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METHODS OF DETERMINING ORIGINAL COST 1/

One of the basic objectives of regﬁlatory accomting is Lo assure
utility service at just and reasonable rates. During the years before
the Federsl Power Commission obtained jurisdiction ovef utilities
transmitting or selling electricity at wholesale in interstate commerce,
too little gttention was paid to sccounting contrcl. As a result the
accounts of many utilities reached the stage where they were practically
worthless as a guide for determining the rate base in the regulatory
process. The Federal Trade Commission in its investigation authorized
by Congressional Reéolution_on February 15, i928, effectively disclosed
the inflation in the accounts of operating as well as holding companies.

Prior torl937 inflation ofrassets was s0 buried in the acéounts of
electric utilities that most perséns,:including regulatory commissions,
were unaware of its extent. The accounts of many utilities were in
poor condiﬁion. In some instances, practically all of thé utility plant
was included in g 1ﬁmp sum account. In other instances, purchases made
many.yegrs before were carried in one account, the amount of which did
not change from year to year.

In such cases the actual investments in departments of the utility,
such as gas, electric, street reilways, water, etc., could not be
ascertained. Further breakdown of the investment by electric department
funetions in comnection with generation, transmission and distribution
was, of course, out of the question. In still other instances, where a
breakdown of the investment appeared to be available; it was found that

the breskdown was nothing more than the result of an appraisal by the
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company based on reproduction cost. Fixed-asset values in dozens of

cases investigated were found to be based on the par or stated amount

of capital stock which was elways greatly in excess of cost, or else the
property values had  been increased on the basis of engineering appraisals
with resultant surpluses absorbed by stock dividends. Many holding
compenies had bought up independents, often ending with cash purchases

of fixed assets umounting to several times their cost.

In its report to the Congress, following a five-year investigation,
the Federal Trade Commission recommended drastie remedies and the estab-
lishment of a federal agency to cope with the problem, with broad powers
to fix a basis of accounting for that portion of the industry doing an
interstate business; The Congress followed the recommendation, and the
Federal Power Act of 1935 and the Public Utility Holding Company Act of
1935 were the conseguences . Since 1935 the Federal Power Commission has
been cherged with the responsibility of untangling and recasting the
industry's valuations and valuation methods, and of establishing a
simpler basis for accounting, reporting and rate-making.

The Fede;ul Power Act of 1935 authorized the Commission to prescribe
a Uniform System of Accounts for Public Utilities and Licensees. The
system of accounts was adopted by the Commission, effective January 1,
1937, after conferences and hearings at which state regulatory bodies
and industry were represented. |

Insofar as original cost is concerned, the Uniform'System off Accounts
established an important criterion in requiring the reclassification and

segregation of the property accounts into two main subdivisions. The
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amounts representing the original cost of the property when first devoted
to public service were to be gecounted for separately in detall plant
accounts under Account 100.1l, Electric Plant in Service, and amounts

not representing the original cost of property, such as write-ups and
payments for property in excess of original cost, were to be classified
in two specinl accounts. Amounts in excess of cost to the accounting
utility were reguired ﬁo be classified in Account‘loT; Electric Plant
Adjustments, while amounts representing exceSS of the company's acquisi~
tion cost over cost to the company which first devbted:the property to
public se%viée were classified in Account ;00.5, Electric Plant
Acquiéition AdJustments. -

In order to establigh a starting peint, Electric Plent Instruction 2,
Classification of Eiectric Plant at Effective Date of System of Accounts,
paragraph (D) required that: |

Not later than 2 years after the offective dste of this system

of accounts, each utility shall have completed the studies

necessary for classifying its electrié plant as of the effective

dote of this system of accounts in.accordance_with the accounts
prescribed herein and it shall submit to the Commission fhe

entries it proposes tolmake to carry out the provisions of this

insgtruction. It shall submit also a comparative balance sheet

showing the accouhts end amounts appearing in its books as of

the effective date of this systam of accounts and the accounts

and respective amounts as of the same date after the proposed

entries shall have been made.
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The Commission, by order dated Moy 11, 1937, in connection with

the pbove instruction, requircd each electric utility compony to

complle statements

Statement

Statement

Statement

.Statementr

Stetement

Statement
Statément

Statement

Statemenf.

A

B

D

F

G

A to I, ineclusive, zs follows:

To show the origin and development of the utility.
To'show for éach property acquisition, the=book'
recorded amount, the cost to company, the orilginal
cost of the property, and other related matters,
such as depreciation ond amortizotion reserves, ete.
To show the omounts arrived ot by oppraisals.

To show electric plant as of December 31, 1936,

as claséified in the books immediately prior to
reclassificotion.

A summery of adjustments included in Accbunts 160.5,
Electric Flant Acquisition Adjustments, eand 107,
Electric Plant Adjustments.

To show electric'plaﬁt as of December 31, 1936,

as reclassified.

To show o comparative balance sheet as of Jonuary 1,

1937, before and after reclassification.

‘A suggested plan for disposing of items and omounts

ineluded in Account 100.5, Electric Plant Acquisition

Adjustments, and in Account 107, Electric Plant

Adjustments.

A statistiéal sumiary to show certain data for each
steom, hydroulic ond internal combustion production
Plant, ond certain data for transmission, distribution

and generol plent.
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When such reports were filed by utilities pursuvont to the afore-
mentioned requirements, they were subjected to an office review to see
that they were acceptable for filing. Thercafter, the vertification
of these reports to the company's books was assigned to o field party
of accountents ond engineers. The accountants did not make o detailled
voucher audit of all charges to the plant sccounts, but otiampted ﬁo
locate any improper items by test-checks of representative periods, by
gerutinizing the items of substantial size, and by examining the occount
balances before and after property was transferred between componies.
The engineers checked the estimdtes of originel cost where records of
actual original cost were not ovailable. The engineer alsc tested the
reasonableness of purported recorded original costs by means of the
Imown range of unit costs of each class of property.

