At the time the Act was adopted the laraest steamelectric unit was
ahout 200mw, which cost $32 million to build. Federal Power Cammis-
sion 1964 Natiosal Powe' Survey, Part 1, o. 14. The average size of all
units was 20mw. 1bid. The largest una: today is 1,300mw, which costs’
over $500 rilljon to build. Stear-Electric Plant Construction Cost an?
Annual Production Expenses, 26th Annual Supplement, p. 1X (1973). The
average unit under construction is 500mw. bed Total assets of pri-
vately owned Class A and B electric utilities in the United States
were $15.7 billion in 1941, of which $12.6 billion represented utility
plants. 1941 Federal Power Cammission Annual Report of Statistics of

Privately Owned Elecciric Utilities inh the Cnited States. They generated

1443 _111ion kwh. 1In 1975, total assets were 5157 billion; net utility

plant was $137.4 billion; and total generation amounted to 1,493.1 bil-

lion kwh. 1976 Federal Power Camnission Annual Report of Statistics

of Privated Owned Electric Utilitizs in the United States.

15/ we should note here that integration and simplification under Section
11(b) led tu the consclidi.tion of redundant subsidiaries amd a signifi-
cant number of exchanges of outlying prooerties owned by one sSystem to
rourd out the serv:ice area of another.
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departure fram the goal of utility systems dedicated to the service of a
single geographic region, ac defined in the Act.

In contrast, extrinsic holding campany growth through acquisitions by
both registered and exempt holding companies is governed by the requirements
of section 10 of the Act, which, in significant respects, are stricter than
the standards of Section 11(b)(1l). Section 10{c)(2) requires that, in order
to approve an acquisiti-a, the Commission must find affirmatively that the
acquisition *will serve the puplic interest by tending towards the econamical
development of an integrated public utility system.” As a consequence, since
the passage of the Act, utility holding companies have not experienced any
significant degree of external growth, J6/

Absolute size, in this industry, ‘5 not dependent on holding campany
status. If a size limitation un individual utility systems were desired,
the holdirg company relationship would not be an appropriate juriasdictional
basis for implementing such a policy. In terms of ﬁize, in the restricted

sense of the Camptroller General's Report, the operating utilities listed

16/ 1n 1946, the Cammission denied an application by American Electric
Power Canpany to acquire Columbus and Southern Ohio Electric Campany,
22 S.E.C. B0B. A later proposal for the same acquisition (File No.
70-4596) led to extensive hearings, amd the case is pending for deci-
sion. In addition, in one instarce the Commission denied authorization
for a major consolidation in Massachusetts, New England Electric System,
Bolding Company Act Rel. No. 18635, S SEC Dxaet 372 (Oct. 30, 1974).
At arstner time, it authorized a ccnbination of two large utility com
panies in Illimnois, Illinois Power Campany, 44 S.E.C. 140 (1970), but
on conditions which the applicants found unacceptable. Similarly,
Northeast Utilities was authorized by the Camnission to acquire two
major Connecticut utilities and two smaller adjoining utilitjes in
Western Massachusetts (Northeast Utilities, 42 S.E.C. 963 (1966); 43
S.E.C. 462 (1967)). And, there is now pending a proceeding regariing
the status under Section 11(b)(1l) of a major registered system.
Central and South West Corporation, Holding Campa..y Act Rel. No.

18361, 8 SEC Docket 1202 (Jan. 30, 1976).
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below, which are not a part of any holding campany system, are of approxi-

mately the same order of magnitude as the registered systems (as of Decem-

ber 31, 1975). See page 22, infra.

(000's omitted) Involvenent
in Activities
Operating of Fuel
Assets Revenues Procurement

Consolidated Edison of N.Y., Inc. $6,315,L09 $2,667,938
Pecific Gas & Electric 5,905,981 2,233,371 x
Southern California Edison %,650,307 1,668,015 X
Public Service Electric & Gas §,473,473 1,630,525 x
Mroit Edison Co. 3'93" .752 1.070'780 X
Virginie Electric & Pover 3,671,608 1,033,336 x
Duke Tover 3,740,799 95k L1k X
Florida Pover & Light 3,416,938 1,182,6Lk x
Consumers Pover 3,361,133 1,341,100 x
Niagara Mohavk Pover 2,652,625 972,706 X
Carolina Power & Light 2,%02,022 606,329 X
Baltimore Gas & Electric 2,187,138 680,042
Houston Lighting & Pover Co. 1,990,608 634,153 X
Long Island Lighting Co. 1,902,621 358,122
Pacific Pover & Light 1,834,737 301,495 x
Potomac Electric Pover 1,778,871 k92,510 .
Duquesne Lighting Co. 1,593,285 405,124 x
Florids Pover 1,524,597 S0L,496
Cleveland Rlectric Illum. 1,513,247 523,165 X

* Source: Moody's Public Utilicy Manual (1976).

