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December 30, 1987 

The Honorable Byron L. Dorgan 
House of Representatives 

Dear Mr. Dorgan: 

In your letter of July  13, 1987, you asked that we examine the financ ial 
position of the public  utility  indus tries  (elec tric , natural gas, and tele- 
I&one).,, In particular, you expressed interes t in the apparent improve- 
ment in the indus tries ’ level of available cash and whether this  
improved cash position would fac ilitate the ability  of utilities  to 
“return” to utility  ratepayers excess deferred taxes resulting from the 
Tax Reform Act of 1986 in a time period shorter than that provided for 
in the actI In subsequent meetings  with your office, we agreed to 
develop his torical trend information on the utility  Indus tries ’ cash avail-  
ability  and offer any comments or observations  on these trends as well 
as the potential impac ts  on the indus try of returning excess deferred 
taxes in a shorter time period (referred to as flow-through). Your office 
indicated that our work should initially  focus on the elec tric  utility  
indus try. 

This  report provides  the results  of our analy s is  of cash availability  in 
the elec tric  utility  indus try for the 19764%  period and offers  some pre- 
liminary  v iews  on the flow-through of excess deferred taxes. O ur analy -  
s is  of cash availability  in the natural gas and telephone indus tries  is  
continuing and will be reported to you separately. 

In summary, our work showed that the elec tric  utility  indus try’s  level of 
cash availability  in the aggregate had improved frbm the late 1970s 
through 1986. W e found that the indus try’s  current and quic k  ratios2 h 
had improved, the indus try’s  cash availability  after major obligations  
have been met had increased, and the percentage of total cash provided 
from internal operations  had increased relative to ~cash obtained through 

‘One provision of the Tax Reform Act of 1986 was to reduce the corpc jrate tax rate. One effect of this 
change was to create an excess  amount of taxes that had been co llect&I from utility ratepayers but 
had bc?n deferred for future payment to the Treasury.  Under the act, ihe excess,  referred to as 
excess  deferred taxes, is  to be returned to utility ratepayers through a normalization approach. The 
ttmc period for accomplishing the return is  assoc iated with the remaWing life of utility assets, which, 
in the case of coal and nuclear power plants, can be up to 30 years.  

“The current ratio and quick ratio have been traditional measures of a company’s  ability to meet its  
short-term obligations. The current ratio represents a company’s  current assets divided by current 
liabilities. The quick ratio represents a company’s  liquid assets (cash, current receivables, short-term 
investments, etc.) divided by its  current liabilities. 
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long-term borrowings and stock sales. Our overall review of changes in 
the industry’s use of cash showed that, on a relative basis, cash devoted 
to construction had decreased while cash used to retire long-term debt 
and pay dividends had increased. 

With respect to the financial impact on electric utilities of the flow- 
through approach to excess deferred taxes, individual utility financial 
situations would have to be considered. The flow-through approach 
would shorten the allowable time period utilities would have for 
“returning” the excess deferred taxes to ratepayers, thus increasing the 
financial impact on utilities in the near-term. We did not assess the rela- 
tive merits of accomplishing the return under alternative time periods. 
Our limited examination of financial data for selected individual utilities 
with significant amounts of excess deferred taxes showed that their 
financial situations varied widely. This variability suggests the impor- 
tance of examining an individual utility’s financial situation when con- 
sidering the flow-through option. 

e 
1 

I 

I 

#h Availability in 
Electric Utility 
ustry 

To measure trends in the electric utility industry’s cash availability, we 
examined aggregate industry year-end financial data for the period 
1976-86.z1 More specifically, we computed (1) the industry’s current and 
quick ratio for each of these years, (2) the industry’s cash flow, and (3) 
the percentage of total cash provided from internal operations relative 
to cash obtained from primary external sources, i.e., long-term borrow- 
ings and stock sales. We computed the current and quick ratios because 
these measures have often been used to examine changes in financial 
position. We examined cash flow because this measure of change in 
financial position had been recently supported by the tt;‘inancial 
Accounting Standards Board. We examined the relative levels of inter- 
nal and external sources of cash because the electric utility industry had b 
experienced a major period of construction activity requiring significant 
amounts of externally raised cash. 

The electric utility industry’s current and quick ratios~ for the period 
1976-85 are shown in figure 1. As figure 1 shows, in 1 76 the industry’s 
current ratio was 1.11; it declined to 0.96 in 1979 and ! hen gradually 
increased to 1.23 in 1985. Similarly, the quick ratio was 0.58 in 1976; it 
declined to 0.42 in 1979 and gradually increased to 0.66 in 1985. These 

%‘inaneial data for electric utilities are compiled and aggregated annually bf the Energy Inform&ion 
Administration (EIA). Aggregated data for 1986 were the most recent data kadily available. Figures 
1 through 4 were prepared by GAO on the basis of the EIA data. 
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overall trends indicate that since 1979, the industry’s ability to meet its 
short term  obligations had improved. 

