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Ir i  t r od uc t ion 

The p r i c e s  of goods and s e r v i c e s  exchanged v o l u n t a r i l y  
i n  markets ,  when the re  a re  no b a r r i e r s  t o  e n t r y ,  tend t o  
approximate " c o s t  of product ion."  Convent iona l ly ,  c o s t  o f  

p r o d u c t i o n  c o m p r i s e s  two e l e m e n t s ,  payments  f o r  l a b o r  
s e r v i c e s  and m a t e r i a l s  embodied i n  t h e  goods and s e r v i c e s  
produced for  s a l e  and payments fo r  t he  s e r v i c e s  of c a p i t a l - 
p l a n t ,  equipment, i n v e n t o r i e s ,  e t c . - - s i m i l a r l y  embodied i n  
t he  ou tpu t .  I n  the  unregulated s e c t o r ,  where freedom of 

e n t r y  and e x i t  by ind iv idua l  e n t e r p r i s e s  i s  presumed t o  
e x i s t ,  p r i c e s  "au tomat ica l ly"  e q u i l i b r a t e  w i t h  c o s t s :  i f  a 
s e l l e r  r e c e i v e s  p r i c e s  i n  excess  of l a b o r ,  m a t e r i a l  and 
normal c a p i t a l  c o s t s ,  h i s  abnormal r e t u r n ,  conven t iona l ly  
e x p r e s s e d  a s  a r e t u r n  t o  h i s  e q u i t y  c a p i t a l ,  a t t r a c t s  
compet i t ion ;  i f  the  p r i c e s  he r e c e i v e s  f a l l  s h o r t  of h i s  

t o t a l  c o s t s ,  he e x i t s .  I n  t h e  r egu la t ed  s e c t o r ,  where i t  i s  
presumed t h a t  t echno log ica l  c o n d i t i o n s  prec lude  freedom of 
e n t r y  and e x i t ,  r e g u l a t o r y  commiss ions  f u n c t i o n  t o  
e q u i l i b r a t e  p r i c e s  and c o s t s . l /
-__-------
-1/ Another func t ion  performed i n  unregulated markets is the  

assurance t h a t  t he  c o s t s  of product ion  t o  which p r i c e s  a r e  
e q u i l i b r a t e d  a r e  minima. Since markets fo r  labor and 
c a p i t a l  both func t ion  t o  a l l o c a t e  t h e s e  r e sources  t o  
employments i n  which t h e  va lue  product  is a maximum, i t  
fo l lows  t h a t  l e a s t - c o s t  t echno log ie s  w i l l  t e n d  t o  be 
employed. Neither workers nor c a p i t a l  owners w i l l  accept  

r e t u r n s  f o r  product ive  s e r v i c e s  t h a t  a r e  lower than m i g h t  
be earned elsewhere e i t h e r  because the  products  they  

produce f a i l  t o  f e t c h  s u f f i c i e n t l y  h i g h  p r i c e s  or because-
t he  technology being employed i s  o b s o l e t e .  I n  t he  case  of  
r egu la t ed  i n d u s t r i e s ,  i t  is  presumed t h e  r e g u l a t o r s  w i l l  

e x e r c i s e  v i g i l a n c e  t o  ensure  t h a t  p r i c e s  received a r e  no 
andhigher  than  c o s t s ,  - t h a t  t h e  c o s t s  a r e  a s  low a s  

technology permi ts .  



- 2 - 


Because  r e g u l a t o r y  a g e n c i e s  m u s t  r e p l a c e  imper sona l  
market f o r c e s  in e s t a b l i s h i n g  both q u a l i t y  of s e r v i c e  and 
schedules  of a l lowable maximum r a t e s  t o  be charged fo r  
s e r v i c e s ,  t h e i r  r e s p o n s i b i l i t i e s  a r e  va r i ed  and complex. 
Given a s p e c i f i c a t i o n  of " q u a l i t y  of s e r v i c e " ,  t h e  " c o s t  of 

s e r v i c e "  m u s t  be measured so t h a t  revenues generated by t h e  
schedule  of a l lowable r a t e s  w i l l  not be "excess ive ."  To 
c a r r y  o u t  t h i s  r e s p o n s i b i l i t y ,  r e g u l a t o r y  commiss ions  
e s t a b l i s h  procedures by which the  var ied  t r a n s a c t i o n s  of 
r egu la t ed  companies a r e  recorded so t h a t  t he  outcome of t h e  
o p e r a t i o n s  of the  companies may be reviewed and made s u b j e c t  
t o  c o n t r o l  by t h e  commissions. 

An understanding of t hese  s tandard  procedures ,  commonly 
known a s  s tandard  accoLlnts, is c r i t i c a l  t o  an understanding 
o f  t h e  l o g i c a l l y  c o n s i s t e n t  way i n  which tax s u b s i d i e s  should 
be accounted f o r ,  in both t h e  regula ted  and unregulated 
s e c t o r  of t h e  economy. Therefore ,  t h e  f i r s t  s e c t i o n  of t h i s  

paper s e t s  o u t  t he  elements  of an accounting system, and 
d e f i n e s  t h e  terms r e l e v a n t  t o  an accounting for  " c o s t  of 

s e r v i c e "  and fo r  t he  s u b s i d i e s  which a f f e c t  t h i s  c o s t .  The 
next  s e c t i o n  in t roduces  a c a p i t a l  g r a n t  subs idy ,  t he  c l a s s  t o  
which the  investment tax  c r e d i t  belongs,  and demonstrates  how 
t h i s  publ ic  support  of c a p i t a l  formation o p e r a t e s  t o  reduce 
t h e  " c o s t  of s e r v i c e . "  T h e  fol lowing s e c t i o n  in t roduces  a 
c a p i t a l  s u b s i d y  i n  the  form of an " i n t e r e s t - f r e e  loan ,"  t h e  

class t o  which " a r t i f i c i a l l y  a c c e l e r a t e d  t a x  d e p r e c i a t i o n "  
allowances belong, and c o n t r a s t s  t h i s  w i t h  a c a p i t a l  g r a n t  

form of subsidy.  The subsidy account ing procedure commonly 
c a l l e d  "normal iza t ion"  is shown t o  be the  only technique t h a t  

c o r r e c t l y  p o r t r a y s  t h e  intended e f f e c t  of both c a p i t a l  s u b s i 
d i e s  on the  c o s t  of s e r v i c e .  The f o u r t h  s e c t i o n  demonstrates  
t h a t  "normal iza t ion"  account ing a l s o  e f f e c t i v e l y  p o r t r a y s  t h e  

r e s u l t s  o f  c a p i t a l  s u b s i d i e s  under dynamic cond i t ions ;  t h e  
l a s t  s e c t i o n  comments on t h e  ex tens ion  of t hese  s u b s i d y  

account ing techniques t o  the  unregulated s e c t o r .  



Although t h e  p e r s p e c t i v e  of  t h i s  paper  e m p h a s i z e s  
p r i v a t e  f i r m s '  accounting for  c e r t a i n  c a p i t a l  s u b s i d i e s ,  t h e  
r u l e s  i t  d e r i v e s  a re  a l s o  f u l l y  app l i cab le  t o  both s o c i a l  
accounting and Federal budget account ing.  The p r i v a t e  s e c t o r  
t r a n s a c t i o n s  t h a t  c o n s t i t u t e  t he  raw mater i a l s  assembled by 
accounting r u l e s  a t  the  f i rm l e v e l  a r e  a l s o  t h e  raw m a t e r i a l s  
assembled by the  Commerce Department i n  i t s  p repa ra t ion  of 
t he  Nat ional  Income and Products Accounts ( N I P A )  and the  base  
f o r  Federal  and other  governments' t ax  systems. S i m i l a r l y ,  
t he  p r i v a t e  c la ims aga ins t  s t o c k s  of c a p i t a l  and t h e  r e l a t e d  
c l a i m s  t o  p r o d u c t  f l o w s  r e c o r d e d  i n  p r i v a t e  a c c o u n t i n g  
systems a r e  a l s o  l e g a l  proper ty  r i g h t s  which should be d u l y  
observed i n  the cons t ruc t ion  of  t he  N I P A  and i n  t he  presen
t a t i o n  o f  gove rnmen t s '  f i n a n c i a l  c l a i m s  a g a i n s t ,  and 
o b l i g a t i o n s  t o ,  the p r i v a t e  s e c t o r  shown i n  b u d g e t s .  A s  a 
mat ter  of f a c t ,  t he  t rea tment  of t h e  s u b s i d i e s  d i scussed  
below i n  the  N I P A  and t h e i r  p r e s e n t a t i o n  i n  government 
budgets does n o t  fol low the  r u l e s  der ived  from an a n a l y s i s  of 
t he  economic e f f e c t s  of t hese  s u b s i d i e s .  I n s t e a d ,  the  N I P A  

and government budget apply r u l e s  which a r e  shown below t o  
misrepresent  the e f f e c t s  of s u b s i d i e s  c l ea red  through the  tax  
system; t h a t  i s ,  t he  N I P A  and budgets t r e a t  such s u b s i d i e s  a s  
" r educ t ions  i n  t a x " ,  not a s  payments for  t he  performance of 
a c t s  Congress and o the r  l e g i s l a t u r e s  have deemed worthy of 
compensation. The consequences of  t h i s  asymmetrical t r e a t 
ment of s u b s i d i e s  p a i d ,  o r  c l e a r e d ,  through t h e  t ax  s y s t e m  in  
both t h e  N I P A  and government budgets ,  however, i s  a s u b j e c t  
beyond t h e  scope of t h i s  paper .  I d e n t i f i c a t i o n  and measure
ment o f  t h e s e  consequences  i s  an o b j e c t  of c o n t i n u i n g  

research  wi th in  the  O f f i c e  of  Tax Analys is  t o  be r epor t ed  i n  
f u t u r e  GTA Papers .  

F i n a l l y ,  t he re  i s  another purpose served by the  a n a l y s i s  
of t a x  s u b s i d i e s  presented below t h a t  should be noted.  The 

s u b s i d i e s  examined, the  investment tax  c r e d i t  and a r t i f i 
c i a l l y  a c c e l e r a t e d  t a x  d e p r e c i a t i o n  a l lowances ,  both r e l a t e  
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t o  t h e  a c q u i s i t i o n  and use of c a p i t a l  g o o d s .  S i n c e  t h e  e a r l y  
-work o f  Robert  Ha l l  and  Dale J o r g e n s o n , 2 /  e c o n o m e t r i c  models 

o f  i n v e s t m e n t  b e h a v i o r  commonly h a v e  i n c o r p o r a t e d  a v a r i a b l e  
c a l l e d  " r e n t a l  c o s t  of c a p i t a l "  a s  o n e  of t h e  d e t e r m i n a n t s  o f  
i n v e s t m e n t  o u t l a y s ;  and  t h e  terms on  which  c a p i t a l  income is 

t a x e d  i s ,  i n  t u r n ,  among t h e  s i g n i f i c a n t  d e t e r m i n a n t s  o f  
" r e n t a l  cos t  of c a p i t a l . "  For  many, a n  u n d e r s t a n d i n g  of t h e  

c o n t e n t  o f  " r e n t a l  c o s t  o f  c a p i t a l "  h a s  b e e n  impeded by  i t s  
m a t h e m a t i c a l  p r e s e n t a t i o n  and l i b e r a l  use of d i s c o u n t i n g .  I n  
t h i s  p a p e r ,  t h e  " r e n t a l  c o s t  of c a p i t a l "  is s i m p l y  c a l l e d  

" c o s t  of c a p i t a l  s e r v i c e s "  t h e  c o n t e n t  o f  wh ich  may be 
g r a s p e d  w i t h  t h e  a i d  o n l y  of s i m p l e  a r i t h m e t i c ;  a n d ,  w i t h o u t  

r e s o r t  t o  d i s c o u n t i n g ,  t h e  r e a d e r  may see how s u b s i d i e s  
a f f e c t  r e n t a l  c o s t  and  t h e  " i n c e n t i v e  t o  i n v e s t . "  O t h e r  
r e a d e r s ,  f a m i l i a r  w i t h  ' t h e  e c o n o m e t r i c  uses of r e n t a l  c o s t  of 

c a p i t a l  may d e t e c t  i n  t h e  a n a l y s i s  of s u b s i d i e s  t h a t  f o l l o w s  
a n  i m p l i c i t  c r i t i c i s m  o f  t h e  way t h e  two k i n d s  of s u b s i d i e s  

a r e  s p e c i f i e d  i n  e c o n o m e t r i c  models.  B u t  t h i s  is a l s o  a 
m a t t e r  beyond t h e  scope c?f t h i s  paper .  

I .  A c c o u n t i n g  f o r  t h e  " c o s t  of  s e r v i c e . "  

T h r e e  c l a s s e s  o f  t r a n s a c t i o n s  

Any e n t e r p r  i s e ,  w h e t h e r  r e g u l a t e d  o r  u n r e g u l a t e d ,  

e n g a g e s  i n  a m y r i a d  of t r a n s a c t i o n s  i n v o l v i n g  t h e  employmen t  
of l a b o r ,  p r o c u r e m e n t  of m a t e r i a l s ,  t h e  a c q u i s i t i o n  and  

m a i n t e n a n c e  of p l a n t  and  e q u i p m e n t ,  and  t h e  paymen t  of  t a x e s  
i n  t h e  c o u r s e  of p r o d u c i n g  and s e l l i n g  g o o d s .  O r g a n i z i n g  
t h e s e  t r a n s a c t i o n s  i n  a s t r u c t u r e  t h a t  i s  b o t h  c o m p r e h e n s i v e  

-2 /  H a l l ,  R . E .  and  J o r g e n s o n ,  D . N . ,  " T a x  P o l i c y  and  I n v e s t m e n t  

B e h a v i o r " ,  A m e r i c a n  Economic  Rev iew,  L V I I  ( J u n e  1, 1 9 6 7 ) ,  

pp.  391-414 .  
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and a n a l y t i c a l l y  useful  i s  the  s u b j e c t  mat ter  of account ing ,  
both f o r  f i n a n c i a l  r epor t ing  and income t ax  compliance. 
Three s e t s  of t r a n s a c t i o n s  m u s t  be d e a l t  w i t h :  F i r s t  t hose  
involving t h e  purchases of goods and s e r v i c e s  w h i c h  a r e  
d i r e c t l y  embodied i n  t h e  goods and s e r v i c e s  so ld  w i t h i n  an 
account ing pe r iod ,  u sua l ly  a year .  I n  p r i n c i p l e ,  purchase 
t r a n s a c t i o n s  a r e  cumulated, or " inven to r i ed"  over t h e  course  
of t h e  year  and sub t r ac t ed  from t h e  s a l e s  t r a n s a c t i o n s  a s  
" c o s t  of goods so ld" ;  t h e  excess  of s a l e s  proceeds over c o s t  
of goods so ld  is "opera t ing  income" of t h e  e n t e r p r i s e .  

The  second s e t  of t r a n s a c t i o n s  t o  be d e a l t  w i t h  a r e  
those  p e r t a i n i n g  t o  the  a c q u i s i t i o n  and use of p l a n t  and 
equipment i tems,  the  s e r v i c e s  of which a r e  embodied i n  t h e  

e n t e r p r i s e  ou tpu t  over a long span of account ing p e r i o d s .  
For t h i s  c l a s s  of t r a n s a c t i o n s ,  i n  a d d i t i o n  t o  accounting f o r  

a c q u i s i t i o n  of  t h e  a s s e t s  encompassed i n  market exchanges,  i t  
is a l s o  neceL.iary t o  account fo r  t h e  using-up of t h e s e  
a s s e t s ;  and since t h i s  c o s t  of o u t p u t  is normally no t  
observable  i n  a s e t  of market t r a n s a c t i o n s ,  a procedure f o r  
imputing t h e  va lue  of t h e  c a p i t a l  consumed dur ing  a per iod  is  
requ i r ed .  

F i n a l l y ,  t h e r e  is the  c l a s s  of t r a n s a c t i o n s  concerned 
w i t h  f i nanc ing  o p e r a t i o n s ,  p a r t i c u l a r l y  t h e  a c q u i s i t i o n  of 
p l a n t  and equipment i tems. These inc lude  the  ex tens ion  of 

t r a d e  c r e d i t  t o  f inance  s a l e s ,  t h e  r e c e i p t  of t r a d e  c r e d i t  t o  
f inance  purchases ,  and t h e  i s suance  of long-term d e b t  i n s t r u 

ments or  issuance of s tock  t o  o b t a i n  a d d i t i o n a l  e q u i t y .  
U n l i k e  the  o the r  two s e t s  of t r a n s a c t i o n s  which a r e  concerned 
w i t h  measuring t h e  c o s t  of producing goods and s e r v i c e s  f o r  
s a l e ,  and t h e  n e t  outcome of an e n t e r p r i s e ' s  economic a c t i v 
i t y ,  t h e s e  t r a n s a c t i o n s  i n v o l v e  o n l y  t h e  r e c o r d i n g  and 
assignment of c la ims  a g a i n s t  t he  a s s e t s  of t h e  e n t e r p r i s e .  
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Assumptions underlying t h e  base case .  

We w i l l  not concern o u t s e l v e s  here  w i t h  t h e  problems of 
main ta in ing  s u r v e i l l a n c e  over t he  c l a s s i f i c a t i o n s  of t r a n s -
a c t i o n s  i n  o rder  t o  d e r i v e  r e l i a b l e  measures of income, 
whether for f i n a n c i a l  .or tax purposes.  T h i s  is a tremendous 
burden of a u d i t i n g  borne by r e g u l a t o r y ,  f i n a n c i a l ,  and income 
tax  personnel  which we w i l l  assume is s a t i s f a c t o r i l y  accom
p l i s h e d  i n  t h e  r e a l  world. I n s t e a d ,  we w i l l  concen t r a t e  our 
a t t e n t i o n  on the  s t a t emen t s  which summarize t h e  outcome of 
accounting fo r  t he  economic performance of an e n t e r p r i s e .  