In its discussion of the issue of size, the Camptroller General's Report

notes (p. 15) that Section 30 of *he Act authorized and directed the Camission

to make general studies of utility companies to consider "the sizes, types and

location of public utilities® for the purpose of developirg recammenrdations

for "integrated p.blic utility systems,” and that the Cammission has not con—

ducted any studies under Section 30. Studies under Section 30, however, were

25



APPENDIX II APPENDIX II

-18 -~

never intended as part of the regulatory structure of the Act. Indeed, the
inmediate, major task facing the Camnission after passage of the Act was
the reorganization of registered systems under Section 11(b). Studies to
that =nd were expressly provided for in Section 1ll(a), which instructed
the Camissio to examine each rejistered holding cumparny system in order,
among other things, to simplify its corporate structure, to eliminate com—
plexities, and to confine it to propertias and businesses of an integrated
public utility syscem. The Commission reviewed most of the elecric industry
and the larger part of the gas industry in the course of reorganizimy cam-
panies or systems in conformance with the statutory standards of Section
11(b).

AXitional or supplementary studies under Section 30 were not under-
taken. When the Commissian's Section li(b} program had been largely car
pleted in 1955, such studies appeared somewhat distant and superfluous
after the passaje of almost a quarter of a century. At this time, in view
of the vast technological changes in the utility industry, studies contem-
plated by Section 30 appeared to call for legislative reassessment, both in
terms of need and of purpose. If such types of studies are found still
to be germane, ard depending upon the breadth of the studies contemplated,
it may be more appropriate that the responsibility to conduct such studies
should be lodged with the federal agency charged with developing a national
energy policy. We wowd, of course, be willing to assist in any such studies
if they are authorized by Congress ard if the necessary funds should be ap-

propriated.

26



APPENDIX II APPENDIX

-19 -

III. EXBMPT HOLDING COMPANIES

Chapter 3 of the Report, dealing with the granting of exemptions,
largely ignores the language and structure of the Act, ard, consaquently,
confuses the standards specified in Section 3 of the Act for the granting
of exemptions with the entirely different standards, cont:nina! primarily
in Section 11 of the Act, for companies which do not qualify for an exemp~
tion. There semms to be an as~umption, based upon the Report's conceptual
pre~occupation with size, that the Camuission has auinplete discretion
to grant or withhold exemptions and should exercise that disc:(etim with
primary reference to the issue of size and the other gtardards specified
in Section 11 for nonexempt campanies ard that geographical locatian is

" an inappropriate criteria for exemption. On the contrary, geographic

location is the primary standard for exemption. Section 3(a)(1) provides
that the Cammission shall exempt holding campanies if they are predaminantly
intrastate and locatesl within a single state. Section 3(a)(2) provides for
exenption if the company is predominantly an operating utility operating
in contig.cs states.

Size is not among the criteria mentioned in Section 3. If a company
qualifies under Section 3, it is entitled to an exemption whether or not
it meets al)l the requirsments enumerated in Section 11 for a nonexempt hold-
ing campany including, particularly, the cequirement of Section 11(b)(1)
that the operations of the system be limited to a "single integrated public
utility system.® 17/ The Commission, accordingly, has repeatedly held, fram

17/ All the exemptions umder Section 3(a), including those in subsactions
{a){1) and (a)(2), are subject to the qualification that thc exemption
: (continued)
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the earliest days of its administration of the Act, that a camwpany does not
have to meet all the standards of Section 11 in order to obtain an exemption
wder Section 3 and the Comission's interpretation has been judicially
affirmed. 18/ The Report does not expressly take issue with this conclusion;
it simply ignores it ard assumes, in the discussion on pages 22 through 28,
that the standards for exemption and the standards for campanies which do
not qualify for exemption should be identical, and that the Caommission has
mistekenlv failed to ajopt this approach.