FI ure 1: Current and Quick Ratlor for 
th 
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The electric utility industry’s cash flow (major sou;rces of cash less cash 
payments for major uses4) is shown in figure 2, In I976 the industry had 
a positive cash flow of about $696 m illion; in 1978,the industry had a 

, 

negative cash flow of about $3.0 billion; but by 1995 the industry’s cash 
flow had improved to a positive level of $2.2 billion. 

4Major sources of cash include cash from operations, long-term borrotiings, and stock sales. Major 
uses of cash include construction, retirement of long-term debt, and dividends. 
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Flgui, 2: Cash Flow of tha Elwtrlc Utlllty 
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The trends in the electric utility industry’s net cash from operations rel- 
ative to cash obtained through borrowings and stock sales is shown in 
figure 3. In 1976 the ratio of external sources of cash to internal sources 
was 0.96 and by 1980 this ratio had increased to about 1,02, the highest 
point during the IO-year period. However, by 1986 th s ratio had fallen 

t to a level of 0.66, indicating that the amount of cash f, om internal 
sources contributed a greater share of the industry’s total cash 
available. 
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Taken together, the above results indicate that between 1976 and 1986 
the electric utility industry’s cash situation generally declined through 
the late 1970s. However, in more recent years the cash situation has 
improved as the industry overall appeared better able to meet its short- 
term obligations, had experienced an increasing level of positive cash 
flow, and was realizing a greater share of its total cash available from 
internal operations. 

I 
/ 

i TJse of Cash in the 
/Electric Utility 
Industry 

b 

To supplement our examination of cash availability, we also examined 
selected financial data that would indicate whether and how the electric 
utility industry’s use of available cash from major sources had changed 
during the 1976-86 time period. We made this examination because the 
1976-early 1980s time period was characterized by significant construc- 
tion of higher-cost generation facilities, whereas #n more recent years 
the level of plant construction activity had appeared to level off. Spe- 
cific data we examined included expenditures for construction, long- 
term debt retirement, and dividends. According to the industry aggre- 
gate source-and-use-of-funds statements, these three uses of cash repre- 
sented between 96 percent and 110 percent of total cash from major 
sources during the period. 

Page 5 GAO/RCED-M-76 The Electric Utility Industry 



lb229289 

Figure 4 shows trends in the electric utility industry’s use of cash as a 
percent of major cash sources between 1976 and 1986. 

Flgurf (I: Umr of Cash by the Ekctrlc 
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As shown in figure 4, in 1976 cash used by the industry for construction 
represented over 69 percent of total available cash b 

I This percentage increased to about 80 percent in 1978 
ally decreased to a level of about 64 percent by 1986. 

W ith respect to the retirement of long-term  debt, in 1076 over 6 percent 
of cash was used to retire such debt. Between 1976 and 1981, this per- 
centage varied between 6.4 percent and 8.8 percent. In: 1982 this per- 
centage increased to about 12 percent, then dropped to about 10.6 
percent for the years 1983 and 1984, and increased to over 16 percent in 
1986. 
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In paying dividends in 1976 and 1977, the industry used over 21.6 per- 
cent of its cash from major sources. Between 1978 and 1982, this per- 
centage varied between 23.4 percent and 24.4 percent, and for the years 
1983 through 1986 it varied between 25.7 percent and about 27 percent. 

The above trends in the electric utility industry’s major uses of cash 
show that the percent of cash used for construction has significantly 
decreased in recent years, the percent of cash used to retire long-term 
debt has more than doubled since 1981, and the total of the three major 
uses of cash, aa a percent of total major sources of cash, is less in 1986 
than in any year of the 1976-86 period. 

$low-Through of 
Fxcess Deferred Taxes 
I 

As a result of the Tax Reform Act of 1986, cash collected by electric 
utilities in prior years to meet future tax obligations (deferred taxes) 
became excess because of the 1986 act’s change in the corporate income 
tax rate. In the aggregate, the amount of excess deferred taxes for the 
electric utility industry, according to the National Association of Regula- 
tory Utility Commissioners, was about $10 billion as of the end of 1986. 
Under the act, these excess deferred taxes are to be “returned” to 
ratepayers. 

In general, both the normalization approach (the approach, in effect, 
required under the tax act) and a flow-through approach (an alterna- 
tive) could accomplish the return of the excess by reducing the annual 
amount of sales revenue collected from ratepayers below that amount 
that otherwise would be collected on the basis of utility costs. The basic 
difference in the two approaches is the length of the time period over 
which the excess is returned: the normalization alF(proach generally pro- 
viding up to a 30-year period and the flow-through approach providing 
a shorter period, such as 10 years, 6 years, 3 years, or 1 year. While 

~ 

both approaches result in utilities’ financing a poi@on of their annual 
operations (equal to the “return” amount) with c sh from sources other 

I than sales revenues, the flow-through approach c eates a larger annual 
supplemental cash requirement since the return of the excess deferred 
taxes occurs over a shorter time period. 