To do  t h i s  most e x p e d i t i o u s l y ,  and t o  f a c i l i t a t e  t h e  
l a t e r  d i s c u s s i o n  of accounting f o r  t h e  i n t r o d u c t i o n  of t a x  
s u b s i d i e s ,  w e  w i l l  . make t h e  f o l l o w i n g  s i m p l i f y i n g  
assumptions: 

(1) 	The e n t e r p r i s e ,  a r egu la t ed  u t i l i t y ,  has  f inanced 
i ts  o p e r a t i o n s  i n  such a way t h a t  i ts  " c u r r e n t  
a s s e t s "  equal  i t s  " c u r r e n t  l i a b i l i t i e s . "  That is ,  
the  amount of i ts  cash on hand, accounts  r e c e i v a b l e ,  
and i n v e n t o r i e s  of m a t e r i a l s  and s u p p l i e s  is e x a c t l y  
equal  t o  i ts  accounts  payable ( i n c l u d i n g  accrued 
t a x e s ) .  T h i s  means t h a t  t h e  n e t  va lue  of i t s  p l a n t  

and equipment  i s  e a c t l y  e q u a l  t o  o u t s t a n d i n g  
i n t e r e s t - b e a r i n g  debt  and the  c la ims  of i t s  e q u i t y ,  
or s h a r e ,  owners. P l a n t  -equipment is t h e r e f o r eand 
-t h e  " r a t e  b a s e . "  More g e n e r a l l y  " r a t e  b a s e "  
inc ludes  s u c h  a s s e t s  a s  i n v e n t o r i e s ,  land and o t h e r  
"nondepreciable"  a s s e t s  t h a t  a r e  employed i n  an 
e n t e r p r i s e  and which a r e  a l s o  f inanced  by deb t  and 
e q u i t y .  

( 2 )  A l l  p l a n t  and equipment is d e p r e c i a b l e .  
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( 3 )  The a c q u i s i t i o n  c o s t  of p l a n t  and equipment is  t h e  
same f o r  bo th  r e g u l a t o r y  ( f i n a n c i a l )  and t a x  
accounting purposes. 

( 4 )  The r egu la to ry  l i f e  of p l a n t  and equipment is 3 0  
yea r s ;  and t h e  t o t a l  p l a n t  and equipment account i s  
comprised of 3 0  equal  u n i t s ,  one of which m u s t  be 
replaced each yea r .  

( 5 )  	There is no growth and no i n f l a t i o n ;  t h e  s t a t e  of 

technology does not  change. 

( 6 )  S i x t y  percent  of t h e  r a t e  base is f inanced by d e b t ,  
4 0  percent  by e q u i t y ;  t h e  i n t e r e s t  payable t o  bond-
h o l d e r s  i s  1.0 p e r c e n t ,  t h e  a f t e r - c o r p o r a t e - t a x  
r e t u r n  t o  e q u i t y  is 15  pe rcen t .  

( 7 )  A l l  i n t e r e s t  is paid a t  t h e  end of t h e  year ;  corpo
r a t e  income a f t e r  t a x e s  i s  also d i s t r i b u t e d  a t  t h a t  
time. 

( 8 )  P l a n t  and equipment a c q u i s i t i o n s  a r e  made a t  t h e  

beginning of each yea r .  

These assumptions g e n e r a l l y  d e f i n e  the  case  of a "going 
concern" i n  what is t e c h n i c a l l y  desc r ibed  a s  " s t a t i o n a r y  
equi l ibr ium."  However, a s  w i l l  be noted below, t h i s  model of 
an e n t e r p r i s e  may a l s o  be u s e d  t o  d e s c r i b e  dynamic adjustment  

t o  changes i n  t he  s i z e  of t h e  e n t e r p r i s e  or  i n  t h e  terms on 
w h i c h  i t s  a s s e t s  a r e  acqui red  o r  f inanced .  

Descr ip t ion  of t h e  "base c a s e . "  

I n  t h e  base c a s e ,  we assume t h a t  income t ax  account ing 
p e r f e c t l y  matches r e g u l a t o r y  account ing ,  and t h e r e  a r e  no 
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s u b s i d i e s .  T h e n ,  f o r  t h e  y e a r  1 9 7 9 ,  T a b l e  1 shows  t h e  income 
s ta tement  s u m m a r i z i n g  t h e  f i r s t  two c l a s s e s  of t r a n s a c t i o n s  
n o t e d  a b o v e .  S a l e s  o f  u t i l i t y  s e r v i c e s  a g g r e g a t e d  $ 2 7 4 . 6  
m i l l i o n ,  o f  w h i c h  $ 1 6 5  m i l l i o n  ( 6 0  p e r c e n t  o f  s a l e s )  
c o n s i s t e d  i n  c o s t  o f  g o o d s  s o l d ,  l e a v i n g  a n  o p e r a t i n g  income 
of $ 1 0 9 . 6  m i l l i o n .  T h i s  o p e r a t i n g  income i s  a l l o c a b l e  i n t o  

$30 m i l l i o n  f o r  d e p r e c i a t i o n ,  $ 2 7 . 9  m i l l i o n  p a i d  i n  i n t e r e s t ,  
$ 2 3 . 8  m i l l i o n  i n  c o r p o r a t i o n  income t a x ,  and  a n  a f t e r -
c o r p o r a t e - t a x  r e t u r n  t o  s h a r e h o l d e r s  o f  $ 2 7 . 9  m i l l i o n .  

O p e r a t i n g  income is t h e r e f o r e  no m o r e ,  o r  l e s s ,  t h a n  t h e  
c a p i t a l  c o s t  p o r t i o n  ( 4 0  p e r c e n t  i n  t h i s  e x a m p l e )  of t o t a l  
c o s t  and s a l e s :  i t  i n c l u d e s  p r o v i s i o n  f o r  r e c o v e r y  o f  
c a p i t a l  consumed d u r i n g  t h e  y e a r ,  a r e t u r n  t o  b o n d h o l d e r s ,  
c o r p o r a t i o n  income t a x - - a  t a x  on  t h e  income a t t r i b u t a b l e  t o  

e q u i t y  c a p i t a l ,  t h e  incomes  a t t r i b u t a b l e  t o  l a b o r ,  s u p p l i e r s ,  
a n d  c r e d i t o r s  h a v i n g  b e e n  a l l o c a t e d  t o  them--and a r e t u r n  t o  
s h a r e h o l d e r s .  The  4 0  p e r c e n t  of t o t a l  c o s t  (sales) a l l o c a b l e  

t o  c a p i t a l  is a p p r o x i m a t e l y  t y p i c a l  of e l e c t r i c  u t i l i t i e s .  

S i n c e  we a r e  a s s u m i n g  t h a t  i n t e r e s t  and  s h a r e h o l d e r  
e a r n i n g s  a r e  p a i d  o u t  a t  y e a r  e n d ,  t h e  b e g i n n i n g  and  e n d i n g  
b a l a n c e  s h e e t ,  s u m m a r i z i n g  t h e  t h i r d  c l a s s  o f  t r a n s a c t i o n s  
d e a l i n g  w i t h  c l a i m s  a g a i n s t  t h e  a s s e t s ,  a l s o  i n  T a b l e  I, 
shows t h a t ,  n e t ,  no c h a n g e  i n  t o t a l  a s s e t s  o r  c l a i m s  a g a i n s t  

t h e m  h a v e  o c c u r  r e d .  

On t h e  a s s e t  s i d e ,  c a s h  and o t h e r  c u r r e n t  a c c o u n t s  a r e  

up by $30  m i l l i o n ,  r e p r e s e n t i n g  t h e  c a s h - f l o w  r e s u l t i n g  f r o m  
t h e  a l l o w a n c e  f o r  1 9 7 9  d e p r e c i a t i o n  i n c l u d e d  i n  c o s t  o f  

s e r v i c e  ( s a l e s ) :  b u t  n e t  p l a n t  and  e q u i p m e n t  h a s  b e e n  r e d u c e d  
by t h a t  same $ 3 0  m i l l i o n .  As c l a i m s  a g a i n s t  t h e  t o t a l  o f  
$565  m i l l i o n  o f  a s s e t s ,  c u r r e n t  l i a b i l i t i e s  r e m a i n  a t  $ 1 0 0 ,  

and t h e  $ 4 6 5  m i l l i o n  of  p l a n t  and  e q u i p m e n t  c o n t i n u e s  t o  be 
f i n a n c e d  by $279 m i l l i o n  i n  l o n g - t e r m  d e b t ,  t h e  b a s i s  f o r  a n  

i n t e r e s t  c h a r g e  of  $ 2 7 . 9  m i l l i o n ,  a t  1 0  p e r c e n t ,  and by $186  
m i l l i o n  of s h a r e h o l d e r  e q u i t y ,  t h e  b a s i s  f o r  a n  a f t e r -

c o r p o r a t e - t a x  r e t u r n  of $ 2 7 . 9  m i l l i o n .  
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I f  we assume t h e r e  a r e  1 0  m i l l i o n  s h a r e s  o u t s t a n d i n g ,  
they  w i l l  s e l l  a t  $18.60 a s h a r e ,  f o r  t h e y  w i l l  r e c e i v e  $ 2 . 7 9  

a year i n  d iv idends ,  a 1 5  pe rcen t  r e t u r n ,  which is s u f f i c i e n t  
t o  warrant  t h e i r  being h e l d ,  under t h e  assumption w e  a r e  
ope ra t ing  w i t h .  So long a s  t h e  p r i c e s  of u t i l i t y  s e r v i c e s  
y i e l d  $ 2 7 4 . 6  m i l l i o n  i n  t o t a l  revenue, and c o s t s ,  inc luding  
market r a t e s  of r e t u r n  t o  c a p i t a l ,  remain unchanged, t h e  
combined r e t u r n  t o  c a p i t a l  of $55.8 m i l l i o n ,  r e p r e s e n t i n g  a 
1 2  pe rcen t  r e t u r n  t o  the  $465 m i l l i o n  of p r i v a t e l y  furn ished  
f u n d s  t o  o p e r a t e  t h e  u t i l i t y ,  i s  a " f a i r  r e t u r n "  and t h e  1 2  

percent  a " f a i r  r a t e  of r e tu rn . "  

I n  f a i r  r a t e  of r e t u r n  r e g u l a t i o n ,  t h e n ,  a r e g u l a t o r y  
commission f o r e c a s t s  t he  ne t  p l a n t  and equipment ( r a t e  b a s e )  
t h a t  w i l l  be r e q u i r e d .  t o  f u r n i s h  a pos tu l a t ed  q u a n t i t y  of 

s e r v i c e ,  m u l t i p l i e s  t h i s  by  t h e  " f a i r  r a t e  of r e t u r n " ,  adds 
t o  t h i s  an income tax q u a n t i t y  which is f u n c t i o n a l l y  d e t e r -

mined by the  e q u i t y  r e t u r n ,  and f i n a l l y  adds t o  t h i s  e s t i m a t e  
of t he  c o s t  of c a p i t a l  s e r v i c e s  a f o r e c a s t  of l a b o r ,  f u e l ,  
and m a t e r i a l s  c o s t s  of product ion .  T h i s  f o r e c a s t  t o t a l  c o s t  
of s e r v i c e  becomes the  requi red  s a l e s  revenue, and given a 
f o r e c a s t  of t he  s e r v i c e  produced and d i s t r i b u t e d ,  r a t e s  per  
u n i t  of s e r v i c e s  f a l l - o u t .  T h i s  is " c o s t  of s e r v i c e "  u t i l i t y  
r e g u l a t i o n ,  including a " f a i r  r a t e  of r e t u r n " ,  o n  r a t e  base .  

T h u s  viewed, c o s t  of s e r v i c e  r a t e  r e g u l a t i o n  i s  c o n s i s t 
e n t  w i t h  any s t r u c t u r e  of r a t e s  t h a t  w i l l  y i e l d  t h e  necessary  

c *  i . e . ,s a l e s  revenues,  - w i t h  "marginal c o s t , "  time-of-day or 
y e a r ,  f i xed  charge p l u s  p r i c e  per u n i t  consumed, e t c . ,  
p r i c i n g  p o l i c i e s .  Obviously,  d i f f e r e n t  p r i c i n g  s t r a t e g i e s  

w i l l  r e s u l t  in d i f f e r e n t  q u a n t i t i e s  demanded and d i f f e r e n t  
r a t e  bases .  T h u s ,  i n  what f o l l o w s ,  t h e  c a p a c i t y  taken a s  
given presumes some s t r u c t u r e  of r a t e s  by which customers  a r e  
charged for  t h e i r  consumption of s e r v i c e .  T h i s  r a t e  s t r u c 
t u r e  may, or  may n o t ,  be opt imal  o r  be f a i r  i n  any p a r t i c u l a r  
s ense ;  i t  is only  requi red  t o  produce a flow of revenues 
s u f f i c i e n t  t o  y i e l d  a " f a i r  r a t e  of r e t u r n . "  
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equipment.  

By our assumptions of no growth,  i n f l a t i o n ,  or change i n  
s t a t e  of technology,  i t  fo l lows  t h a t  each year  our i l l u s t r a 
t i v e  company w i l l  have t o  a c q u i r e  $ 3 0  m i l l i o n  of p l a n t  and 

equipment i tems i n  o rde r  t o  main ta in  i t s  s e r v i c e  c a p a c i t y  a t  
unchanged p r i c e s  (and c o s t  of s e r v i c e ) .  T h u s  a t  t h e  begin
ning of 1980  (end o f  1 9 7 9 ) ,  t h e  i l l u s t r a t i v e  u t i l i t y  w i l l  
have t o  buy $30 m i l l i o n  o f  replacement  c a p i t a l  goods. There-
f o r e ,  a t  t h e  beginning of 1980, t h e  $30  m i l l i o n  increment o f  
cash and o t h e r  c u r r e n t  a s s e t s  accumulated d u r i n g  1 9 7 9  is  
exchanged for  t h e  p l a n t  and equipment ,  and t h e  ba lance  s h e e t  
r e v e r t s  t o  i t s  beginning-of-1979 appearance.  Under p l a n t  and 
equipment ,  $30  m i l l i o n .  of a s s e t s  t h a t  had been acqui red  i n  
1950 a r e  removed from t h e  account  and a r e  rep laced  by $30 

m i l l i o n  of new i tems.  S i m i l a r l y ,  t h e  $30 m i l l i o n  of accrued 
d e p r e c i a t i o n  w i t h  r e s p e c t  t o  t h e  1950-vintage a s s e t s  is 
removed from t h e  accrued '  d e p r e c i a t i o n  accoun t ;  t h i s  r e s t o r e s  
t h e  n e t  p l a n t  and equipment account  t o  $465 m i l l i o n ,  t h e  r a t e  
base r e q u i r e d  t o  produce t h e  u t i l i t y  company s e r v i c e s  f o r  

1 9 8 0 .  

Table  2 may be h e l p f u l  i n  comprehending t h e  p rocess  of 
ma in ta in ing  a c a p i t a l  s t o c k .  There a p a r t i a l  a r r a y  of each  
v i n t a g e  of a s s e t s  i n  s e r v i c e  a t  t h e  beginning of 1 9 7 9  is  

shown. Under t h e  r e g u l a t o r y  r u l e s  f o r  measuring c o s t  o f  
s e r v i c e ,  each v i n t a g e  is 8 g d e p r e c i a t e d "  1 / 3 0 t h  each yea r ;  an 
imputa t ion  method c a l l e d  " s t r a i g h t - l i n e . "  T h u s ,  a t  t h e  

beginning  of 1 9 7 9 ,  t h e  1950 v i n t a g e ,  t h e  o l d e s t  i n  use d u r i n g  
1 9 7 9 ,  h a s  a n e t  book-value of  $1 m i l l i o n ,  $29  m i l l i o n  having 
been recovered  i n  c o s t s  of s e r v i c e  over t h e  p r i o r  2 9  y e a r s  of 
i t s  use, whereas t h e  1 9 7 9  v i n t a g e ,  being j u s t  a cqu i r ed  has  a 
n e t  book-value of $ 3 0  m i l l i o n .  A l t o g e t h e r ,  of t h e  o r i g i n a l  
a c q u i s i t i o n  c o s t  o f  $900 m i l l i o n ,  $435 m i l l i o n  has  been 
recovered  by t h e  p r i v a t e  s u p p l i e r s  of f i n a n c i a l  c a p i t a l ,  

l e a v i n g  a n e t  r a t e  base of $465 m i l l i o n .  
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A t  the  beginning of 1 9 8 0 ,  the  1950 v in t age  drops  o u t ,  
i t s  p o s i t i o n  a t  a $1 m i l l i o n  n e t  book-value being assumed by 

t h e  1 9 5 1  v in t age ;  l i kewise ,  the  1 9 7 9  v in t age  e a s e s  down a 
notch t o  a n e t  book-value of $ 2 9  m i l l i o n ,  being rep laced  by 

t h e  new 1980 v in t age  w i t h  a ne t  book-value of $ 3 0  m i l l i o n .  
T h u s ,  a t  t h e  beginning of 1 9 8 0 ,  t h e  o r i g i n a l  c o s t  of a l l  30  
v i n t a g e s  i n  use is s t i l l  $ 9 0 0  m i l l i o n ,  of which $435 m i l l i o n  
has  been recovered i n  d e p r e c i a t i o n  charges  embedded i n  t h e  
c o s t  of s e r v i c e  fo r  yea r s  p r i o r  t o  1980. 

A note  on  t he  meanina of ne t  book-value. 