As we have noted, Section 3 of the Act provides, in mandatory temms,
for carefally defined exemptions of wide scope. A major purpose of the Act
was to make possible, rather than to displace, state regulation, by elimi-
nating evasion of state jurisdiction through the holding company device.
The relevant exemptive provisions of Section 3 identify those types of hold-

ing ocmpany systems which arc essentially eguivalent to local operating

17/ ocontinued)
shall be granted “unless and except to the cxtent” that the Cammission
find: that the exerption would be detrimental to the public interest
or the interest of investors or consumers. But, as to the meaning of
*public interest,* see North American Campanv v. Securities and Exchange
Commission, supra, 327 U.5. at 698-699; Municipal Flectric Associciation
of Massachusetts v. Securities and Exchange Commission, 413 F.2d 1052,
1056 (C.A.0.C., 1969); Alabama Electric Cooperative, Inc, v. Securities
and Exchange Comnission, 353 F.2d 906, 907 (C.A.D.C., 1965).

18/ City of Cape Girardeau v. Securities and Exchange Cammission, C.A.D.C.,
No, 74-15901, (Sept. 22, 1975), affirming per curiam Unlon Elsctric
Campany, Holding Campany Act Rel. 18368, 4 SEC Docket 89 (Apr. 10, 1974);
see also Public Service Corporation of New Jersey, 27 S.E.C. 82 (1948);
Northern Stz+es Power Co., 36 S.E.C. 1 (1954); National Utilities and
Industries Corp., Bolding Campany Act Rei. 17857 (Jan. 11, 1973);
Pacific Lighting Corpotation, Holding Campany Act Rel. 17855 (Jan. 11,
1973); Union Electric Company, 40 S.E.C. 1072 (1962); Delmarva Power &
Light Co., Holding Campany Act Rel. 19717, 10 SEC Docket 735 (Oct. 19,

$76).
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conpanies and, as such, are subject to state ard local jurisdiction. 19/

An example of a large system that is exempt under the intrastate
standards of Section 3(a).l) is Texas Utilities ard its subsidiaries.
Texas Utilities, the parent company, and all its operating utility sub—
sidiaries, are Texas corporations, and the subsidiary operations are
oconfined within the State of Texas. The exemptions for the three gas
holding campanies referred to in the Report (page 23) were granted on
the basis of the same controlling facts.

For an exemption under Section 3(a)(2) (applying to a campany thuc
is predominantly an operating utility operating in contiguous states).
the critical issue turns on the word "predaminantly.” The Comission has
considered this issue in many decisions and has determined that the proper
statutory criterion is the relative magnitude of the utility operations
of the subsidiaries to the utility operations of the parent company. The
case of Camonwealth Edisan Co. is an excellent illustration of how essen-
tial it is that all operative facts must be considered to give content and
meaning to the statutory standards of Section 3(a)(2).

Cammonwealth Edison is a substantial electric utility which operates
in the State of Illinois and is subject to the jurisdiction of the Illinois

Cammerce Camission. It is a holding company because it has an Indiana

19/ Appcndix A, attached hereto, is a revised presentation of the exempt
electric holding campanies listed in the Camptroller General's Report.
Two of the companies contained in the Camptroller General's table on
p. 23, Detroit Edison Campany ard Pacific Gas & Electric Campany, are
operating utilities which are not part of any holding company system.
Of the other nine, eight are exempt under the standards of Section
3(a)({2). Focusing on mere size as such, the Report (page 23) incor-
rectly characterizes these exemptions as having been granted on "de
facto” standaids, but, as we have noted, exemptions fram the Act are
based on the explicit standards of Section 3.
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subsidiary which generates energy for Commonwealth. In temms of operating
and economic realities, Cammonwealth Edison is an operating utility campany
and the subsidiary facility in Indiana, about 1 percent of the entire system,
is a corporate extension of Cammonwealth's generating capacity within the
State of Illinois. The fact that Camonwealth itself is one of the largest
utility campanies in the country is irrelevant to the issue of whether it is
ertitled to an exemption fram regulation under the Act.

Thus, the Table a' page 22 £ the Report notes that there were 20 exempt
utility systems and .1 registeved Ltility systems having more than Sl billion
in assets in 1975. Two of the 20 were, in fact, not holding companies at all
and tne Table iqgnores the otner large utility systems listed at page 17, supra,
which are also not hclding companiec. 23/ The foilowing tabulation gires a
more balanced view of the very large electric systms in the industry:

Operating Campanies

Consol idat.ed Registered Exempt Not in Holding
Assets 1975 Systems Systems Campany System
Above 35 billion 2 1 2
$3 billion =¢S5 billion 3 2 7
$1.5 billion = $3 billion 5 6 10
Over $1.5 billion 9 5

The keport repectedly questions the propriety of exempting gas utility
systems which also have production and pipeline companies (pages 14, 23, 28-30).