When viewing electric utility industry financial data in the aggregate, it 
would appear that some utilities may be in a financial position to return 
excess deferred taxes in less than 30 years, depending upon the length 
of the flow-through period, without significant adverse financial 
impacts. For example, in 1986, as discussed above, the industry had an 
aggregate positive cash flow of about $2.2 billion (the highest level 
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experienced in the lo-year period 1976-1986). This suggests that the 
industry, overall, had a level of cash that could potentially be used to 
offset reduced sales revenues resulting from a flow-through of excess 
deferred taxes. 

We also performed a limited review of 1986 and 19866 financial data for 
selected individual utilities to compute their respective cash flow posi- 
tions. Financial data we reviewed were from the eight utilities that had 
an excess deferred tax amount of $260 million or greater. Our review 
was performed to compare, for each utility, the dollar value of its cash 
flow position with its respective amount of excess deferred taxes. The 
results are shown in table 1. 

1: Selected Financial Data for 
Electric Utllitieo Dollars in millions 

Amount of excees Cash flew Cash flow 
Company deferred taxes position, 1$85 position, 1988 
A $310.1 $15.9 $( 69.2) 
B 530.7 (128.1) 
c 

( 96.2) 
303.3 (568.4) (563.3) 

D 379.7 47.6 121.6 -- 
E 429.1 254.6 (538.1) --- 
F 367.8 341.0 (212.1) 
G 275.9 95.4 14.4 
H 255.9 2.0 191% 

Source: Prepared by GAO on the basis of information compiled by the National Association of Regula. 
tory Utility Commissioners, the Energy Information Administration, and the Federal Energy Regulatory 
Commission. 

As table 1 shows, the cash situations of individual utilities, baaed on the 
measure we applied, varied widely relative to one another as well as b 
from 1986 to 1986. When viewed in the context of each company’s 
amount of excess deferred taxes, a question arises as Lo whether some 
of these particular utilities were in a financial position to accomplish a 
flow-through of excess deferred taxes without significant financial 
impacts, particularly if the flow-through period was relatively short. 

In assessing the flow-through option, the length of the flow-through 
period examined is critical for determining financial impacts, For exam- 
ple, the industry’s 1986 $2.2 billion cash flow would not appear to sup- 
port a l-year flow-through of excess deferred taxes (Amounting to about 

%mncial data for 1986 for individual utilities was obtained from the Federal Energy Regulatory 
Commission Form 1. 
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$10 billion) without significantly affecting the industry’s financial situa- 
tion. As the flow-through period lengthens, however, one could expect a 
decreasing impact on the industry’s situation. 

Observations On the basis of our examination of aggregate financial information from  
the electric utility industry, it appears that the cash position of the 
industry had improved through 1986. The extent that the industry’s 
improving cash position is continuing, however, is uncertain. Future 
utility decisions, particularly with regard to the construction of new 
power facilities, could result in a reduction in the cash available to 
utilities. 

W ith respect to the aggregate cash position of the industry and the issue 
of normalization vs. flow-through of excess deferred taxes, while the 
industry’s aggregate 1986 cash position appeared to suggest that flow- 
through of excess deferred taxes may be a viable option for some utili- 
ties, our lim ited examination of utilities with large excess deferred tax 
amounts showed that the cash position of individual utilities varies 
widely. Thus, consideration of the flow-through option should be based 
on individual utility financial positions as well as the time period in 
which the flow-through would take place. 

Our work was based on an examination of financial data reported by 
electric utilities to the Federal Energy Regulatory ~Commission between 
the years 1976 and 1986 and compiled by the Energy Information 
Administration. Our review was performed in accbrdance with generally 
accepted government auditing standards except that we did not verify 
the accuracy of the data reviewed. Our work was konducted between 
August and November 1987. b 

We plan no further distribution of this report but iwill make copies avail- 
able to interested parties on request. 
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Major contributors to this report are listed in appendix I. 

Sincerely yours, 

Keith 0. Fultz 
Associate Director 
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Appendix I 

Major Contributors to This Report 

Keith 0. Fultz, Associate Director, (202) 275-1441 
Paul Grace, Group Director 
Delores Parrett, Evaluator 

velopment Division 

Gdnerd Government Chuck Vehorn, Tax Policy Specialist 

Dibision 
Lynda Willis, Group Director 
Linda Darby, Evaluator-In-Charge 
Ed Nannenhorn, Evaluator 
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I Requests for copies of GAO reports should be sent t$: 

1J.S General Accounting Office 
Post Office Box 6Olri 
Gaithersburg, Maryland 20877 

I Telephone 202-275-6241 

The first five copies of each report are free. Additional copies arc 
$2.00 each. 

There is a 25% discount on orders for 100 or more :copies mailed to a 
single address. 

Orders must be prepaid by cash or by check or mohey order made out to 
the Superintendent of Documents. 



United States 
General Accountin Office 
Wehington, DC. 2 6 648 

Official Business 
Penklty for Private Use $300 

Address Correction Requested 
/ 