C l e a r l y ,  t h e  allowance for  d e p r e c i a t i o n  is  an imputat ion 
of  t h e  d e c l i n e  i n  va lue  of dep rec i ab le  a s s e t s .  I n  t h e  regu
l a t e d  company c a s e ,  s i n c e  r egu la to ry  commissions e s t a b l i s h  
r a t e s  based on t h e i r  r u l e  fo r  imputing d e p r e c i a t i o n ,  so long 
a s  the  f a i r  r a t e  of r e t u r n  appl ied  t o  the  r a t e  base ( o r i g i n a l  

c o s t  l e s s  prev ious ly  imputed d e p r e c i a t i o n )  matches t h e  oppor
t u n i t y  c o s t  of f i n a n c i a l ' c a p i t a l  fo r  t he  u t i l i t y ,  t he  market 
va lue  of  s tock w i l l  equal  t he  book-value of t h a t  s tock .  That 
i s ,  the  r egu la to ry  commission's va lua t ion  of p l a n t  and equip
ment, $ 4 6 5  m i l l i o n ,  less  t h e  c la ims  of bondholders ,  $ 2 7 9  

m i l l i o n ,  equa l s  t he  book-value of  e q u i t y .  T h e n  book-value -i s  
t h e  market va lue  of p l a n t  and equipment a s  wel l ;  by i t s  r a t e -
making power t h e  commission e s t a b l i s h e s  a market va lue  of 

regula ted  company p l a n t .  I n  t h e  unregulated s e c t o r ,  however, 
where f i rms  lack  the  power t o  exclude compe t i to r s  and hence, 

a r e  powerless t o  main ta in  p r i c e s  t o  a s s u r e  c a p i t a l  s u p p l i e r s  
t h e i r  oppor tuni ty  c o s t  r a t e s  of r e t u r n ,  book-values of a s s e t s  
and s h a r e s  do not  normally equal  market va lues .  T h i s  is a 
po in t  t o  which w e  w i l l  r e t u r n  i n  S e c t i o n  IV. 

For what fo l lows ,  t h e  normal e q u a l i t y  between book and 
market va lues  of  r egu la t ed  companies, is  6 c r i t i c a l  p o i n t .  

Regardless of t h e  " q u a l i t y "  of r e g u l a t o r y  ratemaking r u l e s ,  



---------- 

-12- 


coniin iss i o n  r u l e s  f o r  i m p u t i n g  d e y r e c  i a t  i o n  a s  a c o s t  o f  
s e r v i c e  m u s t  b e  t a k e n  a s  t h e  "norm" a g a i n s t  wh ich  t d x  d e p r e 
c i a t i o n  r u l e s  b i l l  be compared .  For e x a m p l e ,  i t  m i g h t  b e  
d c m n n s t r a t e d  t h a t ,  i f  u t i l i t y  c o m m i s s i o n s  t r i e d  h a r d e r  t o  

a c c o u n t  f o r  o b s o l e s c e n c e  d u e  t o  t e c h n i c a l  c h a n g e  i n  p r o d u c 
t i o n  and  d i s t r i b u t i o n  f a c i l i t i e s  u s e d  by t h e  u t i l i t y  a n d / o r  
t o  c h a n g e s  i n  t h e  r e l a t i v e  c o s t s  of  f u e l s  o r  o t h e r  i n p u t s  
u s e d ,  t h e y  w o u l d  f i n d  a s e t  o f  d e p r e c i a t i o n  i m p u t a t i o n  r u l e s  
o t h e r  t h a n  s t r a i g h t - l i n e  more r e a l i s t i c .  A p p l y i n g  t h e s e  more 
r e a l i s t i c  r u l e s  would p e r m i t  more  t i m e l y  i n t r o d u c t i o n  of  
improved  p l a n t  and e q u i p m e n t ,  and t h e s e  " b e t t e r "  d e p r e c i a t i o n  
i m p u t a t i o n  r u l e s  would u l t i m a t e l y  r e s u l t  i n  a lower t o t a l  
c o s t  o f  s e r v i c e  a s  more e f f i c i e n t  c o m b i n a t i o n s  of l a b o r  and  
m a t e r i a l s  were t h e r e b y  p u t  i n t o  u s e . 3 /- B u t ,  s i n c e  t h e  l o g i c  
o f  f a i r  r a t e  o f  r e t u r n  p r i c e  s e t t i n g  v a l i d a t e s  w h a t e v e r  
d e p r e c i a t i o n  i m p u t a t i o n  r u l e  t h a t  is u s e d  by a r e g u l a t o r y  
c o m m i s s i o n ,  w h e t h c r  t h e  r u l e  is  o p t i m a l  o r  n o t ;  i t  is t h e  
norm t o  m e a s u r e  i n c o n e  o f  t h e  r e g u l a t e d  company,  b o t h  f o r  
f i n z n c i a l  and t a x  a c c o u n t i n g  p u r p o s e s .  

11. A c c o u n t i n g  f o r  a s u b s i d y  f o r  t h e  a c q u i s i t i o n  o f  c a p i t a l  

So l o n g  iis a r e p l a c e m e n t  module c o s t s  $30 m i l l i o n  anu  
t h e  e n t i r e  $30 m i l l i o n  m u s t  b e  f i n a n c e d  w i t h  f u n d s  o b t a i n e d  
i n  2 r i v a t c  c a p i t a l  m a r k e t s ,  t h e  c a p i t a l  p o r t i o n  o f  c o s t  of 

s e r v i c e  will b e  $ 1 0 9 . 6  m i l l i o n  i n  t h e  e x a m p l e  Ne h a v e  
p o s t u l a t e c  a s  t h e  b a s e  c a s e .  G u r i n g  197Y, 1900, and e v e r y  
s u c c e e d i n g  y e a r ,  t h i s  c o s t  of s e r v i c e  w i l l  r e c u r  and  h a v e  t o  
b e  r e c o v e r e d  i n  t h e  c h c t r g e s  p t r m i t t e d  t h e  r e g u l d t e a  company.  

-3/  T h e  FCC s t a f f  h d s  r e c e n t l y  s u g g e s t e d  t h a t  d e p r e c i a t i o n  
i m p u t a t i o n  r u l e s  u sed  by t h a t  a g e n c y  n a y  h a v e  r e t a r d e d  
t e c h n i c h l  p r o g r e s s  a n d  c o s t  r e d u c t i o n  i n  t h e  t e l e 
c o n m u n i c a t i o n s  i n d u s t r y .  V i r t u a l l y  e v e r y  i n v e s t i g a t i o n  o f  
d e p r e c i a t  i o n  p a t t e r n s  f o r  m a c h i n e r y  and  e q u i p m e n t  h a s  
c o n c l u d e d  t h a t .  " s t I  a i g h t - l i n e "  p a t t e r n s  a r e  poor  a p p r o x i 
mat i o n s  f o r  a s s e t  v a l u e  d e c l  i n e ,  t h e  phenomenon d e p r e c  i
a t i o n  i s  s u u o o s e d  t o  d e s c r i b e .  



---------- 

-13-


Let u s  now examine the consequence of a 1 0  pe rcen t  subs idy  
f o r  t h e  purchase of dep rec i ab le  p rope r ty ,  when t ax  account inq  
r u l e s-- match r e g u l a t o r y  a c c o u n t i n g  r u l e s . l /  S i n c e  t h e  

-4 /  Those f a m i l i a r  w i t h  the  a n a l y s i s  of e x c i s e  t a x e s  and sub
s i d i e s  w i l l  be aware t h a t  whether t h e  subs idy  is confe r r ed  
on t h e  purchaser ,  or the  s e l l e r  of a commodity, t h e  n e t  
e f f e c t  w i l l  be t h e  same. I f  t h e  subsidy is  g iven  t o  t h e  
s e l l e r ,  and i f  e n t r y  i n t o  the product ion of t h e  subs id i zed  

downa r t i c l e  is  f r e e ,  s e l l i n g  p r i c e s  w i l l  be competed - by 
the  amount of t h e  subsidy. I f  t h e  subsidy is given t o  t h e  
buyer,  o f f e r  p r i c e s  w i l l  be bid 2 by t h e  amount of t h e  
subsidy.  B u t ,  i f  t h e  a r t i c l e  i n  ques t ion  can be produced 
a t  c o n s t a n t  p r i c e s ,  then the  s e l l i n g  p r i c e  ( n e t  t o  t h e  
producer)  cannot be more than the  c o s t  of product ion ,  and 
the  whole amount of  t he  subsidy w i l l  be "passed through" 
t o  buyers i n  t h e  form of lower n e t  purchase p r i c e s .  The  

government w i l l  be paying t h a t  f r a c t i o n  of t h e  c o s t  r ep re 
sented by  t he  subsidy;  buyers w i l l  be paying fo r  t h e  
remainder with t h e i r  own d i sposab le  r e sources .  

I n  the  p re sen t  c a s e ,  a subsidy fo r  t he  purchase or s a l e  of 
c a p i t a l  goods,  a subsidy paid t o  t h e  buyer r a t h e r  than t h e  
s e l l e r  i s  p r e f e r a b l e  on a d m i n i s t r a t i v e  grounds.  Whether a 
" q u a l i f i e d "  a r t i c l e  is a c a p i t a l  good O K  no t  depends on 
t h e  use t o  which a buyer w i l l  put i t .  A v e h i c l e  used by 

t h e  p u r c h a s e r  i n  a p r o d u c t i v e  e n t e r p r i s e  ( " t r a d e  o r  
bus iness" )  i s  obviously a c a p i t a l  good; t h e  same v e h i c l e  
used f o r  r e c r e a t i o n  o r  pe r sona l  t r a n s p o r t a t i o n  i s  no t .  

Since q u a l i f i c a t i o n  of an a r t i c l e  fo r  a c a p i t a l  subsidy 
can be more e a s i l y  determined a f t e r  i t s  purchase by 
whether t he  purchaser m u s t  " c a p i t a l i z e "  t h e  a c q u i s i t i o n  
c o s t  and recover  h i s  c a p i t a l  through d e p r e c i a t i o n  imputa
t i o n s  a s  h e  uses  i t  t o  produce s a l a b l e  o u t p u t ,  i t  is more 

convenient  t o  pay a c a p i t a l  subs idy  t o  t h e  purchaser .  
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"proper"  r egu la to ry  accounting r u l e s  for  a form of t h i s  sub
s i d y  conveyed a s  a c r e d i t  a g a i n s t  income tax  o therwise  due is 
t h e  s u b j e c t  of cont roversy ,  we s h a l l  here  simply develop t h e  

" r e g u l a t o r y  r u l e b 1  t h a t  r e f l e c t s  t h e  l o g i c  of c o s t  of s e r v i c e ,  
o r  f a i r  r a t e  of r e t u r n ,  u t i l i t y  r a t e  r e g u l a t i o n .  As w i l l  

become apparent ,  t h i s  . r u l e  fo r  accounting f o r  a subsidy is 
g e n e r a l l y  t h a t  c a l l e d  "normalizat ion."  

A cash subsidy f o r  t h e  purchase of q u a l i f i e d  p rope r ty .-.. 

Suppose t h a t ,  e f f e c t i v e  J a n u a r y  I, 1 9 7 9 ,  Congres s  
a u t h o r i z e s  the  Sec re t a ry  of Commerce t o  pay each purchaser  of 

dep rec i ab le  property w i t h  an expected l i f e  of  7 o r  more 
y e a r s ,  on t h e  s u b m i s s i o n  of evidence t h a t  such p rope r ty  has  
been acqu i red ,  an amount equal  t o  1 0  pe rcen t  of t he  purchase 
p r i c e  of t h e  p roper ty .  Since t h e  r egu la t ed  company buys and 
uses  dep rec i ab le  proper ty  w i t h  an expected l i f e  of more than 

7 y e a r s ,  i ts  1 9 7 9  purchase of  $30 m i l l i o n  w i l l  be e l i g i b l e  
f o r  the  subsidy when company o f f i c i a l s  d u l y  p re sen t  i nvo ices  
or  c o n t r a c t s  and s i m i l a r  documentation of t h e  purchase.  As 

was shown i n  Table 1, i n  any y e a r ,  t h e  r e s u l t  of t h e  regu
l a t e d  company's o p e r a t i o n s  was t o  inc rease  i t s  cash and o t h e r  

c u r r e n t  a s s e t s  by $30 m i l l i o n  which was then a v a i l a b l e  t o  
a c q u i r e  t h a t  amount of  replacement i tems fo r  i t s  p l a n t  and 
equipment account.  T h u s ,  a t  the  end of 1978, t h e  company had 

$30  m i l l i o n ,  amassed a s  a recovery of c a p i t a l  consumed dur ing  ' 

1 9 7 8  from i t s  s a l e s  revenue, w i t h  which t o  buy p rope r ty  t h a t  
would now only c o s t  i t  $27 m i l l i o n ,  n e t  of t h e  cash con t r ibu 
t ion of the  Commerce Department. 

The remaining $ 3  m i l l i o n  of cash and o the r  c u r r e n t  
a s s e t s  a t  t he  beginning of 1 9 7 9  i s  now redundant f o r  main
t a i n i n g  the  c o n s t a n t  s tock  of company p l a n t  and equipment. 
T h e  $ 3  m i l l i o n  excess  t h e r e f o r e  should be used t o  reduce d e b t  
and outs tanding  e q u i t y  so t h a t  u t i l i t y  customers w i l l  not be 
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b u r d e n e d  w i t h  p r o v i d i n g  a r e t u r n  t o  t h e  now d i s p l a c e d  p r i v a t e  
f i n a n c i n g ;  cus tomers  s h o u l d  p a y  o n l y  fo r  r e t u r n s  t o  p r i v a t e l y  
f i n a n c e d  c a p i t a l  u s e d  t o  p r o d u c e  t h e  o u t p u t  t h e y  buy .  S i n c e  

t h e r e  i s  no  r e a s o n  t o  a l t e r  t h e  d e b t - e q u i t y  r a t i o  o f  t h e  
company,  $ 1 . 8  m i l l i o n  o f  o u t s t a n d i n g  bc+nds w i l l  be r e t i r e d  
a l o n g  w i t h  $ 1 . 2  m i l l i o n  of  s h a r e h o l d e r  e q u i t y .  The  b o n d s  may 

be r e t i r e d  e i t h e r  by  n o t  " r o l l i n g  ove r "  t h a t  amoun t  o f  d e b t  
m a t u r i n g  o n  J a n u a r y  1, 1 9 7 9 ,  or  b y  b u y i n g  back t h a t  amount  o f  

o u t s t a n d i n g  b o n d s .  S i m i l a r l y ,  t h e  $ 1 . 2  m i l l i o n  of r e d u n d a n t  
e q u i t y  m i g h t  be p a i d  b a c k  a s  a " r e t u r n  o f  c a p i t a l "  t o  a l l  
e x i s t i n g  s h a r e - h o l d e r s ,  or $ 1 . 2  m i l l i o n  of o u t s t a n d i n g  s t o c k  
m i g h t  b e  p u r c h a s e d  i n  t h e  market  and  c a n c e l l e d .  

The  e f f e c t  on  n e t  r a t e  base  o f  t h e  u t i l i t y  t h e r e f o r e  h a s-
b e e n  a r e d u c t i o n  o f  $ 3 .  m i l l i o n  a t  t h e  b e g i n n i n g  of 1 9 7 9  a s  
compared  w i t h  t h e  p r e - s u b s i d y  case  d i s c u s s e d  a b o v e :  t o t a l  

n e t  a c q u i s i t i o n  c o s t  of t h e  p r o p e r t y  is now $897 m i l l i o n  
b e c a u s e  t h e  1 9 7 9  v i n t a g e  c o s t  o n l y  $27  m i l l i o n  r a t h e r  t h a n  

$30 m i l l i o n ,  w h i l e  accumula ted  d e p r e c i a t i o n  is  s t i l l  $ 4 3 5  
m i l l i o n ,  l e a v i n g  a n e t  r a t e  base  of  $ 4 6 2  m i l l i o n  r a t h e r  t h a n  
$ 4 6 5  m i l l i o n ;  and  t h i s  r e d u c e d  r a t e  base  is  f i n a n c e d  w i t h  
$ 2 7 7 . 2  m i l l i o n  o f  d e b t ,  and  $184 .8  m i l l i o n  of  s h a r e h o l d e r  
e q u i t y .  

The  s u b s i d y  a l s o  h a s  two e f f e c t s  on  t h e  c o s t  of  s e r v i c e  
f o r  1 9 7 9 .  F i r s t ,  o n l y  $ 0 . 9  m i l l i o n  o f  d e p r e c i a t i o n ,  r e c o v e r y  

o f  p r i v a t e  c a p i t a l ,  n e e d  be p r o v i d e d  f o r  t h e  1 9 7 9  v i n t a g e  
a d d i t i o n  t o  t h e  c a p i t a l  s tock .  T h u s ,  s i n c e  t h e  o t h e r  29  

v i n t a g e s  i n  use d u r i n g  t h e  y e a r  e a c h  r e q u i r e  $1 m i l l i o n ,  t h e  
? 

t o t a l  d e p r e c i a t i o n  c h a r g e  e n t e r e d  i n t o  c o s t  o f  s e r v i c e  f o r  
1 9 7 9  n e e d  o n l y  b e  $ 2 9 . 9  m i l l i o n  i n s t e a d  of  $ 3 0  m i l l i o n .  

S e c o n d ,  i n t e r e s t  p a i d  bond h o l d e r s  is r e d u c e d  t o  $ 2 7 . 7 2  
m i l l i o n  a n d  t h e  a f t e r - c o r p o r a t e - t a x  r e t u r n  t o  e q u i t y  is a l s o  
r e d u c e d  t o  $ 2 7 . 7 2  m i l l i o n .  The  r e d u c t i o n  i n  r e q u i r e d  r e t u r n  

t o  e q u i t y  h a s  a r e l a t e d  e f f e c t  o n  t h e  F e d e r a l  income t a x .  
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A l t o g e t h e r ,  t h e  cos t  of s e r v i c e  w i l l  h a v e  b e e n  r e d u c e d  by 
v i r t u e  o f  t h e  s u b s i d y  i n  1 9 7 9 ,  a s s u m i n g  t h e  r e g u l a t o r y  

a u t h o r i t y  a c t s  p r o m p t l y  t o  r e f l e c t  t h e  s u b s i d y  i n  t h e  r a t e  
c h a r g e s  i t  a p p r o v e s .  