II

But, the Report ignores special provisions of the Act which deal with the subject.

Section 2(a){4) of the Act defines a gas utility company as a campany engaged

in the distribution of gas “at retail® (emphasis supplied). Companies engaged

20/ Section 2(a){7)(A) of the Act defines a "holding ccompany” as 2 campar
which has one or more public utility subsidia.ies. Section 2(3)(5)
defines a public utility campany as an electric cr gas utility campany.
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in pipeline transmission for sale at wholesale. accordingly, are not utility
canpanies for purposes of the Act. 21/ Thus, tiz chree registered holding
campany systems (identified at page 23 of t..e Revdort) 22/ have production
and pipeline subsidiaries yh;ch. though nonutilities under the Act, are
retainable in the holdirg company system under Saction 11(b){(1l) because
of their functional relationship to their retail gas subsidiaries. 23/
The t;hzee exempt gas holding company systems (identified at page 23
of the Report), which also have functionally related production amd pipe-
line subsidiaries, were granted exemptions under Section 3(a)(l) because
their utility operations, the distribution of gas at retail, were intra-
state. It would have been absurd to deny them the exemption '=.::- Soctieon
3(a)(1), for which they were clearly qualified, merely because they have
pipeline subsidiaries, which even registered systems may retain under the

standards of Sectian 11(b)(1).

21/ Llegislation with respect to pipaline companies was deferred until

: 1938. 1In that year Coangress adopted the Natural Gas Act, which gives
the Federal Power Commission jurisdiction over such campanies with
respect to rates and other matters.

22/ They are Columbia Sas System, Inc., Consolidated Natural Gas Co., and
National Fuel Gas Co.

23/ Panhandle Eastern Pipeline Co. v. Securities and Excharge Camrission,
170°F.29 453 {C.A. 6, 1948).
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IV. CURRENY ADMINISTRATION OF THE PUBLIC UTILITY HOLDING COMPANY ACT

Chapter 2 of the Camptroller Gene:ral's Report broadly discusses numer-~
ous facets of the Camission's current administration of the Act. This
chapter presents a cursory examination of th: present level of the Camis-
sion's requlatory efforts under the Act and suggests, in essence, that the
Camnission is failing to fulfill its Congressional mandate by not enforcing
certain of the Act’s provisions. But examination anl criticism of the
Camission's regulatory efforts does not warrant the conclusion that the
Camission has been derelict in fulfilliny its responsibilities wxer the
Act.

Chapter 2 or the Report contains, among other things, a subsection
eitit)ed, "Other Reguiators Cannot Fulfill Camrission Rsponcibilities,”
whicr briefly discusses the regulatory power of state and federal author-
ities (other than the Commission) over utility companies. The dis:cussion
in this subsection appears generally to challenge the Congressional policy
that any regulation of campanies which izet the exemptive tests cf the Act
should be carried out by the states and other federal authorities. 24/

The quotation on page ~ of tne Report fram an opinion of the Camission
grantinn an axemption under Section 3(a)(l) of the Act merely recognizes
the premise of Section 3t:)(1) that the operations of an intra-state holding
company system can he effectively controlled by the state. The Report goes
an to suggest, by u=scribing the variations in state regulatory legislatien,

that sucl an exemption could be conditioned on a Cumission finding as to

24/ There is no serious question that the Commission's athority over regis-
tered holding campany systems subject tc the Act is, to a large degree,
nondups; icative of the autnority of state or other federal requlatory
bodies.
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the adequacy of state regulation. Presurably, a revocation of an exemption
would be suggested if the state's ragulatory policy should change. This in-
terpretation would be tantamount o imposing uniform federal standards Jrawn
fran the Act on all state utility regulation, a proposition that would, if
implemented, contravene the Cangressionz' intent.

_Chapter 2 of the Report also examines the process by which the Commis-
sion's staff reviews utility company f:-ancing proposals. 1In this regard,
the Report questions the adequacy and breadth of the staff's review of such
proposals. It should be noted, however, that the description at page 9
of the Report substantially understates the scope of staff reviews. Con-
sideration of a financing proposal necessarily begins with the kind of ratio
analysis described at page 9 a3 continues from there. 25/ 1In the early
1970's, after a long period when the regular financings of public utility
~ystems had became almost routine, the staff fourd it necessary to seek
budgzt forecasts in order to fit together escalating capital needs arising
principally fram construction requirements, bank borrowing limits, amd per-
sanent or lorg term financing programs.