Upon‘_the conclusion of the field investigations conferences were
usually ﬁeld between the utility's representatives and the Chief
Accountant and the principal stoff members engaged on the assignment
for the purpose of arriving at the agfee& original cost and related
adjustments. in most instances the conferences resulted in sgreement
as to th¢ proper reclassifiication of plant costs and the ségregation
end gecounting diéposition of the amounts in excess of original cost .
Following the conferences the company prepared ond submitted a revised
original cost study and proposed journal entries to recprd the elimination
of the write-ups and othef improper items. _When this revised report was

received, it was agoin reviewed by the field supervisor or a headquorters'
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gstaff member and o memorandum report of recommendations, ofter approval

of the Chief Accountant, was prepared and forwarded to the Comuission

for approval by formal order. In those instances where complots agreement
was not reached with the utility's representatives, o staff report was
prepared and served upon the utility. After a response wos filed by

the utility, the estoblished procedure was for the cose to be set for
hearing. At the hearing, both the utility ond Commission's stoff
presented evidence, both written and oral.

It is dmportant at this point to call attention to the .. fact that
out of approximately 300 clectric utilities which filed original cost
studies, informel ogreanent was reached between staff and company repre-
sentatives in all but 1? caseg. 0Of the 12 cases that required formal
hearings 9 of thé:companies acéepted the Commission determinntion. In
the remaining 3 cases vhich were subjected to court review, the
Comaission's orders were nll upheld. These threc cases are discussed
later in this paper.

The Commission's orders dealing with accounting dispositions
arising in comnection with original cost reclassification matters have
provided generally that inflationary smowits (Accownt 107 itcms) be
written off Immediotely, on the theory that items of this character
bave no place in a utility's accounts. With respect to legitimate
excess over original cost (Account 100.5 items) which arose through
property ccquisitions mode ot arm's-length, studieé mudé.by the
Comission's stoff to determine the noture of such amounts have usually

indicoted them to be intangibles, representing purchase of earning power,
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franchise, and siniller items. The Comiission's orders dealing with the
latter class of items have recognized thot intongihles are certeoinly no
more signhificant than tengible physical property, and should not be held
in the cccounts in perpetuity; hence a period of years not to cexceed 15
has usually been granted for suéh disposition.

The right of the Federal Power Commission to require the charging
off of a write«up of plant was éubseqpently upheld by the Supreme Court

in the Northwestern Electric Company case (321 U. 8. 119). In the

Califoruio Oregon Power Ceompany case (150 F. (24) 25, cert. den. 326 U.S. 781),

the authority of the Cormission fo require the amortization of ﬁmounts paid
in excess of oriéinal cost;th:ough property acquisitions made at am's~
length over 30 years prior to examination by the staff dbut being buried

in the plant accoun% withoutfbeing depreciated or amortized; was affirmed
when the Supreﬁe Court refused to grant certiorari upon appecl from the
lower couft decision upholding the Federol waer»Commiésion‘ In the

Arkansas Power & Light Compony case (185 F. 2d 751, cert. den. 341 U.S. 909),

the court affirmed the Cormission's parmmount authority over the accounts
of public utilitigs and licensees.

The importance of sound finencial structures both to tﬁe ubtility
and the public is manifest. Experience hgos shown in numerous cases that
completion of the original cost reclossification by a utility is followed
mmediotely by refinancing of its bonds and preferred stock at extremely
attractive money rates becﬁuse investors have the assurance that the
securities to be sold are supﬁorted by sound property values. The ubility
reaps the advantage of such lower money costs and ot least a portion of
this saving is often passed on to the public in the form of rate'

reductions.
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Under the Commission's original cost program, os of June 30, 1960,
reclassification and original cost studies had becn filed by 337 clectrie
utilities and licensees, setting forth clained original cost of electrie
plant in the anount of $8,926,T41,374 and excess recorded cost over
original cost in the anount of $854,786,488 classified in piant adjust-
ment accounts. At the end of June 1960, the accounting staff had
conpleted field examinations or office reviews of 295 of the filed
studies; 25 studies will not be exomined since Commission Jurisdiection
over the companies involved had been terminated due to sales of electric
properties, nergers, and other rensons; 17 filed studiés renain to be
exomined by the staffi

The office aond fieid‘axamiﬁations of the 295 original cost studies
completed to Juﬁe 30, 1960, resulted in thé reduction of the original
cost of utility plont claimed by the compmnies from $7,397.513,349 to
$6,795,015,214,7and o corresponding increase in the execess of recorded
cost over original cost from $1,021,287,221,£0 $1,623,785,356.

Formol orders and other actions of the Comission to June 30, 1960,
regarding 300 companies, authorized the disposition or writing off of
anounts classified as plant adjustnients thaot aggregated $1,630,447,615.
This amount ineluded $519,129,593 representing the excess of bond fide
cost over original cost of utility plant acquired through purchase,

‘merger; cete., which has been disposed of either by immediote cﬁarges %o
earned surplus or amortizéd over periods that have varied from 3 to 15
Years by chorges to an income necount. The rencining $1,111,318,022

wes clossified in plant adjustments accountsthat represented write-ups
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ond. other inflationary items which have been disposed of by chorges
to earted or capital surplus and reserve accounts as oppropriote.
While not included in . this poper, the original cost progranm for
noturol gos utilities, subject to the Cormission's jurisdiction, has
_involved the same bosic types bf adjustnents and problens of disposal

of andjustments as for electric utilities.