B u t  before  t r a c i n g  t h e  n e t  e f f e c t  of t h e  s u b s i d y  i n  1 9 7 9  
and  f u t u r e  y e a r s  a s  each a d d i t i o n a l  r e p l a c e m e n t  v i n t a g e  b e n 
e f i t s  f rom t h e  1 0  p e r c e n t  s u b s i d y ,  a n  a c c o u n t i n g  c o n v e n t i o n  
n e e d s  t o  be i n t r o d u c e d  a n d  e x p l a i n e d .  B e c a u s e  t h e  marke t  
p r i ce  of t h e  e q u i p m e n t  items a c q u i r e d  i n  1 9 7 9  is  s t i l l  $ 3 0  

m i l l i o n ,  a c c o u n t a n t s  f e e l  c o n s t r a i n e d  t o  show $30  m i l l i o n  a s  
t h e  a c q u i s i t i o n  c o s t  i n  b a l a n c e  s h e e t s .  B u t ,  s i n c e  $ 3  

m i l l i o n  was c o n t r i b u t e d  b y  g o v e r n m e n t  s u b s i d y ,  t h e y  i n i t i a l l y  
o f f s e t  t h e  $ 3 0  m i l l i o n  by  a $ 3  m i l l i o n  a c c o u n t  l a b e l l e d  

" u n a m o r t i z e d  s u b s i d y " .  . T h u s ,  a t  t h e  b e g i n n i n g  o f  1 9 7 9 ,  t h e  

b a l a n c e  s h e e t  e n t r y  f o r  t h e  1 9 7 9  v i n t a g e ,  i n  i s o l a t i o n ,  would 
b e  : 

P l a n t  and  e q u i p m e n t  ( b e g i n n i n g  of 1 9 7 9 )  : 

A c q u i s i t i o n  cos t . . . . . . . . . . .  ...........$ 3 0  
less: U n a m o r t i z e d  s u b s i d y  ....$3 

A c c r u e d  d e p r e c i a t i o n  ...-0 -3 
Net r a t e  b a s e . .  .................$ 2 7  

For  t h e  1 9 7 9  v i n t a g e ,  s t i l l  i n  i s o l a t i o n ,  t h e  e n d  o f  1 9 7 9 .  
b a l a n c e  shee t  e n t r y  would be: . 

P l a n t  and  e q u i p m e n t  ( e n d  of 1 9 7 9 ) :  

A c q u i s i t i o n  c o s t . . . . . . .  ...............$ 3 0  
l ess :  U n a m o r t i z e d  s u b s i d y . .  ..$2.9 

A c c r u e d  depr  ec ist i o n .  ..-1 . 0  -3 .9  
Net r a t e  base  ..................$ 2 6 . 1  
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I n  e f f e c t ,  t h i s  e s o t e r i c  a c c o u n t i n g  t r e a t m e n t ,  i n  w h i c h  t h e  
s u b s i d y  is a m o r t i z e d  o v e r  t h e  l i f e  of t h e  p r o p e r t y ,  shows  t h e  
n e t  book-va lue  o f  t h e  s u b s i d i z e d  a s s e t  a t  p r i v a t e  c o s t .  A l s o  

u n d e r  t h i s  a c c o u n t i n g  t r e a t m e n t ,  w h i l e  t h e  $30 m i l l i o n  i s  
a p p a r e n t l y  " d e p r e c i a t e d "  o v e r  30  y e a r s ,  t h i s  is  o f f s e t  by  
a n n u a l  a m o r t i z a t i o n  o f .  t h e  s u b s i d y  so t h a t  t h e  n e t  r e d u c t i o n  
i n  b o o k - v a l u e ,  a t  p r i v a t e  cos t  i s ,  i n  f a c t ,  $0 .9  m i l l i o n ,  
1 / 3 0 t h  of t h e  $27 m i l l i o n .  " N e t  d e p r e c i a t i o n "  o f  s u b s i d i z e d  
a s se t s  e n t e r i n g  c o s t  of  s e r v i c e  is o f  p r i v a t e  c o s t  o n l y .  

W i t h  t h i s  i n  m i n d ,  we may now a s s e m b l e  t h e  1 9 7 9  
f i n a n c i a l  s t a t e m e n t s  i n c o r p o r a t i n g  t h e  cos t  of  s e r v i c e  impact 
of t h e  $ 3  m i l l i o n  c a p i t a l  s u b s i d y  r e c e i v e d  w i t h  r e spec t  t o  

t h e  1979  v i n t a g e  of c a p i t a l ;  t h e s e  a r e  shown i n  T a b l e  3 .  
I n s t e a d  o f  t h e  b a s e  case  r e q u i r e d  t o t a l  r e v e n u e  o f  $274 .57  
m i l l i o n ,  a f t e r  o n e  v i n t a g e  o f  c a p i t a l  h a s  b e e n  s u b s i d i z e d ,  

t h e  r e q u i r e d  r e v e n u e  s h r i n k s  t o  $ 2 7 3 . 9 5  m i l l i o n .  T h i s  s a v i n g  
t o  u t i l i t y  customers of $ 0 . 6 2  m i l l i o n  i n  1 9 7 9  r e s u l t s  f rom 

t h e  f o l l o w i n g  r e d u c t i o n s :  

P r i v a t e  c a p i t a l  r e c o v e r y  ......$0.10 m i l l i o n  
I n t e r e s t  payment..............$O.l8 
F e d e r a l  t a x . . . . . . . . . .  .........$0 .16  
R e t u r n  t o  e q u i t y . .  ............$0 .18  

T o t a l  ....................$0 . 6 2  

m i l l i o n  
m i l l i o n  
m i l l i o n  

m i l l i o n  

We h a v e  a l r e a d y  n o t e d  t h e  r e d u c t i o n  i n  r a t e  b a s e ,  f r o m  

$465  t o  $462  m i l l i o n ,  a t  t h e  b e g i n n i n g  o f  1 9 7 9 ,  a l s o  shown i n  
t h e  b e g i n n i n g  and  end  o f  y e a r  b a l a n c e  s h e e t s  i n  T a b l e  3 .  I t  

w i l l  b e  o b s e r v e d  t h a t ,  a t  t h e  end  o f  1 9 7 9 ,  t h e  b o o k - v a l u e  o f  

p l a n t  and  e q u i p m e n t  h a s  d i m i n i s h e d  by  o n l y  $29 .9  m i l l i o n ,  f o r  
t h e  " d e p r e c i a t i o n "  o f  t h e  $ 3 0  m i l l i o n  m a r k e t  p r i c e  of t h e  

1 9 7 9  v i n t a g e  is  o f f s e t  by a $ 0 . 1  m i l l i o n  r e d u c t i o n  i n  
u n a m o r t i z e d  s u b s i d y .  By t h e  same t o k e n ,  c a s h  and  o t h e r  cur-
r e n t  a s s e t s  h a v e  i n c r e a s e d  b y  o n l y  $ 2 9 . 9  m i l l i o n ,  i n s t e a d  of 
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$ 3 0  m i l l i o n  a s  i n  t h e  b a s e  case b e c a u s e  o n l y  t h i s  amount  of 
c a s h - f l o w  h a s  b e e n  p r o v i d e d  i n  t h e  r e d u c e d  cost  of s e r v i c e  
c h a r g e s .  

T h u s ,  a t  t h e  b e g i n n i n g  of 1 9 8 0 ,  a f t e r  o n e  y e a r  o f  
o p e r a t i o n  u n d e r  t h e  s u b s i d y ,  t h e  r e g u l a t e d  company h a s  $ 2 9 . 9  
m i l l i o n  t o  f i n a n c e  t h e  a c q u i s i t i o n  o f  a new v i n t a g e  of e q u i p 
m e n t  items. A g a i n ,  w i t h  a 1 0  p e r c e n t  c a s h  s u b s i d y ,  t h e  
market p r i c e  of $ 3 0  m i l l i o n  w i l l  r e q u i r e  o n l y  a $27  m i l l i o n  
d r a i n  o n  t h e  c o m p a n y ' s  c a s h  r e s o u r c e s .  T h u s ,  a t  t h e  
b e g i n n i n g  of 1 9 8 0 ,  $2 .9  m i l l i o n  o f  e x c e s s  p r i v a t e  d e b t  and  
e q u i t y  d e v e l o p s ,  r e s u l t i n g  i n  a r e t i r e m e n t  of  $1 .74  m i l l i o n  
of d e b t  and  $1 .16  m i l l i o n  of s h a r e h o l d e r  e q u i t y .  For t h e  
y e a r  1 9 8 0 ,  c o s t  of s e r v i c e  w i l l  b e  f u r t h e r  r e d u c e d ,  and  t h e  

p rocess  o f  r e d u c i n g  a n n u a l  n e t  ( o f  s u b s i d y  a m o r t i z a t i o n )  
c h a r g e s  f o r  d e p r e c i a t i o n  and  r e t u r n s  t o  c r e d i t o r s  and  e q u i t y  
h o l d e r s  w i l l  c o n t i n u e  u n t i l  a l l  3 0  v i n t a g e s  h a v e  b e e n  

replaced by  p r o p e r t y  s u b s i d i z e d  by  t h e  Commerce D e p a r t m e n t .  
T h e  a n n u a l  n e t  r a t e  b a s e ,  t o t a l  r e v e n u e  r e q u i r e d ,  and c o s t  o f  

s e r v i c e  e l e m e n t s  c o m p r i s ' i n g  t h e  r e v e n u e  r e q u i r e m e n t  1 9 7 9  t o  
2 0 0 9 ,  a r e  a r r a y e d  i n  T a b l e  4 .  Each y e a r ,  a l i t t l e  more o f  

t h e  p r i v a t e l y  f i n a n c e d  n e t  r a t e  b a s e  is  d i s p l a c e d  by  p u b l i c  
s u b s i d y  so t h a t ,  by  2008 ,  t h e  n e t  r a t e  base h a s  s h r u n k  by 
$ 4 6 . 5  m i l l i o n  from i ts  u n s u b s i d i z e d  l e v e l  o f  $465  m i l l i o n ;  

s i n c e  t h e  c a p i t a l  s u b s i d y  is 1 0  p e r c e n t ,  so l o n g  a s  t h e  
s u b s i d y  r e m a i n s  i n  e f f e c t  f o r  a t  l e a s t  t h i r t y  y e a r s ,  1 0  per-
c e n t  of  p r i v a t e l y  f i n a n c e d  c a p i t a l  i n  a r e g u l a t e d  company 
w i l l  be  r e p l a c e d  by  p u b l i c l y  f i n a n c e d  c a p i t a l .  

T a x p a y e r s  g e n e r a l l y  w i l l  assume t h e  c o s t  of m a i n t a i n i n g  
1 0  p e r c e n t  o f  t h e  q u a l i f i e d  c a p i t a l  s t o c k ,  and  s i n c e  t h e y  d o  
n o t  r e q u i r e  a r e t u r n  f o r  s u p p l y i n g  t h i s  c a p i t a l  u s e d  i n  t h e  
p r i v a t e  s e c t o r ,  f o r  b o t h  t h e s e  r e a s o n s  t h e  c a p i t a l  c o s t  
p o r t i o n  o f  t o t a l  c o s t  of s e r v i c e  s h r i n k s  by 1 0  p e r c e n t .  I n  

t h e  y e a r  2 0 0 8 ,  g r o s s  r e v e n u e s  n e e d  c o v e r  o n l y  $27  m i l l i o n  o f  
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the  c o s t  of $ 3 0  m i l l i o n  of  equipment items requi red  t o  main
t a i n  t h e  company's c a p i t a l  s t o c k ;  t h e  o t h e r  $ 3  m i l l i o n  i s  

' suppl ied by Federal  taxpayers  through the  Department of 
Commerce. I n t e r e s t  coverage in s a l e s  revenue becomes $25.11 
m i l l i o n ,  a s  does the a f t e r - co rpora t e - t ax  r e t u r n  t o  share-
ho lde r s ,  1 0  percent  less than the  unsubsidized l e v e l s  of 
$ 2 7 . 9  m i l l i o n .  F i n a l l y ,  the  Federal  income tax coverage i n  
revenues becomes $21 .39  m i l l i o n ,  a l s o  1 0  pe rcen t  l e s s  t han  
the  base case l e v e l  of $ 2 3 . 7 7  m i l l i o n .  Because c a p i t a l  c o s t s  
comprise 4 0  percent  of t h e  base case  t o t a l  c o s t  of  s e r v i c e ,  
the  subsidy induced 1 0  pe rcen t  reduct ion  of c a p i t a l  c o s t  of 
s e r v i c e  becomes a 4 percent  reduct ion  i n  t o t a l  c o s t  o f  

s e r v i c e ;  i n  2 0 0 8 ,  customers would need t o  pay only $263.61 
m i l l i o n  f o r  t he  capital-subsidy-assisted ou tpu t  of a p l a n t  
cos t ing  $3U m i l l i o n  i n  r e sources  annual ly  t o  maintain in s t ead  
of  $274.57 m i l l i o n .  

The impor t ance  o f  c o r r e c t l y  a c c o u n t i n g  f o r  a c a p i t a l
-_.--.1_ I_--- --.

-s u b s i d y .  

The foregoing s tep-by-step a n a l y s i s  of a procedure fo r  
accounting f o r  a c a p i t a l  s u b s i d y  has  a n  i nhe ren t  economic 
l o g i c  worth explor ing .  As noted e a r l i e r ,  t h e  func t ion  of an 
accounting s y s t e m  i s  t o  p o r t r a y  t h e  outcome of t r a n s a c t i o n s ,  
economic d e c i s i o n s ,  involved i n  t he  product ion and s a l e  of 
goods and s e r v i c e s .  The names one a t t a c h e s  t o  t h e  proced
u r e s ,  or t o  t h e  t r a n s a c t i o n s ,  a r e  unimportant;  r a t h e r ,  t h e  

t e s t  of v a l i d i t y  of t he  account ing procedures  is  whether they  
produce accu ra t e  measures o f  underlying phenomena. 

T o  demonstrate t h a t  t h e  foregoing  procedure ,  popu la r ly  
c a l l e d  "normal iza t ion ,"  is  the  only accep tab le  way t o  account 

for  a c a p i t a l  s u b s i d y ,  because i t  a lone  provides  an a c c u r a t e  
measure of the  underlying phenomena, l e t  u s  s u b s t i t u t e  a re61-
1 0  pe rcen t  r educ t ion  i n  t h e  c o s t  of acqu i r ing  t h e  r egu la t ed  
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c o m p a n y ' s  p l a n t  and e q u i p m e n t  items. T h a t  i s ,  s u p p o s e  t h a t ,  
a t  t h e  b e g i n n i n g  o f  1 9 7 9 ,  some u n s p e c i f i e d  c h a n g e  i n  t h e  c o s t  
o f  p r o d u c i n g  t h i s  p l a n t  and e q u i p m e n t  o c c u r s  so t h a t  what  had  

f o r m e r l y  c o s t  $ 3 0  m i l l i o n  now c o s t s  $27 m i l l i o n  t o  p u r c h a s e .  
R e f e r r i n g  t o  T a b l e  3 ,  w e  would o b s e r v e  t h a t  t h e  o n l y  c h a n g e s  
i n  t h e  income s ta tement  and  t h e  b e g i n n i n g  and  e n d i n g  1 9 7 9  

b a l a n c e  s h e e t s  w o u l d  be e l i m i n a t i o n  o f  r e f e r e n c e s  t o  
" u n a m o r t i z e d  s u b s i d y "  and  " s u b s i d y  amor t i za t ion . ' '  The r a t e  
b a s e  would h a v e  s h r u n k  by $ 3  m i l l i o n ,  a s s u m i n g  t h e  r e g u l a t n r y  

a u t h o r i t y  is v i g i l a n t ;  t h e  excess  $ 3  m i l l i o n  would have b e e n  
r c t u r n c t l  t o  c r e d i t o r s  and s h ~ r e h o l d e rs t o  Cispose  of however  

t h e y  chose;  and  t h e  c o s t  o f  s e r v i c e  would h a v e  b e e n  s h r u n k  
a c c o r u i n q l y .  S i m i l a r l y ,  a t  the end  o f  1 9 7 9 ,  $29 .9  m i l l i o n  o f  

c a s h - f l o w  would h a v e  b e e n  g e n e r a t e d ,  $ 2 . 9  m i l l i o n  i n  excess 
o f  t h e  $27 m i l l i o n  c a p i t a l  e x p e n d i t u r e  r e q u i r e m e n t  a t  t h e  
b e g i n n i n g  o f  1 9 8 0 ,  Then T a b l e  4 m i g h t  s i m p l y  be r e c a p t i o n e d  
t o  r e f e r  t o  t h e  e f f e c t  o n  r a t e  b a s e ,  income f rom s a l e s ,  and  
c o s t  of s e r v i c e  i n  t h e  e v e n t  c a p i t a l  g o o d s  p r i c e s  a r e  r e d u c e d  
by  1 0  p e r c e n t .  S i n c e  t h e  economics of a 1 0  p e r c e n t  c a p i t a l  
s u b s i d y  a r e  e x a c t l y  t h e  same a s  t h e  e c o n o m i c s  of a 1 0  p e r c e n t  
g o o d s  p r i c e  r e d u c t i o n  froin t h e  p o i n t  o f  v i e w  o f  t h e  p r i v a t e  

f i r m ,  t h e  proper way t o  accoun t  f o r  t h e  l a t t e r  is  a l s o  t h e  
p r o p e r  way t o  a c c o u n t  f o r  t h e  f o r m e r .  

-T h e  m i s c h i e f  c a u s e d  by a c c o u n t i n g  f o r  a c a p i t a l  s u b s i d y  
a s  " i n c o m e "  i n  t h e  y e a r  r e c e i v e d .  