Staff analysis does mot have to start anew with each applicalion be-
cause tinancing applications of canpanies subject to regulation under the
Act involve, in effect, a continuing process of review, and are dealt with
in the perspective of a regulatory updated future program. The informa-
tion mupplied by the applicant company is examined by experienced personnel

25/ Contrary to the statament on page 9 of the Report—that the staff does
not consider the need for additional faciiities—that is one of the
statutory issuea under Section 7(d)(3) which is considered by the staff
in its review of such proposals. See, e.g., Georgia Power CGE%,
folding Campany Act Rel. 18517 at n. s.7g§m Docket . n.

(Jul. 31, 19%4): Ohio Power Company, Holding Campary Act Rel. 19502,
9 SEC Docket 515 (Apr. 27, 1976).
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familiar with current developments and with the approaches to similar prob-
lems of other utilities. As a result of staff review of an initial appli-
cation and of inquiries made to the applicant company, it is not uncommon
for cumpanies to amerd their applications to include additional information
requested by the staff and to make significant changes in the proposcd
transactions.

It is true that the staff does not purport to make an engineering or
technical study of a registered system's planning, Each of the systems is
a large enterpris>, with a long history of servinc its territory. Each
maintains a large expert staff to do its plannimg. This type of planning
depends in the final analysis on complex assumprions as to future market
requirements amd future costs. Lorg range forecasting of the need and cost
of generating capacity to meet future load requirements, both industrial and
residential, is not an exact science. Forecasts are necessarily modified
or changed in light of developmants, and, in fact, construction programs
have been defcrred, reduced or accelerated in light of more current data.
We do not believe that field inspections and audite by our staff would pro-
duce in advance the significamt modifications that utility planning commit-
tees gain in hindsight and as a result of actual experience.

Moreover, with respect to financirg proposals, the Report overlooks the
use of the evidentiary hearing as an additional and important fact-findirg
technique. In recent years, six maior proceedings have been conducted of
large holding company systems, which involved detailed examinations of the
systems' operations and planning. The Commission's staff actively partici-
pates in these proceedings, directing particular attention to teclnological

ard econamic factors. In fact, in two of these proceedings, the Cammission
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authorized the enployment of independent expert witnesses to testify about
the issues of size and econamies of scale. 26/

Pollowing the discussion of the staff's review of financing proposals,
Chapter 2 concludes with a rumber of subsections discussing certain provi-
sions of the Act relating to business practices, controlling influences,
and size, 27/ and concludes that nore of these issues is sufficiently being
investigated by.*he Cammission (pages 10~17). That contention appears to
be premised upon the ground that the Camission has not implemented a pro-
gram of continued surveillence through field investigations and inspections
of coampanies' books and records to determine if holding campanies are vio-
lating thesc provisions.

We question the extent to which a need exists for the implementaticn
of a program of continuel surveillence of the type suggested by the Report.
Adoption by the Camnission of the suggestion on page 11 of the Report that
reqular field audits are roquired to police carpliance with Sectian 12 of
the Act regarding business practices by registered systems would appear
to be of limitel benefit. Matters within the scope cf that section, such
as intercompany loans 28/ and dividend policy, are fully covered by the
annual reports under the Act required w be filed with the Comnission by
registered companies, which are andited by independent accountants, and
in the wudget information regarding the registered systems and camponent

26/ See American Electric Power Campany, Administrative Proceeding No.
3-1476; Delmarva Power & Light co., Holding Caupany Act Rel. 19717,
10 SKC Docket 735 (Oct. 19, 1976).

21/ With respect to the discussion of size in the Report, we have pre-
viously stated our views, supra, pages 13-18.

28/ Under Section 12(b) of the Act intercampany loans may be, and are,
asuthorized.
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companies that is also provided to the Camission. Moreover, intercompany
transactions require prior approval of the Cammission. 29/ The possibility
of attempts to conceal such transac:ions appears minimal and would not ap~
pear to warrant the institution of a program of periodic audits by the
staff in an effort to discover such activity. With respect io the possi-
bility of political or other irregular payments by campanies subject to
the Act, there can be no serious cjsestim that the C&unissicn would be oon-
cernad about such payments made by those campanies, just as it is concerned
about similar payments made by the other public companies which offer and
sell securities to the investing public. 30/ But, it is doubtful that a
program of the type of field inspections suggested by the Report could

effectively uncover such payments.