N o t e  h a s  b e e n  t a k e n  e a r l i e r  o f  t h e  s e l f - f u l f i l l i n g  

c h a r a c t e r  o f  r a t e  r e g u l a t i o n .  B e c a u s e  e n t r y  i n t o  r e g u l a t e d  
m a r k e t s  is r e s t r i c t e d ,  and  r e g u l a t o r y  c o m m i s s i o n s  p r e s c r i b e  
a c c o u n t i n g  p r o c e d u r e s  on  wh ich  t h e y  b a s e  maximum r a t e s ,  t h e  

d e p r e c i a t i n n  and  o t h e r  income a c c o u n t i n g  r u l e s  t h e y  p r e s c r i b e  
p r o d u c e  t h e  r a t e s  w h i c h ,  i n  t h e  e n d ,  w i l l  v a l i d a t e  t h e  r u l e s .  
I f ,  i n  a p a r t i c u l a r  y e a r  t h e  r u l e s  p r o d u c e  too low r e v e n u e s ,  
m a r k e t  p r i c e s  o f  r e g u l a t e d  company s h a r e s  w i l l  t e n d  t o  f a l l ,  
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des t roying  t h e  r e l a t i o n s h i p  t o  book-value. Such an occur
rence i n d i c a t e s  t h e  commitment t o  c r e d i t o r s  and s h a r e h o l d e r s  
i s  being abrogated.  Should revenue from s a l e s  f a i l  t o  
s u f f i c i e n t l y  cover out-of-pocket expendi tures  and c o n t r a c t u a l  
i n t e r e s t  payments, t o  provide f u n d s  f o r  d iv idends ,  and t o  
f inance  t h e  o u t l a y s  for  maintenance of p l a n t  and equipment,  
t h e s e  consequences would follow: A s  a n a l y s t s  observe t h a t  
t he  " i n t e r e s t  coverage" provided by o p e r a t i n g  income has  
dec l ined ,  they w i l l  downgrade the  company's bond r a t i n g s .  
T h i s  w i l l  cause t h e  company's borrowing r a t e s  t o  r i s e ,  and 
t h i s  w i l l  i nc rease  c o s t  of s e r v i c e  au tomat i ca l ly  a s  debt  i s  
ref inanced or  a d d i t i o n a l  deb t  is incur red .  I f ,  a s  a r e s u l t  
o f  inadequate cash flow from s a l e s ,  dividend payouts a r e  
reduced, market p r i c e s  of t h e  company's s h a r e s  would d e c l i n e .  

Recognition of t h i s  p o s s i b i l i t y  m i g h t  e x e r t  p re s su re  on 
regula ted  company managements t o  d i v e r t  funds which would 
o therwise  be used t o  maintain p l a n t  c a p a c i t y  t o  "d iv idend"  
payments. I f  t h i s  is done, t h e  payments a r e ,  i n  f a c t ,  n o t  
d i s t r i b u t i o n s  of c u r r e n t  ea rn ings  b u t  a " r e t u r n  of c a p i t a l " ,  
e i t h e r  paid- in  c a p i t a l  ' o r  r e inves t ed  p r i o r  year  r e t a i n e d  
ea rn ings .  The  consequence of  t h i s  s t r a t e g y  is a l s o  t o  
increase  c o s t  o f  s e r v i c e  both because c o n t i n u a t i o n  i n  s e r v i c e  
of o b s o l e t e  p l a n t  r e q u i r e s  more dawn-time f o r  r e p a i r s  and 
r e p a i r  expense o r  because t h e  o b s o l e t e  p l a n t  consumes more 
f u e l .  

Although r e g u l a t o r y  commissions may respond w i t h  a time 

lag  i n  making r u l e s  ad jus tments  t o  cope w i t h  changing con
d i t i o n s ,  they a r e  i n e l u c t a b l y  d r iven  t o  recognize r e a l  c o s t s  

of  p r o d u c i n g  a g i v e n  q u a n t i t y  and q u a l i t y  of  s e r v i c e .  
Lacking any tax ing  powers, they a r e  unable t o  commandeer 
r e sources  w i t h  w h i c h  t o  produce u t i l i t y  s e r v i c e s ;  t h e y  can 

only  supe rv i se  r a t e  s e t t i n g  and the  q u a l i t y  of s e r v i c e  t o  
ensure  customers each year cover c o s t  of s e r v i c e .  O f  c o u r s e ,  
r e g u l a t o r y  commissions may br ing  about a m a l d i s t r  i b u t i o n  of 
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c o s t  o f  s e r v i c e  o v e r  time by f a i l u r e  t o  r e s p o n d  t o  c h a n g e d  
c o s t  c o n d i t i o n s  w i t h  s p e e d  and a c c u r a c y .  T h u s ,  o n e  f u r t h e r  
t e s t  o f  t h e  r a t i o n a l i t y  o f  tk,e 8 t n o r m a l i z a t i o n "  r u l e  is t o  
e x a m i n e  what h a p p e n s  when a c a p i t a l  s u b s i d y ,  or  r e a l  r e d u c 
t i o n  i n  the  p r i c e  o f  p l a n t  and e q u i p m e n t  is s r b i t r a r i l y  
a c c o u n t e d  f o r  by a r e g u l a t o r y  c o m m i s s i o n  a s  a n  i n c r e a s e ,  o r  
s o u r c e  o f ,  a f t e r - c o r p o r a t e - t a x  income o f  r e g u l a t e d  company 
s h a r e h o l d c r s .  T h i s  i s  p o p u l a r l y  c a l l e d  " f l o w - t h r o u g h "  
a c c o u n t i n g  f o r  a s u b s i d y .  

I n  t e r m s  o f  o u r  i l l u s t r a t i v e  e x h m p l e ,  T a b l e  5 p r e s e n t s  
t h e  1 9 7 9  " f l o w - t h r o u g h "  outcome a s  i t  would a p p e a r  i n  t h e  
f inc lnc i i i l  s t a t e m e n t s  of  t h e  r e g u l a t e d  coinpcny. "F lowing-
t h r o u g h "  t h e  $ 3  m i l l i o n  c a p i t a l  s u b s i d y  p e r m i t s  a $5 .56  
m i l l i n n  r e d u c t i o n  i n  r e q u i r e d  1 9 5 4  r e v c n u e s ,  a s  crimpiired w i t h  
t h e  b a s e  ca se .  T h i s  " a m p l i f i c a t i o n "  of  t h e  $ 3  m i l l i o n  f l o w -
t h r o u g h  t o  a f t e r - t a x  e q u i t y  income r e s u l t s  f rom t h e  f a c t  thc l t  
a g i v e n  amount  of t a x - e x e m p t  c o m p e n s a t i o n  is e q u i v a l e n t  t o  a 

much l a r g e r  p r e - t a x  paymen t .  I n  t h i s  c a s e ,  " f l o w i n g - t l i r o u g h "  
t h e  $ 3  m i l l i o n  c a p i t a l  s u b s i d y  t o  e q u i t y  h o l d e r s  d i s p l a c e s  
$ 5 . 5 0  m i l l i o n  i n  s e r v i c e  c h a r g e s  customers w o u l U  o t h e r w i s e  
b a v e  t o  pdy i n  o r d e r  t o  y i e l d  t h e  s h a r e h o l d c r s  $ 3  m i l l i o n  i n  
a f t e r - c o r p o r d t e - t a x  income.  G e n e r a l l y ,  t h e  l a r g e r  t h e  t & x  
r a t e  a p p l i c a b l e  t o  m a r k e t - d e r  i v e d  i n c o m e  p a y m e n t s ,  t h e  

g r e a t e r  is t h e  pre- tc ix  income d i s p l a c e u  by e&ch t a x - e x e m p t  
-d o l l a r . 5 /  As compared  w i t h  t h e  1 3 7 4  r e s u l t s  u n u e r  p r o p e r  

a c c o u n t i n g  f o r  t h e  s u b s i d y ,  o r  n o r m a l i z a t i o n ,  s h o w n  i n  

-5/  T h s  r e a d e r  s h o u l d  n o t e  t h a t ,  f o r  e x p o s i t i o n a l  s i m p l i c i t y ,  
we h a v e  e x t e n d e d  e q u a l i t y  o f  t a x  and  r e g u l a t o r y  a c c o u n t i n g  
t o  t r e a t m e n t  o f  t h e  s u b s i d y ,  p r e s u m e d  t o  b e  i n  c a s h ,  & s  a 
t a x - e x e m p t  income paymen t  t o  s h a r e h o l d e r s .  I n  f a c t ,  t h e  
t a x  a c c o u n t i n g  f o r  a c a s h  c a p i t a l  s u b s i d y  would be t o  

e x c l u d e  t h e  s u b s i d y  f rom t h e  d e p r e c i a b l e  b a s i s  o f  t h t  
p r o p e r t y  and t h i s  would i n c r e a s e  t h e  t a x  d u e  a s  we l l  a s  
i n c r e a s e  t h e  r e q u i r e d  r e v e n u e s .  
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Tables  3 and 4 ,  1 9 7 9  r a t e s  a r e  lowered by $ 4 . 9 4  m i l l i o n  
through t h i s  i n c o r r e c t  accounting f o r  t h e  c a p i t a l  subs idy .  
B u t ,  s i n c e  " f low- th rough"  p r o c e d u r e s  m a i n t a i n  t h e  $465 
m i l l i o n  r a t e  base,  and hence t h e  equ iva len t  amount of p r i v a t e  
f inanc ing ,  a s  the  balance s h e e t s  i n  Table 5 show, the  lowered 
"flow-through" r a t e s ,  which a r e  permanently s u s t a i n e d  so long 
a s  t h e  s u b s i d y  remains i n  e f f e c t ,  merely borrow from t h e  
f u t u r e .  As may be seen i n  Table 4 ,  i n  1 9 8 9  and every year  
t h e r e a f t e r ,  a proper accounting for  t h e  c a p i t a l  c o s t  of 

s e r v i c e  w i l l  y i e l d  a lower requi red  revenue than "flow-
through" procedures .  In  1989, t h e  p roper ly  measured c o s t  of 
s e r v i c e  is $268 .76  m i l l i o n  and d e c l i n i n g  while  t h e  "flow-
through" c o s t  of s e r v i c e  i s  s t i l l  $ 2 6 9 . 0 1  m i l l i o n ,  i t s  
permanent l e v e l .  

"Flow-through" procedures never approach the  c o s t  of 

s e r v i c e  reduct ion  measured by t h e  a p p r o p r i a t e  account ing f o r  
a c a p i t a l  subsidy because they ,  i n  e f f e c t ,  f i nance  a l a r g e r  
f i r s t - y e a r  reduct ion  i n  requi red  revenues (and r educ t ions  f o r  
9 more y e a r s ,  i n  our example) w i t h  t he  proceeds of a d d i t i o n a l  
borrowing and e q u i t y  f inanc ing ,  f o r  which r a t e s  of r e t u r n  
w i l l  have t o  be pa id .  Since the  r a t e  base t o  f inance  t h i s  

erroneous t r ea tmen t  of a c a p i t a l  subsidy is  permanent, i t s  
recovery through d e p r e c i a t i o n  and i t s  i n t e r e s t  and a f t e r - t a x  

r e t u r n  t o  e q u i t y  ( p l u s  income t a x )  w i l l  be permanently paid 
by the  r egu la t ed  u t i l i t y ' s  customers.  There is no way t o  . 

i n t e r p r e t  c o s t  of s e r v i c e  r a t e  r e g u l a t i o n  theory  i n  a way
.' 	 which a u t h o r i z e s  a r e g u l a t o r y  a u t h o r i t y  t o  permanently impose 

a burden i n  excess  of t h e i r  r e a l  c o s t  of s e r v i c e  on f u t u r e  
use r s  of  u t i l i t y  s e r v i c e s  i n  o rder  t o  provide c u r r e n t  u se r s  
r a t e s  below t h e i r  r e a l  c o s t  o f  s e r v i c e .  

T h i s  c h a r a c t e r i s t i c  of  "flow-through" accounting of  a 
c a p i t a l  s u b s i d y  a p p e a r s  c l e a r l y  w h e n  t h a t  p r o c e d u r e  i s  

appl ied  t o  a r e a l  reduct ion  i n  the  p r i c e  of p l a n t  and equip
m e n t  i tems. Suppose aga in  t h a t  on  January 1, 1 9 7 9 ,  t h e  $ 3 0  
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m i l l i o n  v in t age  of equipment drops i n  p r i c e  t o  $27 m i l l i o n .  
As w e  have noted be fo re ,  t h i s  e v e n t  should r e s u l t  i n  a $0.62 
m i l l i o n  reduct ion  i n  the  r e a l  c o s t  of s e r v i c e ,  w i t h  t h e  $ 3  
m i l l i o n  saving i n  equipment c o s t  u t i l i z e d  t o  reduce the  r a t e  
base.  However, i f  a r egu la to ry  commission d e s i g n a t e s  t h e  $ 3  

m i l l i o n  saving i n  equipment c o s t  an a d d i t i o n  t o  " n e t  income" 
a t t r i b u t a b l e  t o  sha reho lde r s '  e q u i t y ,  w h i l e  t r e a t i n g  t h e  $27 
m i l l i o n  of equipment purchased a s  i f  i t  c o s t  $30 m i l l i o n ,  t h e  
c u r r e n t  year c o s t  of s e r v i c e  could be reduced by $5.56 
m i l l i o n ;  t h e  $ 3  m i l l i o n  saving is  "flowed-through".6/- T h u s ,  

t h e  r a t e  base remains a t  $465 m i l l i o n ,  supported by t h a t  
amount of debt  and e q u i t y ,  r a t h e r  than f a l l i n g  t o  $462 
m i l l i o n ,  reducing the  requi red  amount of deb t  and e q u i t y .  
C l e a r l y ,  t o  manipulate a lower c u r r e n t  charge f o r  s e r v i c e ,  $ 3  
m i l l i o n  of a d d i t i o n a l .  p r i v a t e  f u n d s  a r e  u t i l i z e d  i n  t he  
r e g u l a t e d  company, t h e  u n n e c e s s a r y  c o s t  o f  which w i l l  
u l t i m a t e l y  have t o  be paid by u t i l i t y  customers.  

Happily,  t h i s  "flow-through" of sav ings  i n  t h e  c o s t  of 
acqu i r ing  c a p i t a l  would never be t o l e r a t e d  by r egu la to ry  
commissions: They would note  t h a t ,  f o r  t h e  same reason t h e y  
d id  n o t  "flow-through" t o  c u r r e n t  c o s t  of s e r v i c e  t h e  $ 3 0  

m i l l i o n  of equipment c o s t ,  nor t he  reduced $27 m i l l i o n  c o s t  
( s i n c e  n e i t h e r  expendi ture  was embodied f u l l y  i n  t h e  s e r v i c e  
s o l d  in t h e  year of a c q u i s i t i o n ) ,  i t  would be improper t o  
cons ider  t he  $ 3  m i l l i o n  d i f f e r e n c e  an a d d i t i o n  t o  n e t  income ' 

of  t h e  r e g u l a t e d  company. T r a n s a c t i o n s  i n v o l v i n g  t h e  
purchase of a s s e t s  t o  be used fo r  a per iod  of y e a r s  a f f e c t  

-6/ Again, f o r  s i m p l i c i t y ,  we assume t h a t  $ 3 0  m i l l i o n  w i l l  be 

l ' e rmi t ted  a s  t h e  t ax  b a s i s  f o r  d e p r e c i a t i o n  purposes .  I f  
i n l y  $27 m i l l i o n  is p a i d ,  under t h e  tax laws and a l l  t h e  

normal r u l e s  of f i n a n c i a l  account ing ,  only $27 m i l l i o n  o f  
t h e  t a x p a y e r ' s  ( e n t e r p r i s e ' s )  c a p i t a l  i s  r e c o v e r a b l e  
through imputed d e p r e c i a t i o n  al lowances.  
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c u r r e n t  year c o s t  of  s e r v i c e  only t o  the  e x t e n t  t he  a s s e t s  
a r e  used-up t h a t  yea r ,  a s  es t imated  by t h e  d e p r e c i a t i o n  
imputation r u l e  I ani a s  the  ne t  investment of c r e d i t o r s  and 
sha reho lde r s  is  changed by v i r t u e  of those  t r a n s a c t i o n s .  

I n  view of the  co.nclusion reached by t h i s  d i s c u s s i o n  of 

procedures  fo r  accounting fo r  c a p i t a l  s u b s i d i e s ,  t h e  1 7  y e a r s  
of  cont roversy  over t h e  accounting t rea tment  of t he  i n v e s t 

ment tax  c r e d i t ,  t he  most gene ra l  c a p i t a l  subsidy paid by t h e  

Federal  government, is indeed perp lex ing .  That t h e r e  is any 
1ingering ques t ion  about t h e  mer i t s  of "normal iza t ion"  v e r s u s  
"flow-through" of the  investment c r e d i t  is probably a t t r  i b u t 
a b l e  t o  t h e  ( o r i g i n a l l y )  unconventional way i n  which t h e  
subsidy is conveyed. We now t u r n  t o  the  issues p e c u l i a r  t o  
the  t a x  c r e d i t .  

A c a p i t a l  s u b s i d y  paid a s  a c r e d i t  a g a i n s t  income t a x .  