29/ See Section 13(b) of the Act.

30/ It should be noted that, in the administration of the Act, the Commis-
sion has available to it those enforcement tools which it has us<d
sucessfully in the administration of the other federal securities laws.
Section 18(a) of the Act, which authorizes the Cammission, in its dis-
cretion, to investigate any facts, conditions, or practices to determine
whether any person has violated or is about to violate the Act or the
rules and regulations promulgated thereunder, is substantially similar
to provisions included in the various other federal securities laws
administered by the Cammission, See Section 20 of the Securities Act
of 1933, 15 U.S.C. 77t; Section 21 of the Securities Exchange Act of
1934, 15 U.S.C. 78u; Section 321 of the Trust Imdenture Act of 1939,
15 U.S.C. T7sss: Section 42 of the Investment Campany Act of 1940,

15 U.S.C. 80a-41; Section 209 of the Investment Advisers Act of 1940.
15 U.S.C. 806-9. In addition, the staff has contact with other federal
and state agencies and cooperates with such authorities thre.ah the
exchange of information in order to facilitate administration of their
respective mandates. PFurther, information regarding registered systems
ard their camponent campanies is provided to the Camission by parties
interested in and affected by the activities of such companies. The
Report makes no mentian of the fact that a major registered system—
the American Electric Power Camparr-has publicly announced that it

is the subject of a fcrmal investigation under the Act by the Cam
mission. See Form $-7 filed by Indiana & Michigan Electric Co.,
September 10, 1975, File No. 2-5-4433.
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The Report also suggests a need to investigate “controlling influences."31/
The Act permits the Camnission to fimd a campany or an individual to be a
hoding company which exercises a controlling influence over a public utility
canpany, even if that influence arises otherwise than through the statutorily
defined stock interest. With respect to both registered systems and the
major utility companies which are not part of registered systems, such in-
vestigations would appear unnecessary. These companies are large public
canpanies and given their fregquent public financings, the repcrts reguired
to be filed with the Camission, and the other applicable requirements of
the federal securities laws, the staff is provided with information suffi-
cient to determine the existence of any "sontrolling influence" over these
campanies.

Th= information available to the Cammission for small utility companies,
which are principally retail gas canpanies, is not sufficient to determine
the existence of "controlling influences." But this does not mean that the
Report's suggestion for investigation, of "controlling influences® is war-
ranted as to these small companies. They are not only small, but they also

are numerous ard widely scattered; merely to identify them would involve

3./ It should be noted that the case an page 12 of the Report (North Penn
Gas C , et al., Holding Campany Act Rel. No. 19254, 8 SEC Docket
482 (Nov, %0, 1975) was not a “controlling influence" case. An in-
dividual who owned most of the stock of an exempt Pennsylvania gas
holding campany had been duly authorized under Sections 9(a)(2) ard 10
to purchase a majority of the stock of a neighboring Pennsylvania gas
campany fram its controlling stockholders. (John H. Ware, Holding Com~
pany Act Rel. No. 16319 (Mar. 20, 19£9)). He undertook, at the time of
the authorization, to consolidate this new campany with the other cam-
panies and to provide for the minority shareholders. The proceeding
referred to was directed to the form amd terms of th~ consolidation
and the price to be paid the minority shareholders.
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collecting and examining the reports filed with about 50 state commissions.
Extensive follow-up field investigations throughout the country might then
be necessary to determine the existence of any controlling influence. As
far as the Act is concerned, it appears that such a project might not be

a provident use of public funds. In view of the lack .of reliable national
statistics on the retail gas business, this is an area in which Congress
may desire such a study an broader grounds.

As a final matter, it shruld be noted that Section 17(c) of the Act
explicitly regulates one important influence, whether or not controlling,
on registered utility systems, by barting investment bankers or commercial
bankers, with such exceptions as the Camission may authorize, 32/ fram
serving as directors or officers of registered systems, The rules adopted
under Section 17(c) (17 CFR 250.70) effectively exclude all interlocking
telationships with investment bankers, including securities dealers, and

with the large cammercial banks in major financial centers. 33/

32/ 1n general, the exceptions permit, within broad limits, officers and
directors of registered systems to be directors of small banks or of
banks within the system's service territory.

33/ 1In 1941, the Cammission adopted Rolding Campany Act Rule 50, 17 CFR
250.50, which requires campetitive bidding for securities issues of
the registered holding companies and subsidiaries. Alithough the Rule
had other objectives, one of its effects was to supplement the ban
on overt affiliation of investment bankers as dirictors or officers
by excluding other forms of influence by control of financing.

38



APPENDIX II APPENDIX

-31 -

V. SERVICE AND FUEL OOMPANIES

Section 13 of the Act, and rules thereunder, are directed to companies
in a holding cawpary system which sell goucds or render services to the other
system campanies. Under Section 13(b}, charges of service companies are
limited to "zoet.”

Misuse of service companies was one of the major abuses to which the
Act was directed amd this subject received much attertion during the reor-
ganization phase of the Ccmn.ission's dninistratiﬁ of the Act. As a result,
service ca.panies were reduced in scope and required to opgrate in a well
defined manner under comprehensive rules. Por a lqulpetibd of time, service
camparny charges became a minor portian of the cost' of utility service and
the enforcement of Section 13 of the Act did not present a problem.

In recent years, because of the energy crisis, circmmstances have changed.

As a consequence, the Cammission's staff has undertaken the necessary rcview,
including five field inspections of service campanies in registered systems,
in order to assess the new issues and developments. While the involvement
of electric utility campanies in fuel supply antedated the Act and had been
found to be functionally relatéd to the operations of an integrated system,
such involvement was genex;ally insignificant during most of the history

" of the Act. Because both fuel and transportation were freely available on
the open market, the electric utilities, as major and reliable consumers,
were in a favored position, ard had no need to acquire additional resources
in these areas. This policy Meﬂ radically with the advent of tix: ene:gy
crisis, which hac to be dealt with effectively and expeditiously, because
utility c_aupanies must operate without interruption and cannot generate
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electricity without a supply of fuel for the boilers. 34/

The Camission intentionally adopted no predetermined standards for
fuel-related activities at the baginnimg of the program. The energy crisis
was and still is rapidly developing, and virtually every registered system
has its own views as to what should be done. Experiment and innovation were
considered desirable. The Cammission is moving toward a comprehensive ap-
proach on the basis of experience rather than on the basis of thoory. §§/

Contrary to the statement on page 34 of the Report, specific applica-
tions have received very special attention, with a stromg emphasis an tech-
nical and economic features. Other agencies were consulted, particularly
with respect to representations as to transpertation difficulties, a subject
with which the staff had little experience. Full explanations were required
as to the expected use of the fuel and as to reasons other sources had
became unavailable. Ard, in tne meantime, as has been noted, the staff is
engaged in inspections of service campanies, includirg fuel affiliates, in
order to develop rules and a system of accuunts and thus adapt Section 13

to current needs.

34/ The Report notes (pages 33-34) that 11 of the 14 registered systems
and 18 of the 24 utility oumpanies not subject to the Act made ex-
tensive investments in fuel ard fuel-related projects. A closer
analysis would show that the response of the large electric utility
coamnpanies was virtually unanimous, as shown in the table wn page 17,
supra.

35/ State camissions are also confronted with the same problem in terms
of ratemaking.
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VI. REOOMMENDATION OF THE COMPTROLLER GENERAL THAT THE COMMISSION CONDUCT A

STUDY OF THE DEVELOPMENTS IN THE GAS AND ELECTRIC UTILITY INDUSTRY.

As a final matter, it should be noted that the Camptroller Ceneral's
Report recammends that the Cammission conduct a thoroughgoing study of devel-
opments in the gas and electric industry in order to determine the continued
usefulness of the Act and to evaluate the standards under the Act, 1In that
connectior the Camptroller General has specified four subject -aatter areas
which should be examined in the recamended study. B2l un the foregoing
discussion, our specific responses are as follows:

1, whether "the business praétices of holding campanies and the

exercise of improper controlling influences upon them are or
might be adequately monitored by State ard Federal authorities
under statutes not specifically addressed to utility holding
campanies.”

A system controlling significant interrelated properties in more than
one state cannot be fully regulated by a state, unless the transactions
of the regulated company i that state with its associates can be reduced
to a very narrow and simple campass. The exemptions provided in Section
3(a){l) and Section 3(a){(2) correspond rathrer precisely to the inherent
jurisdictional limitations on effective state regulation of a utility system.
Nor would a Federal agency be able effectively to regulate a holding company
system unless its statutory authority were to include the principal subjects
dealt with by the Act. See pajes 27-29, supra.