To t h i s  p o i n t  we have d e a l t  w i t h  a 1 0  pe rcen t  subs idy  
payable by the  Commerce Department on the  submission of 
evidence t h a t  a dep rec i ab le  a s s e t  w i t h  an expected l i f e  of 
more than 7 y e a r s  has been acquired fo r  product ive  use.  I n  
t h e  examples we have d e t a i l e d  above, t h e  r egu la t ed  company 
annual ly  a c q u i r e s  $30  m i l l i o n  o f  a s s e t s  e l i g i b l e  fo r  t h e  

subs idy ,  hence r e c e i v e s  a cash payment on t h i s  account o f  $ 3  
m i l l i o n  so t h a t  the  net  c o s t  t o  i t  is $ 2 7  m i l l i o n .  A l s o ,  

each y e a r ,  t h e  company pays income t a x e s ,  i n  amounts depend
i n g  on the  r a t e  base and, consequent ly ,  on t h e  amount of  

p r i v a t e  e q u i t y  inves t ed ,  g iven  t h e  a f t e r - c o r p o r a t e - t a x  r e t u r n  
requi red  t o  maintain the  value of t he  company's s h a r e s  and 
t h e  co rpora t ion  income t ax  r a t e .  T h e  $27 m i l l i o n  expend i tu re  
e n t e r s  c o s t  of s e r v i c e  a s  d e p r e c i a t i o n  al lowances,  r e t u r n s  t o  
f i n a n c i e r s  of  t h e  ( reduced)  r a t e  base and a s  t a x e s  a t t r i b u t a 
b l e  t o  the  e q u i t y  sha re  of those  r e t u r n s .  The $ 3  m i l l i o n  
subs id ized  r educ t ion  i n  a c q u i s i t i o n  c o s t  is r e f l e c t e d  i n  
r educ t ions  i n  each of t hese  elements  of c o s t  of s e r v i c e .  
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S u p p o s e  t h a t  C o n g r e s s ,  i n  o r d e r  t o  r e d u c e  t h e  vo lume  of 
checks b e i n g  w r i t t e n  b y  t h e  g o v e r n m e n t  d e c i d e s  t o  make 

c a p i t a l  s u b s i d y  p a y m e n t s  i n  t h e  f o l l o w i n g  way: Compan ies  
q u a l i f y i n g  f o r  t h e  s u b s i d y  w i l l  b e  p e r m i t t e d  t o  s i m p l y  s u b -
t r a c t  f rom t h e  t a x e s  o t h e r w i s e  p a y a b l e  by them t h e  amoun t  o f  

t h e  s u b s i d y  owed t h e m ;  e l i g i b i l i t y  f o r  t h e  s u b s i d y  wou ld  
s t i l l  be documen ted  by i n v o i c e s ,  c o n t r a c t s  a n d  o t h e r  e v i 

d e n c e s  o f  p u r c h a s e ,  a s  i n  t h e  case o f  t h e  s u b s i d y  p a y a b l e  b y  
t h e  Commerce D e p a r t m e n t .  T h i s  mode o f  paymen t  w i l l  s a v e  

c h e c k - w r i t i n g  e x p e n s e  f o r  t h e  g o v e r n m e n t ;  i t  w i l l  a l s o  s a v e  
a d m i n i s t r a t i v e  e x p e n s e s  because t h e  c a p i t a l  g o o d s  q u a l i f y i n g  
fo r  t h e  c r e d i t  a r e  a l r e a d y  a c c o u n t e d  f o r  i n  t h e  t a x  books-of-

a c c o u n t  r e v i e w e d  by  t h e  IRS. 

i . e . ,Under  t h i s  mode o f  p a y m e n t ,  - a s  a c r e d i t  a g a i n s t  
t a x  o t h e r w i s e  d u e ,  t h e  i l l u s t r a t i v e  r e g u l a t e d  company,  a t  t h e  
b e g i n n i n g  of 1 9 7 9  s t i l l  h a s  $ 3 0  m i l l i o n  i n  a d d i t i o n a l  c a s h  

a n d  o t h e r  c u r r e n t  a s se t s  w i t h  w h i c h  t o  p u r c h a s e  a r e p l a c e m e n t  
v i n t a g e  o f  p l a n t  and  e q u i p m e n t  items. B u t  now, when i t  b u y s  
t h e  items, i t  w i l l  a u t o m a t i c a l l y  r e d u c e  t h e  c a s h  r e q u i r e m e n t  
f o r  p a y i n g  t a x e s  ( i n c l u d e d  among t h e  c u r r e n t  l i a b i l i t i e s  i n  
i t s  e n d  of 1 3 7 9  b a l a n c e  s h e e t )  by  $ 3  m i l l i o n .  T h u s ,  t h e  

f i n a n c i a l  s t a t e m e n t s  shown i n  T a b l e  3 s t i l l  c o r r e c t l y  p o r t r a y  
t h e  r e s u l t s  of  i t s  s u b s i d i z e d  a c q u i s i t i o n  o f  p l a n t :  The  $ 3  

m i l l i o n  of  r e d u n d a n t  c a s h  w o u l d  be u s e d  t o  r e d u c e  o u t s t a n d i n g  

d e b t  and  e q u i t y  t o  c o r r e s p o n d  w i t h  t h e  $ 3  m i l l i o n  r e d u c t i o n  
i n  r a t e  b a s e ;  t h e  1 9 7 9  income  s t a t e m e n t  would  show e x a c t l y  

t h e  same e n t r i e s ,  i n c l u d i n g  $ 2 3 . 6 1  m i l l i o n  a s  p r o v i s i o n  f o r  
F e d e r a l  income t a x e s ,  a n  amoun t  t h a t  m u s t  be i n c l u d e d  i n  c o s t  

o f  s e r v i c e .  

T h i s  l a t t e r  f i g u r e ,  t h e  $ 2 3 . 6 1  m i l l i o n  p r o v i s i o n  f o r  

F e d e r a l  income t a x  when $ 3  m i l l i o n  less  w i l l  a c t u a l l y  be 
p a i d ,  i s  t h e  sou rce  of c o n t i n u i n g  c o n f u s i o n  a s  t o  t h e  p r o p e r  

way t o  a c c o u n t  f o r  t h e  c a p i t a l  s u b s i d y .  Many a r g u e  t h a t  t h e  
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$3 m i l l i o n  is not "paid" and, hence ought not t o  be included 
i n  t h e  1 9 7 9  c o s t  o f  s e r v i c e ,  -i . e . ,  t h a t  t h e  " r educ t ion  i n  
t ax"  be "flowed-through" and accounted fo r  a s  i n  Table 5. 

T h e s e  persons regard t h e  $3 m i l l i o n  of investment c r e d i t  no t  
sub t r ac t ed  from the  $23.61 m i l l i o n  of 1 9 7 9  tax  expense and 
t h e r e f o r e  included i n  c o s t  of s e r v i c e  a s  a "phantom t ax"  t h a t  
i n f l a t e s  the c o s t  of s e r v i c e  and thereby e n r i c h e s  r egu la t ed  
company s tockholders .  

T h e  confusion r e s u l t s  from a common tendency of laymen 

t o  regard the  c l ea rance  of payments through a s i n g l e  account  
a s  des t roying  the  bas i c  t r a n s a c t i o n s  w h i c h  gave r i s e  t o  t h e  
n e t  payment. That i s ,  while t hese  same persons  would ag ree  
t h a t  a Federal  subsidy of $ 3  m i l l i o n  paid i n  cash t o  a 
r egu la t ed  company on t h e  purchase of p l a n t  and equipment i s  
p e r f e c t l y  c o n s i s t e n t  w i t h  a tax expense of $23.61 m i l l i o n  
t h a t  yea r ;  nonpayment of $ 3  m i l l i o n  i n  t ax  l i a b i l i t y  i n  o rde r  
t o  g e t  t h e  same s u b s i d y  a s  a d d i t i o n a l  cash is  i n c o n s i s t e n t  
w i t h  t he  same tax  expense of $ 2 3 . 6 1 .  

Since these  persons a r e  not persuaded of t h e  a n a l y t i c a l  
e r r o r  they a r e  committing by a demonstrat ion t h a t  t h e  d o l l a r  
magnitudes r e s u l t i n g  from a t r a n s a c t i o n  i n  which $30  m i l l i o n  
of asse ts  a r e  purchased a t  a n e t  p r i v a t e  c o s t  of $27  m i l l i o n  
a r e  the  same whether t he  subs idy  is  paid i n  ca sh ,  accompanied 
by a f u l l  payment of t ax  l i a b i l i t y ,  o r  no t  paid i n  cash b u t  
c l ea red  a s  a c r e d i t  a g a i n s t  tax l i a b i l i t y ,  t he  fol lowing 
example may be h e l p f u l .  Suppose t h a t ,  included i n  t h e  c o s t  
of goods so ld  fo r  1 9 7 9 ,  is $ 5  m i l l i o n  of f u e l  purchased from 
company A and t h a t  i n c l u d e d  i n  t h e  r egu la t ed  company's 1 9 7 9  

s a l e s  is $1 m i l l i o n  of s e r v i c e s  so ld  t o  A .  Suppose f u r t h e r ,  
t h a t  A and the  r egu la t ed  company have agreed t h a t ,  i n  view of  
t h e i r  r e c i p r o c a l  se l le r -cus tomer  r e l a t i o n s ,  t h e  r egu la t ed  

company w i l l  r emi t  t o  A on ly  t h e  n e t  amount owed i t .  The 
r egu la t ed  company w i l l  t h e r e f o r e  use i t s  account payable t o  A 
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t o  c l e a r  amounts owed it  by A .  T h u s ,  i n  t h e  year i n  ques
t i o n ,  t h e  $5 m i l l i o n  of f u e l  purchases  a r e  recorded a s  an  
expense  ( d e b i t )  and a s  an e q u i v a l e n t  a c c o u n t  p a y a b l e  
( c r e d i t ) ;  and t h e  $1 m i l l i o n  s a l e s  t o  A a s  g r o s s  income 
( c r e d i t )  and an equ iva len t  account r e c e i v a b l e  ( d e b i t ) .  A t  
t h e  end  of t he  y e a r ,  t h e  regula ted  company c l e a r s  i t s  account  
r ece ivab le  from A of $1 m i l l i o n  a g a i n s t  t h e  $ 5  m i l l i o n  
account payable ,  and c l o s e s  i t s  account payable  by r e m i t t i n g  
a check f o r  $ 4  mil l ion .7 /- C l e a r l y ,  t h e  f a c t  t h a t  t h e  regu
l a t e d  company paid only  $ 4  m i l l i o n  i n  cash i n  s e t t l e m e n t  of 
t h e  r e c i p r o c a l  o b l i g a t i o n s  of i t  t o  A and from A t o  i t  does 
not  mean t h a t  t h e  $1 m i l l i o n  i n  s a l e s  t o  A have been o b l i t 
e r a t e d  or t h a t  i t s  c o s t  of goods so ld  has been reduced from 
$ 5  m i l l i o n  t o  $ 4  m i l l i o n ,  because t h i s  is  t h e  n e t  cash  
remi t tance  t o  the  f u e l  s u p p l i e r .  

S i m i l a r l y ,  when a c a p i t a l  subs idy ,  such a s  t h e  inves t 
m e n t  c r e d i t ,  is  c l e a r e d  a g a i n s t  t h e  tax  account of t h e  
r egu la t ed  company, t h e  c l e a r i n g  ope ra t ion  does not  o b l i t e r a t e  
t h e  tax  l i a b i l i t y  genera ted  by the  company's o p e r a t i o n ,  nor 
does i t  obscure the  conveyance of a subsidy t o  the  company i n  
r e s p e c t  o f  i t s  a c q u i s i t i o n  o f  p rope r ty  q u a l i f i e d  f o r  t h e  
subs idy .  T h u s ,  t h e  accounting procedure t h a t  p rope r ly  ana
l y z e s  a cash subsidy f o r  t h e  a c q u i s i t i o n  of c a p i t a l  is a l s o  
a p p r o p r i a t e  fo r  a c a p i t a l  s u b s i d y  paid by pe rmi t t i ng  a c r e d i t  

-7/ The account ing e n t r i e s  t o  r e f l e c t  t h i s  c l e a r i n g  t r a n s -

a c t i o n  a r e :  

Debit:  Accounts payable ........$1 m i l l i o n  


C r e d i t :  Accounts receivable............$l m i l l i o n  


Debit :  Accounts r e c e i v a b l e . .  ... $ 4  m i l l i o n  


C r e d i t :  Cash.. . . . . . . .  ..................$4 m i l l i o n  


Note t h a t  none of these e n t r i e s  a f f e c t  e n t r i e s  for  s a l e s  


of $1 m i l l i o n  t o  A or of c o s t  of goods s o l d  of  $ 5  m i l l i o n  


(pu rchases  of  f u e l  from A ) .  
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a g a i n s t  income t a x .  The "phantom t a x "  issue r a i s e d  i n  
c o n n e c t i o n  w i t h  c a p i t a l  s u b s i d i e s  c l e a r e d  t h r o u g h  t h e  t a x  

s y s t e m  is a f a l s e  i s sue :  I t  a r i s e s  from i n c o m p l e t e  a n a l y s i s  
o f  t h e  t r a n s a c t i o n s  i n v o l v e d .  M o r e o v e r ,  a n y  c a r e l e s s  c o n s i d 
e r a t i o n  of  " t a x  p a i d "  n e t  of s u b s i d i e s ,  o r  o t h e r  p a y m e n t s ,  
c l ea red  t h r o u g h  t h e  t a x  a c c o u n t s  o f  a g i v e n  y e a r  a s  a m e a s u r e  
of t a x  l i a b i l i t y  g e n e r a t e d  by  a t a x p a y e r ' s  e c o n o m i c  p e r f o r 
mance d u r i n g  a y e a r  w i l l  l e a d  t o  a g r o s s l y  m i s l e a d i n g  
i n d i c a t i o n  of t h e  t a x a b i l i t y  of  t h a t  t a x p a y e r ' s  i n c o m e ,  or 
w h a t  is p o p u l a r l y  c a l l e d  h i s  " e f f e c t i v e  t a x  r a t e . "8 /-

A 1  t h o u g h  t h e  a c c o u n t i n g  f o r  c a p i t a l  s u b s i d  i e s ,  when 

p a i d ,  i s  i n d e p e n d e n t  of t h e  form i n  w h i c h  t h e y  a r e  pa id- 
w h e t h e r  a s  c a s h  or  a s  c r e d i t s  a g a i n s t  income t a x  o t h e r w i s e  
d u e - - t h e r e  a r e  t h r e e  n o t a b l e  d i f f e r e n c e s  b e t w e e n  c a s h  c a p i t a l  
s u b s i d i e s  and  t h e  p r e s e n t  i n v e s t m e n t  c r e d i t .  F i r s t ,  b e c a u s e  
c a p i t a l  s u b s i d i e s  c l e a r e d  t h r o u g h  t a x  a c c o u n t s  a r e  r e g a r d e d  
a s  " r e d u c t i o n s  i n  t a x , "  t h e  amoun t  o f  t h e  s u b s i d y  p a y a b l e  
d u r i n g  a y e a r  is  l i m i t e d  t o  t h e  f i r s t  $ 2 5 , 0 0 0  o f  t a x  

l i a b i l i t y  p l u s  ( u l t i m a t e l y )  90 p e r c e n t  of t h e  t a x  l i a b i l i t y  
i n  e x c e s s  o f  $25 ,000 .9 /- A l t h o u g h  a t t a c h m e n t  of c o n d i t i o n s  

8 /  See U.S. T r e a s u r y  C e k a r t m e n t ,  E f f e c t i v e  Tax  Rates P a i d  b y  --
C o r p o r a t i o n s ,  1 9 7 2 ,  May, 1 9 7 8 .  

P r i o r  t o  1 9 7 9 ,  t h e  a n n u a l  l i m i t a t i o n  o n  t h e  amoun t  o f  
i n v e s t m e n t  c r e d i t  t h a t  m i g h t  be t a k e n  b y  a s i n g l e  t a x p a y e r  

was t h e  f i r s t  $ 2 5 , 0 0 0  o f  t a x  l i a b i l i t y  t h a t  y e a r  p l u s  50  
p e r c e n t  o f  t h e  t a x  l i a b i l i t y  i n  e x c e s s  o f  $ 2 5 , 0 0 0 .  I n  

1 9 7 9 ,  t h e  a n n u a l  maximum is t h e  f i r s t  $ 2 5 , 0 0 0  p l u s  6 0  pe r -
c e n t  o f  a n y  a d d i t i o n a l  t a x  l i a b i l i t y ,  t h e  p e r c e n t a g e  
i n c r e a s i n g  by 10 p o i n t s  i n  1 9 8 0  and  e a c h  s u c c e e d i n g  y e a r  

u n t i l  i t  becomes 9 0  p e r c e n t  i n  1 9 8 2 .  Amounts  of c r e d i t  
e a r n e d  i n  a n y  y e a r  b u t  n o t  t a k e n  by  r e a s o n  of t h i s  

l i m i t a t i o n  may be c a r r i e d  back 3 y e a r s  a n d  f o r w a r d  7 .  



-30-


t o  t he  g ran t ing  of cash c a p i t a l  s u b s i d i e s  is  not unusual ,  
imposi t ion of a requirement t h a t  t h e  p r i v a t e  inves to r  have 
c u r r e n t  tax  l i a b i l i t y  is not a normal c o n d i t i o n .  The e f f e c t  
of t h i s  l i m i t a t i o n  on e f f e c t i v e  r e c e i p t  of t h e  c a p i t a l  
s u b s i d y  is f r e q u e n t l y  a de lay  i n  i t s  conveyance t o  t h e  
i n v e s t o r ,  and i n  some c a s e s ,  p a r t i a l  d e n i a l  of t h e  subsidy.  

The second d i f f e r e n c e  between a normal cash s u b s i d y  f o r  

t he  purchase of q u a l i f i e d  c a p i t a l  goods and t h e  p r e s e n t  
investment c r e d i t  is t h a t  the  c r e d i t  is payable i n  advance of 
t he  l e g a l  a c q u i s i t i o n  of t h e  a s s e t ,  under c e r t a i n  circum
s t a n c e s .  I f  t he  a s s e t  i n  ques t ion  t akes  more than two yea r s  
t o  c o n s t r u c t ,  t h e n  i f  t h e  purchase c o n t r a c t  c a l l s  f o r  advance 
payments, popular ly  c a l l e d  "p rogres s  payments", then t h e  
investment c r e d i t  may be taken a s  these  payments a r e  made.lO/-
T h i s  is a c u r i o u s ,  and asymmetrical ,  i n t r u s i o n  of "cash 
account ing" procedures  i n  a t ax  account ing system t h a t ,  
except  for  i t s  gene ra l  r e l i a n c e  on t h e  occurrence of an 

exchange event  t o  t r i g g e r  " r e c o g n i t i o n "  (measurement) o f  
g r o s s  and ne t  t axab le  inc'ome, a p p l i e s  a c c r u a l  procedures .  