2. Whether "the act's standards governing the size and struc-
ture of gas and electric companies are currently appropriate.”

The standards affecting the size amd structure of electric or gas util-
ity companies, such as the definitions of an integrated system in Section
2(a)(29), are couched in qualitative econamic terms and expressly refer to
relevant current conditions. Accordingly, such standards are not subject
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to chsolescence. See pages 13-18, supra.
3. whether "continuation of exempcions is detrimental to the
public interest and whether the standards for grantirg
exenptions need changing.®
The exemptive provisions of Section 3(a) were designed to define the
arpropriate scope of federal cegulation under the Act and have not been an
cbetacle to the Camission's efforts to eliminste the abuses which ouve
rise to this Act. Only if Congress should determine that broader federal
regqulation is required would it be qpioptlate to narrow the exemption
provisions. Or perhaps such regulation should be predicated on some more
comprehensive and relevant juriedicticnal basis thar holding campany status.
Our experience does not indicate a need for amending Section 3(a) or for
changing the Camission's interpretations under that Section. See pages
19-23, supra.
4. whether "it is in the public interest to permit public
utility companies to engage in exploration, research,
production, and long-distance transportation of fuel.”
Both reliable fuel supplies and research and development are unques-
" tionably essential to the continued operation of utility companies. The
recent entry of utility campanies into these fields was largely a response
to the lack of reliable sources of fuel and transportation to serve new
" generating capacity. Alternative solutions would have to be based on
studies over much broader fields than the utility industiy such as the

fuel and the railroad industry. See pages 31-32, supra.
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EELIVANT STATISTICS OF LANE
as of Decesber 31, 1975

APPENDIX II

AFPRMDIX A

PEMPT QOPANIES

uﬁq Plan Operating Raberues
t
(000 omitted (000s_crritted) Stats
Compary foant = Percant Mzmt  Peroent Exemption
Coomorusal th Edison $5,23,237 98.6 $.,7N0.537 9.3 @D
absidiaries 72,999 1.6 11,79 0.7
E.m.zx 100.0 ;1.75.331 100.0
Datyoit Edison ) $3,93,752 100.0 41,070,780 100.0 -
absidizries ) .
Texss tilities . 3(a) Q1)
Dallas Pouer & Light $ 653,297 23.0 $ 225,701 25.4
Service . 3.0 259,620 29.2
*  Texas Power & Light 1,308,474 46.0 ”g,% bgg
080,00 1000 § 088.7% 100.0
Pamoylvenis Power & Light $2,031,227 95.6 § 538,699 99.0 3({2)
nbsi 7. 0.4 S, 1.0 -
$2,09,016 100.0 § 5,200 100.0
Pacific Cas & Electric $5,905,981 99. $2,233,31 100.0 -
mbsidiaries 12,181 0.y
§5.918,172 100.0
Philadelphia Electric §3,29,152 9.1 $1,128,526 99.4 3(a) (2)
subsidisries 31,099 0.9 6 0.6
§3,622,251 100.0 $1,13%,800 1100.9
Northern States Power $1,847,43% 91.0 $ 626,066 92.7 3(a)(2)
subsidiaries 182,055 _ 9.0 @20 _1.3
$2,029,489 100.0 675,35 100.0
Union Electric $1,789.655 904 $ S18.6% 88.9 a2
nbsidiaries 188,989 9.6 64,821 11.1
Wo7.e% 100.0 5 1005
Pblic Service of Colorad §1,125,182 92.3 § 436,607 9%.1 3(a)(2)
wbeidiaries 30,935 _ 2.7 27,221 _ 5.9
1,156,117 100.0 § 63,628 100.0
Circimat{ Ges & Electric $1,081,075 92.9 § &4),402 92.0 3(a) (2)
mbsidiaries 82,218 7.1 38,466 8.0
,163,293 100.0 479,868 100.0
mﬂz::in Electric Power § ;:g.:gg gg $ gg.%‘g 6,?; 3(a) (2)
$1.060.037 1000 § 506.568 100.0

* Mot e holding cxmpany.

SOURCE: Miody's Public Utilicy Mewal (1976), Form 10-K of the respectiwe
ompanies, registration statements, and he Federal Power Commission's
Statistics of Privately Ouned Electric Utilities in the United

States (1975).
(990515)
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