The event  t h a t  s i g n i f i e s  e n t i t l e m e n t  t o  a purchase 
s u b s i d y  is t h e  l e g a l  a c q u i s i t i o n  of the  q u a l i f i e d  proper ty ;  
t he  b a s i s  fo r  t h e  subsidy is  t h e  va lue  of t h e  p rope r ty  a t  t h e  
time a c q u i s i t i o n  occurs .  I f  t h e  terms a r e  C . G . D . ,  t he  
exchange p r i c e  covers  a l l  cos t s - - inc luding  c a p i t a l  cos t s - 

incurred p r i o r  t o  the  exchange; i f  t he  terms c a l l  for  pre- . 
d e l i v e r y ,  " p r o g r e s s , "  payments, t h e n  p a r t  of t he  c a p i t a l  
c o s t s - - i n t e r e s t  on working c a p i t a l - - a r e  assumed by the  buyer; 
i f  t h e  terms c a l l  f o r  de fe r r ed  payment, t h e n  two t r a n s a c t i o n s  
a r e  involved,  an exchange of p r o p e r t y ,  and a loan .  I n  

710/ I n t e r n a l  Revenue Code, s e c t i o n  4 6 ( d ) .  
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p r i n c i p l e ,  the  subs id i zab le  b a s i s  of the  p rope r ty  should be 
t h e  same i n  a l l  t hese  c a s e s ,  because t h e  va lue  of t h e  

p rope r ty  i s  t h e  same when the  proper ty  exchanges. -I f ,  i n  t h e  
p rogres s  payment c a s e ,  an e x p l i c i t  imputation of t h e  c o n t r i 
but ion  by t h e  purchaser t o  the  value of t h e  p rope r ty  i n  t h e  
form of i n t e r e s t  on loans  he has  made were recognized,  and 
t h a t  i n t e r e s t  income a t t r i b u t e d  (and taxed)  t o  h im a s  l e n d e r ,  
i t  would be c l e a r  t h a t  t h e  "progress"  payment should no t  
t r i g g e r  a " p u r c h a s e "  s u b s i d y .  The i m p l i c i t  amount o f  

i n t e r e s t  pa id ,  l i k e  t h a t  paid t o  any c r e d i t o r ,  would be 
incorporated i n  the  s e l l i n g  p r i c e  of  the  p rope r ty ,  and t h a t  
s e l l i n g  p r i c e ,  when paid on d e l i v e r y ,  would c o n s t i t u t e  t h e  
b a s i s  for  t h e  purchase s u b s i d y .  

Under p r e s e n t  t a x  law c o n v e n t i o n s ,  no i n t e r e s t  i s  
imputed w i t h  r e spec t  t o  progress  payments: i t  n e i t h e r  appears  
i n  the  t axab le  income of  t h e  i m p l i c i t  l e n d e r ,  nor i s  i t  

accumulated a s  p a r t  of t h e  c o s t  of t he  p rope r ty .  I t  t h e r e -
f o r e  f o l l o w s  t h a t ,  when d e l i v e r y  h a s  o c c u r r e d  and t h e  
p rope r ty  f inanced by p rogres s  payments has  been placed i n  
s e r v i c e ,  the  amount of s u b s i d y  payable i s  l e s s  than i t  would 
be under a C.O.D. c o n t r a c t .  B u t ,  t h i s  i s  a s  i t  should be ,  
fo r  p a r t  of t h e  a c q u i s i t i o n  p r i c e  has been paid w i t h  untaxed 
funds--the i m p l i c i t  i n t e r e s t  on the  advance of f u n d s .  To 

a l low an a c c e l e r a t i o n  of subsidy payments t h e r e f o r e  provides  

an unwarranted enhancement of t h e  subsidy t h a t  encourages 
t h i s  form of p r o j e c t  f i n a n c i n g . l l /-
-11/To a p p r e c i a t e  t h e  i l l o g i c  of a l lowing purchase s u b s i d i e s  

. when prepayments of t h e  purchase p r i c e  a r e  made, cons ide r  
whether purchase s u b s i d i e s  should be delayed a s  repayments 
of p r i n c i p a l  a r e  made over t h e  l i f e  of a d e f e r r e d  payment 
plan t o  f inance  t h e  same purchase.  T h i s  would c l e a r l y  
devalue t h e  purchase subs idy .  There is no reason t o  

s t r u c t u r e  a purchase (o r  s a l e )  s u b s i d y  i n  a manner t o  

favor p a r t i c u l a r  payment schedu les .  
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As i t  h a p p e n s ,  " p r o g r e s s "  paymen t s  a r e  common among 
r e g u l a t e d  c o m p a n i e s  so t h a t  t h i s  u n u s u a l  c h a r a c t e r i s t i c  o f  
t h e  i n v e s t m e n t  t a x  c r e d i t  is p a r t i c u l a r l y  v a l u a b l e  t o  t h i s  
s ec to r  o f  t h e  economy. We s h a l l  n o t  a t t e m p t  t o  d e m o n s t r a t e  
h e r e  how t h i s  f u r t h e r  r e d u c e s  t h e  c o s t  o f  s e r v i c e  f o r ,  t o  d o  
s o ,  we would have  t o  i n t r o d u c e  a n  a d d i t i o n a l  s e t  of a c c o u n t s  
r e l a t i n g  t o  "cons t ruc t ion  work i n  p r o g r e s s " ,  an  a c t i v i t y  of  
r e g u l a t e d  companies t h a t  is s e p a r a t e  f rom i t s  norma l  a c t i v 
i t i e s  o f  p r o d u c i n g  and d i s t r i b u t i n g  s e r v i c e s ,  which i s  o f  
ma jo r  c o n c e r n  h e r e .  R a t h e r  w e  w i l l  s i m p l y  o b s e r v e  t h a t ,  i n  
t e r m s  o f  r e a l  r e s o u r c e  c o s t s ,  t h e  $3c1 m i l l i o n  e x p e n d i t u r e  f o r  
r a t e  b a s e  a s s e t s  we have  been  r e c o r d i n g  a r e  a l r e a d y  s u b s i 
d i z e d  by some amount ,  t h e  amount d e p e n d i n g  o n  t h e  l e n g t h  o f  
t ime t h e  u t i l i t y  h a s  t a k e n  t o  c o n s t r u c t  t h e  $30 m i l l i o n  u n i t  
i t  p l a c e s  i n  s e r v i c e  e a c h  y e a r .  

The t h i r d  d i f f e r e n c e  be tween  a c a s h  c a p i t a l  s u b s i d y  and 
t h e  i n v e s t m e n t  t a x  c r e d i t  d e r i v e s  f rom t h e  t a x  t r e a t m e n t  o f  

t h e  s u b s i d y  i t s e l f .  Whereas  a gove rnmen t  g r a n t  ( o r  o t h e r  
n o n s h a r e h o l d e r  " c o n t r i b u t i o n  t o  c a p i t a l " )  f o r  t h e  p u r p o s e  o f  

a c q u i r i n g  an a s s e t  is t r e a t e d  unde r  t h e  t a x  l a w s  a s  n o t  

r e c o v e r a b l e  by t h e  b e n e f i c i a r y  o f  t h e  g r a n t ,  t h e  s u b s i d y  
conveyed  a s  an  i n v e s t m e n t  t a x  c r e d i t  is.  T h a t  i s ,  i f  t h e  
Commerce Depar tmen t  had p a i d  $ 3  m i l l i o n  t o w a r d  t h e  p u r c h a s e  
of $ 3 0  m i l l i o n  of e q u i p m e n t ,  t h e  p u r c h a s e r  of t h e  e q u i p m e n t  
wou ld  b e  t r e a t e d  unde r  t h e  t a x  l a w s ,  a s  unde r  t h e  no rma l  
r u l e s  o f  f i n a n c i a l  a c c o u n t i n g  f o l l o w e d  i n  t h e  b a l a n c e  s h e e t  
p r e s e n t a t i o n  a b o v e ,  a s  h a v i n g  o n l y  $27 m i l l i o n  i n  p r i v a t e  
r e s o u r c e s  r e c o v e r a b l e  a s  d e p r e c i a t i o n .  -1 2 /  However when t h a t  
same s u b s i d y  is  conveyed  a s  a c r e d i t  a g a i n s t  income t a x ,  t h e  
i n v e s t o r  is  p e r m i t t e d  t o  t a k e  t a x  d e p r e c i a t i o n  d e d u c t i o n s  
w i t h  r e s p e c t  t o  t h e  $ 3  m i l l i o n  o f  s u b s i d y  a s  wel l  a s  t h e  $27 
m i l l i o n  pa id  w i t h  h i s  own ( o r  b o r r o w e d )  f u n d s .  C l e a r l y ,  a 1 0  

p e r c e n t  i n v e s t m e n t  t a x  c r e d i t  s o  s t r u c t u r e d  is w o r t h  more,  
i . e . ,- d i s p l a c e s  more p r i v a t e l y  f i n a n c e d  r a t e  b a s e ,  t h a n  a 1 0  

p e r c e n t  cash s u b s i d y .  

I1 2 / S e c t i o n  3 6 2 ( c ) .  
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A c c o u n t i n g  f o r  t h e  " e x t r a "  s u b s i d y  i n h e r e n t  i n  -t h e  
____I_________ .-

i n v e s t m e n t  t a x-c r e d i t . l 3 /-

J u s t  a s  it  was c o n v e n i e n t  t o  d e v e l o p  r u l e s  f o r  a c c o u n t 

i n g  f o r  a s u b s i d y  by f i r s t  e x a m i n i n g  i t  when p a i d  i n  ca sh ,  so  
i t  w i l l  b e  i l l u m i n a t i n g  t o  t r a n s l a t e  t h e  a d d i t i o n a l  s u b s i d y  

e l e m e n t  c o n v e y e d  by  t a x  d e p r e c i a t i o n  of  a c a p i t a l  s u b s i d y  
i n t o  c a s h  g r a n t  e q u i v a l e n t s .  To do t h i s ,  we m o d i f y  t h e  
o r i g i n a l  1 0  p e r c e n t  s u b s i d y  p a i d  by  t h e  Commerce D e p a r t m e n t  
i n  t h e  f o l l o w i n g  way: To e n h a n c e  t h e  c a p i t a l  s u b s i d y  w h i l e  
n o t  i n i t i a l l y  p a y i n g  t h e  f u l l  amoun t ,  t h e  S e c r e t a r y  of 
Commerce o f f e r s  t o  add t o  t h e  1 0  p e r c e n t  s u b s i d y ,  wh ich  is  
p a y a b l e  on s u b m i s s i o n  o f  e v i d e n c e  t h a t  q u a l i f i e d  p r o p e r t y  h a s  
b e e n  a c q u i r e d ,  a n  a d d i t i o n a l  s u b s i d y  i n  s u b s e q u e n t  y e a r s ,  

p r o v i d e d  t h e  p u r c h a s e r  . r e t a i n s  and  uses t h e  p r o p e r t y .  T h u s ,  
t h e  a d d i t i o n a l  s u b s i d y  i s  f o r m u l a t e d  a s  a n  a m o u n t ,  p a y a b l e  a t  

t h e  e n d  of e a c h  p e r i o d  o f  u s e ,  e q u a l  t o  t h e  r e d u c t i o n  i n  
income t a x  p a y a b l e  had t h e  g o v e r n m e n t ' s  g r a n t  b e e n  i n c l u d e d  
i n  t h e  i n v e s t o r ' s  t a x  d e p r e c i a t i o n  b a s i s .  The r a t i o n a l e  f o r  
s u c h  a s u b s i d y  m i g h t  b e  ' t h a t  t h e  g o v e r n m e n t  b e l i e v e s  t h a t ,  
f i r s t ,  by  d e l a y i n g  t h e  paymen t  o f  t h e  a d d i t i o n a l  s u b s i d y  t o  
t h e  p u r c h a s e r  h e  w i l l  be d i s c i p l i n e d  i n t o  making  f e w e r  
f r i v o l o u s  i n v e s t m e n t s  s i n c e  h e  i n i t i a l l y  w i l l  h a v e  t o  p a y  t h e  
9 0  p e r c e n t  u n s u b s i d i z e d  p o r t i o n  of t h e  a s s e t ' s  c o s t  and  w a i t  
f o r  t h e  r e m a i n d e r  f o r  t h e  f u l l  l i f e  of t h e  a s s e t .  S e c o n d l y ,  
i t  m i g h t  be  t h o u g h t  t h a t  s t r i n g i n g  o u t  p a r t  o f  t h e  s u b s i d y  

13 /  K e  d o  n o t  h e r e  a c c o u n t  f o r  t h e  e n h a n c e m e n t  of t h e  i n v e s t -
c 


ment  c r e d i t  r e s u l t i n g  f rom i t s  a v a i l a b i l i t y  a s  " p r o g r e s s  

p a y m e n t s "  a r e  made.  T o  d o  so would r e q u i r e  c o m p l i c a t i n g  
t h e  p r e s e n t a t i o n  t o  s e p a r a t e l y  a c c o u n t  f o r  t h e  r e g u l a t e d  

c o m p a n y ' s  c o n s t r u c t  i o n  a c t i v i t y  . S i n c e  t h i s  i s  n o t  
r e l a t e d  t o  c u r r e n t  c o s t  o f  s e r v i c e ,  i t  is  b e t t e r  i g n o r e d  
i n  t h e  e x p o s i t i o n .  
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o v e r  t h e  l i f e  of t h e  i n v e s t m e n t  w i l l  s e r v e  t o  i n d u c e  t h e  
i n v e s t o r  t o  s q u e e z e  o u t  t h e  f u l l  p r o d u c t i v i t y  of t h e  a s s e t .  
G e a r i n g  t h e  amount  of a d d i t i o n a l  s u b s i d y  t o  t h e  t a x  r a t e  of 
t h e  s u b s i d i z e d  i n v e s t o r  is  q u e s t i o n a b l e .  T h e r e  would appear 
t o  be no economic  p o l i c y  o b j e c t i v e  s e r v e d  by making  t h e  

a d d i t i o n a l  s u b s i d y  w o r t h  more t o  h igh - income  i n v e s t o r s .  The  
b a s i c  1 0  p e r c e n t  s u b s i d y ,  of  c o u r s e ,  is e q u a l - v a l u e d  t o  a l l  
i n v e s t o r s .  

Under t h i s  r e v i s e d  f o r m u l a t i o n  o f  t h e  1 0  p e r c e n t  c a p i t a l  

s u b s i d y ,  s t i l l  a s s u m i n g  t h a t  t a x  d e p r e c i a t i o n  i m p u t a t i o n  
r u l e s  match t h o s e  used  by  t h e  r e g u l a t o r y  a u t h o r i t y ,  a t  t h e  

e n d  o f  1 9 7 9 ,  t h e  f i r s t  y e a r  of t h e  s u b s i d y  p r o g r a m ,  t h e  

Commerce D e p a r t m e n t  w i l l  p a y  a n  a d d i t i o n a l  s u b s i d y  of $ 4 6 , 0 0 0  
t o  t h e  u t i l i t y  company.. T h i s  i s  equal  t o  4 6  p e r c e n t  ( t h e  

income  t a x  r a t e )  of $ 1 0 0 , 0 0 0 ,  t h e  a n n u a l  d e p r e c i a t i o n  o f  t h e  
s u b s i d y  ( $ 3  m i l l i o n / 3 0  y e a r s )  f o r  t h e  1 9 7 9  v i n t a g e .  A t  t h e  

end  of 1 9 8 0 ,  b o t h  t h e  1979  and  1 9 8 0  $ 3  m i l l i o n  s u b s i d i e s  w i l l  
q u a l i f y  f o r  a n  a d d i t i o n a l  $ 4 6 , 0 0 0  paymen t  f rom Commerce. 
U l t i m a t e l y ,  a f t e r  a l l  3 0 '  v i n t a g e s  h a v e  b e e n  b r o u g h t  w i t h i n  

t h e  scope o f  t h i s  m o d i f i e d  s u b s i d y ,  e a c h  y e a r  t h e  r e g u l a t e d  
company w i l l  r e a l i z e  a c a s h  s u b s i d y  o f  $ 4 . 3 8  m i l l i o n  for  e a c h  

$30 m i l l i o n  of p l a n t  and  e q u i p m e n t  i t  p u r c h a s e s :  $ 3  m i l l i o n  
r e p r e s e n t i n g  1 0  p e r c e n t  of  t h e  p u r c h a s e  p r i c e  of t h e  q u a l i 
f i e d  p r o p e r t y ,  $1 .38  m i l l i o n  a s  s u p p l e m e n t a r y  s u b s i d y  fo r  30 
v i n t a g e s  i n  u s e ,  a t  $ 4 6 , 0 0 0  per  v i n t a g e .  The a n n u a l  s u b s i d y  
per $30 m i l l i o n  i n v e s t m e n t  i n  q u a l i f i e d  p r o p e r t y  i s ,  t h e r e -
f o r e ,  e f f e c t i v e l y  1 4 . 6  p e r c e n t  ( $ 4 . 3 8  m i l l i o n  d i v i d e d  by  $30  
m i l l  i o n )  . 

A l t o g e t h e r ,  t h e  r e v i s e d  "10  p e r c e n t "  c a s h  s u b s i d y  w i l l  
u l t i m a t e l y  r e d u c e  t h e  u n s u b s i d i z e d  r a t e  base of our  r e g u l a t e d  
company from $ 4 6 5  m i l l i o n  t n  $ 3 9 7 . 1 1  m i l l i o n ,  t h e  r e m a i n i n g  

$67 .89  m i l l i o n  o f  c a p i t a l  h a v i n g  b e e n  f u r n i s h e d  by  t h e  
F e d e r a l  g o v e r n m e n t .  T h u s ,  t h e  e n h a n c e d  " 1 0  p e r c e n t "  s u b s i d y  

b r i n g s  a b o u t  t h e  f o l l o w i n g  c o s t  of s e r v i c e :  



---- 
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Cost o f  g o o d s  s o l d .  .........$165.00  m i l l i o n  


N e t  d e p r e c i a t i o n  ............ 25 .62  

I n t e r e s t  p a i d  ............... 23.83  

Income t a x e s . . . . . . . . . . . . . . . .  20 .30  
A f t e r - c o r p o r a t e - t a x  r e t u r n  

t o  e q u i t y  .................. 2 3 . 8 3  

T o t a l  cos t  o f  s e r v i c e . .  . . $ 2 5 8 . 5 8  m i l l i o n  

By r e d u c i n g  t h e  c a p i t a l  c o s t  e l e m e n t s  by  1 4 . 6  p e r c e n t ,  t h e  
" 1 0  p e r c e n t "  s u b s i d y  s u p p l e m e n t e d  by  f u t u r e  s u - b s i d i e s  e q u a l  
t o  t h e  v a l u e  o f  p r i v a t e  t a x  d e p r e c i a t i o n  of  t h e  i n i t i a l  
s u b s i d y  s u c c e e d s  i n  r e d u c i n g  t o t a l  c o s t  o f  s e r v i c e  by  5 .8  

p e r c e n t .  

The p r e s e n t  i n v e s t m e n t  t a x  c r e d i t  possesses e x a c t l y  t h e  

c h a r a c t e r  i s t i c s  j u s t  d e s c r i b e d  f o r  a n  e n h a n c e d  " 1 0  p e r c e n t "  
c a p i t a l  s u b s i d y .  I t  t h e r e f o r e  f o l l o w s  t h a t  t h e  p roper  pro

c e d u r e  f o r  a c c o u n t i n g  f o r  t h e  i n v e s t m e n t  c r e d i t  is  t h a t  a l s o  
j u s t  d e s c r i b e d :  W h i l e  t h e  t a x  e x p e n s e  e n t e r i n g  cos t  of 
s e r v i c e  is  $20.30  m i l l i o n  e a c h  y e a r  a f t e r  f u l l  a d j u s t m e n t  t o  

t h e  e n h a n c e d  s u b s i d y ,  a t o t a l  c a p i t a l  s u b s i d y  o f  $ 4 . 3 8  
m i l l i o n  i s  c l e a r e d  a g a i n s t  t h i s  a c c r u e d  l i a b i l i t y ,  r e s u l t i n g  
i n  a paymen t  of $ 1 5 . 9 2  m i l l i o n  i n  c a s h  t o  t h e  T r e a s u r y  a n d  
l e a v i n g  $ 4 . 3 8  m i l l i o n  a s  a n  a d d i t i o n  t o  " u n a m o r t i z e d  s u b s i d y "  
w h i c h  w i l l  e x a c t l y  o f f s e t  t h e  a m o r t i z a t i o n  o f  t h e  b a l a n c e  i n  

t h a t  a c c o u n t  and  s u s t a i n  a n e t  r a t e  b a s e  o f  $ 3 9 7 . 1 1  m i l l i o n  
f i n a n c e d  by  $ 2 3 8 . 2 7  m i l l i o n  of  b o n d s  and  $ 1 5 8 . 8 4  m i l l i o n  of 

e q u i t y .  

111. A c c o u n t i n q  f o r  a s u b s i d y  f o r  t h e  f i n a n c i n g  -o f  
I__-

c a p i t a l .  

S u b s i d i e s  t o  p r i v a t e  c a p i t a l  f o r m a t i o n  may e i t h e r  b e  i n  

t h e  f o r m  of  g r a n t s ,  or  t h e  i n v e s t m e n t  t a x  c r e d i t ,  d i s c u s s e d  
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above, or i n  the  form of f inanc ing .  I n  the  case  of g r a n t s ,  
t h e  government assumes some p a r t  of t h e  c o s t  of acqu i r ing  t h e  

e l i g i b l e  p rope r ty ,  thereby r e l i e v i n g  the customers who pur
chase t h e  product of  t h i s  c a p i t a l  of a p a r t  of  t he  c o s t s  of 

rep lac ing  the  c a p i t a l  a s  wel l  a s  the  r e t u r n  thereon (and t h e  
income tax  a t t r i b u t a b l e  t o  t h a t  income). I n  t h e  ca se  of 
f inanc ing  s u b s i d i e s ,  loans  t o  d i s p l a c e  p r i v a t e  f inanc ing  a r e  
e i t h e r  made d i r e c t l y  by the  government, or  t h e  terms of 
p r i v a t e  loans a r e  subs id i zed ,  i . e . ,  by  government gua ran tees-
t o  l ende r s  which reduce loan r a t e s  of i n t e r e s t ,  or  by govern-
mental assumption of a l l  or  p a r t  of the  i n t e r e s t  payments t o  
l ende r s .  T h u s ,  i n  t h e  case  o f  s u b s i d i e s  p e r t a i n i n g  t o  t h e  

f inanc ing  of p r i v a t e  c a p i t a l ,  customers a r e  r e l i eved  only of 
t he  subs id ized  c a p i t a l  r e t u r n  c o s t s ;  they m u s t  s t i l l  pay 
p r i c e s  which w i l l  permit recovery of the c a p i t a l  used-up i n  
product  ion.  

Normally, the  accounting for  i n t e r e s t  s u b s i d i e s  r a i s e s  
no i s s u e s .  However, t h e  formula t ion  of Federal  f i nanc ing  
s u b s i d i e s  commonly d e s c r i b e d  a s  " t a x  d e f e r r a l "  c o n t a i n s  
elements t h a t  confuse a n a l y s t s  and laymen a l i k e ,  making t h e  
accounting f o r  t hese  s u b s i d i e s  a cont inuing  source of con

t r o v e r s y ,  a g a i n  c e n t e r e d  on d e b a t e  o v e r  t h e  m e r i t s  o f  
"normal iza t ion"  or "flow-through". To  c l a r i f y  a n a l y s i s  of a 
proper accounting f o r  such s u b s i d i e s ,  we s h a l l  aga in  f i r s t  
s p e c i f y  the  p re sen t  " t a x  d e f e r r a l "  subsidy a s  a program 
adminis tered by  t h e  Commerce Department t o  d e r i v e  from i t s  
s t r u c t u r e  and f u n c t i o n s  a s e t  o f  a c c o u n t i n g  p r o c e d u r e s  
capable  of measuring t h e  impact of t h e  s u b s i d i e s .  These w i l l  

again be found t r a n s f e r a b l e  e x a c t l y  t o  an accounting fo r  t he  
same s u b s i d i e s  c l e a r e d  through t h e  t ax  system. And once 
more, t hese  procedures  w i l l  be found t o  be those  c a l l e d  

norm a 1i z a t ion .I' 
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purchase of qual  i f  ied proper ty  . 
Suppose t h a t ,  beginning on January 1, 1 9 7 9 ,  Congress 

a u t h o r i z e s  the  Sec re t a ry  of Commerce t o  make l o a n s ,  a t  ze ro  
r a t e s  of i n t e r e s t ,  t o  .any purchasers  of dep rec i ab le  p rope r ty  
i n  o rder  t o  a s s i s t  them w i t h  t h e  f inanc ing  of t h i s  form of 
c a p i t a l  formation. The S e c r e t a r y ,  a f t e r  seeking a formula 
which would be e a s y  t o  a d m i n i s t e r ,  a v o i d  1 0 0  p e r c e n t  
f i nanc ing ,  and could be f l e x i b l y  adapted t o  t h e  varying l i f e  

c h a r a c t e r  i s t i c s  of  dep rec i ab le  p rope r ty ,  d e v i s e s  t h i s  formu
l a t i o n :  A t  the  end of each year a f t e r  t he  purchase of 
dep rec i ab le  p rope r ty ,  t he  Commerce Department w i l l  lend a s u m  
t o  the  owner, a t  zero i n t e r e s t ,  equal  t o  the  product of h i s  
t ax  r a t e  t imes the  dif . ference between a proclaimed d e p r e c i 
a t i o n  imputation schedule f o r  t h a t  p rope r ty  and one which 
d e s c r i b e s  t h e  r e a l  economic decay of t h a t  p rope r ty .  The 
proclaimed schedule w i l l  simply be t h a t  produced by t h e  sum-
o f -yea r s '  d i g i t s  formula computed f o r  a l i f e  equal  t o  8 0  
pe rcen t  of t h e  r e a l  l i f e .  The " r e a l "  l i f e  and d e p r e c i a t i o n  

i m p u t a t i o n  s c h e d u l e  w i l l  be t h a t  used f o r  f i n a n c i a l  
rep'or t i n g  . 

T h i s  i s  an extremely c l e v e r  formula t ion  of t h e  terms of 
a loan t o  achieve  t h e  o b j e c t i v e s  of Congress i n  a u t h o r i z i n g  
t h e  program t o  encourage p r i v a t e  c a p i t a l  formation:  

1. The t iming of loans  and t h e i r  repayment a r e  automati
c a l l y  determined. Since the  t o t a l  b a s i s  of  t h e  a s s e t  
t o  be recovered under e i t h e r  t h e  proclaimed schedule  
o r  t he  r e a l  underlying schedule  is the  same, l oans  

t o m a t i c a l l y  w i l l  be extended i n  t h e  e a r l y  y e a r s  of 
t h e  ownership of t h e  p r o p e r t y ,  repa id  i n  t h e  l a t e r  

year's. 
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2 .  The amount of t h e  loans  w i l l  be g r e a t e r  t he  more 
d u r a b l e  t h e  a s s e t ,  i . e . ,  t he  longer l i v e d  and/or 
d e c e l e r a t e d  the  p a t t e r n  of r e a l  underlying depre
c i a t i o n .  T h i s  i s  d e s i r a b l e  because t h e  p r i v a t e  
f i n a n c i n g  needed t o  " c a r r y "  a s s e t s  i s  r o u g h l y  
c o r r e l a t e d  w i t h  d u r a b i l  i t y  .14/-

On the  o the r  hand, because t h e  amount of t he  f inanc ing  sub
s i d y  t h u s  provided is  d i r e c t l y  p ropor t iona l  t o  t h e  i n v e s t o r ' s  
t ax  r a t e ,  the  program formula lends  more t o  high income 
i n v e s t o r s  than o t h e r s .  Again, t h i s  seems t o  s e r v e  no u s e f u l  
economic p o l i c y  o b j e c t i v e s .  

Account ing  f o r  th.e---------..---.----------_------------------.-----s p e c i f i e d  " z e r o  i n t e r e s t "  l o a n  
subs idy .  

I n  t r a c i n g  ou t  t h e  e f f e c t s  of t h i s  Federal  lending pro-
gram, i t  is h e l p f u l  t o  ignore any s u b s i d i e s  f o r  purchasing 
t h e  a s s e t s .  Considering ' on ly  t h e  loan,  s i n c e  t h e  r egu la t ed  
company's 1 9 7 9  investment q u a l i f i e s  f o r  t h e  zero i n t e r e s t ,  o r  
i n t e r e s t - f r e e ,  Federal  lending program, we may e a s i l y  d e t e r -
mine the  schedule  of such loans  and repayments t h i s  v i n t a g e  
of  investment w i l l  g ene ra t e .  T h i s  is shown i n  Table 6 .  The  

proclaimed schedule  of " d e p r e c i a t i o n "  amounts i n  t h i s  c a s e  

14,' I n  t h e  l i m i t  of non-durab i l i t y ,  an a s s e t  which is  used-up 
and r e q u i r e s  replacement each year w i l l  r e q u i r e  a c o s t  of  
s e r v i c e  charge fo r  d e p r e c i a t i o n  equal  t o  replacement c o s t  

and no p r i v a t e  f inanc ing  of i t s  a c q u i s i t i o n  is r e q u i r e d ;  
t he  beginning balance s h e e t  w i l l  show $X f o r  such an 
a s s e t ,  t h e  ending ba lance  s h e e t  ze ro ,  w i t h  cash and o t h e r  
c u r r e n t  a s s e t s  increased  by $X, a v a i l a b l e  fo r  purchasing 
a replacement.  V i r t u a l l y  no c a p i t a l  is  r equ i r ed  t o  c a r r y  
such an a s s e t .  A t  t h e  oppos i t e  extreme,  an i n f i n i t e l y  
d u r a b l e  a s s e t  c o s t i n g  X w i l l  r e q u i r e  permanent f inanc ing  
of x.  
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w i l l  d i s t r i b u t e  t h e  $30  m i l l i o n  c o s t  o f  t h e  q u a l i f i e d  prop
e r t y  o v e r  24 y e a r s  ( 8 0  p e r c e n t  of 3 0 )  by  t h e  s u m - o f - y e a r s '  

d i g i t s  f o r m u l a .  T h u s ,  i n  t h e  f i r s t  y e a r ,  t h e  p r o c l a i m e d  
s c h e d u l a r  amount  f o r  t h e  r e g u l a t e d  company is $2 .4  m i l l i o n .  
S i n c e  i t s  norm f o r  d e p r e c i a t i o n  t h a t  y e a r  is  $ 1  m i l l i o n ,  i t  

c a n  borrow f rom t h e  Commerce D e p a r t m e n t  $ 6 4 4 , 0 0 0  a t  t h e  e n d  
o f  1 9 7 9  ( $ 2 . 4  m i l l i o n ,  less $1 m i l l i o n ,  times t h e  46  p e r c e n t  
t a x  r a t e  equa l  $ 6 4 4 , 0 0 0 ) .  A t  t h e  e n d  of 1 9 8 0 ,  t h e  1 9 7 9  
v i n t a g e  w i l l  q u a l i f y  t h e  r e g u l a t e d  company f o r  a n  a d d i t i o n a l  
$ 5 9 8 , 0 0 0  o f  i n t e r e s t - f r e e  b o r r o w i n g ,  and  s o  o n ,  t h r o u g h  1 9 9 2  
f o r ,  i n  1 9 9 3 ,  t h e  p r o c l a i m e d  s c h e d u l a r  amount  is  e q u a l  t o  t h e  
d e p r e c i a t i o n  norm o f  $ 1  m i l l i o n .  Through  1 9 9 2 ,  $ 4 . 8  m i l l i o n  
o f  i n t e r e s t - f r e e  b o r r o w i n g s  w i l l  h a v e  b e e n  g e n e r a t e d  by  tile 

1 9 7 9  v i n t a g e .  Then ,  b e g i n n i n g  i n  1 9 9 4 ,  u n u e r  tliis l e n i i n y  
p r o g r a m ,  r e p a y m e n t s  b e g i n  sn t h a t ,  when t h e  1 9 5 9  v i n t a g e  i s  

r e t i r e d  a t  t h e  e n d  o f  2 0 0 8 ,  a l l  $4 .8  m i l l i o n  o f  o u t s t d n d i n g  
l o a n s  g e n e r a t e d  by t h e  1 9 7 9  v i n t a g e  w i l l  h a v e  b e e n  r e p a i d .  

However ,  a t  t h e  b e g i n n i n g  of  1 9 8 0 ,  t h e  r e g u l a t e d  company 
w i l l  a c q u i r e  a n o t h e r  $30' m i l l i o n  o f  q u a l i f i e d  p r o p e r t y ,  a n d  

t h i s ,  t o o ,  w i l l  g e n e r a t e  q u a l i f i c a t i o n  f o r  i n t e r e s t - f r e e  
l o a n s .  I n d e e d ,  a t  t h e  e n d  of 1 9 8 0 ,  t h e  $ 5 9 8 , 0 0 0  o f  l oan  

e l i g i b i l i t y  o f  t h e  1 9 7 9  v i n t a g e  j u s t  n o t e d  w i l l  b e  a d d e d  t o  
b y  t h e  $ 6 4 4 , 0 0 0  f i r s t - y e a r  c o n t r i b u t i o n  o f  t h e  1 9 8 0  v i n t a g e ,  
p r o v i d i n g  a t o t a l  o f  $ 1 . 2 4 2  m i l l i o n  i n  new i n t e r e s t - f r e e  
l o a n s .  

C o n t i n u i n g  w i t h  t h e  a s s u m p t i o n  of  no  g r o w t h  o r  i n f l a 
t i o n ,  T a b l e  7 a r r a y s  t h e  a n n u a l  r e s u l t s  o f  t h i s  l e n d i n g  
p r o g r a m  o v e r  t h e  n e x t  3i) y e a r s .  I n  c o l u m n s  ( 2 )  a n d  ( 3 )  a r e  

shown t h e  a n n u a l  l o a n  p r o c e e d s  t o  w h i c h  q u a l i f i e d  p r o p e r t y  i n  
s e r v i c e  e n t i t l e s  t h e  r e g u l a t e d  company.  F o r  1 9 7 9 ,  t h e  
$ 6 4 4 , 0 0 0  g e n e r a t e d  b y  t h a t  v i n t a g e  is shown i n  c o l u m n  ( 2 ) ,  a s  
i s  t h e  combined  $ 1 . 2 4 2  m i l l i o n  t h e  1 9 7 9  a n d  1 9 8 0  v i n t a g e s  
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g e n e r a t e d  a t  t h e  e n d  o f  1 9 8 0 .  R e t u r n i n g  o u r  a t t e n t i o n  t o  t h e  
e n d  of 1 9 7 9 ,  i t  is o b v i o u s  t h a t  t h e  $ 6 4 4 , 0 0 0  of i n t e r e s t - f r e e  
l o a n s  may be u s e d  t o  e l i m i n a t e  t h a t  amount  of p r i v a t e  f i n a n c 
i n g  o f  t h e  $ 4 6 5  m i l l i o n  o f  r a t e  b a s e ;  t h u s ,  a t  t h e  b e g i n n i n g  
of 1 9 8 0 ,  $ 6 4 4 , 0 0 0  o f  d e b t  and  e q u i t y  h a s  b e e n  r e t i r e d ,  
l e a v i n g  o n l y  $464 .356  m i l l i o n  o f  p r i v a t e  f i n a n c i n g  f o r  t h e  

$ 4 6 5  m i l l i o n  of r a t e  base .  Then t h e  a d d i t i o n a l  l o a n  e l i g i 
b i l i t y  of  $1 .242  m i l l i o n  g e n e r a t e d  d u r i n g  1 9 8 0  e n a b l e s  t h e  
r e t i r e m e n t  o f  t h a t  a d d i t i o n a l  amount  o f  p r i v a t e  f i n a n c i n g  so 

t h a t ,  a t  t h e  b e g i n n i n g  o f  1 9 8 1 ,  p r i v a t e  d e b t  a n d  e q u i t y  t o  
s u p p o r t  t h e  $ 4 6 5  m i l l i o n  r a t e  b a s e  h a s  b e e n  r e d u c e d  t o  

$463 .114  m i l l i o n .  

U n t i l  1 9 9 2 ,  t h e  a d d i t i o n  o f  e a c h  v i n t a g e  o f  asse ts  
i n c r e a s e s  t h e  r e g u l a t e d ,  c o m p a n y ' s  l o a n  e l i g i b i l i t y  e a c h  y e a r  
b y  a n  amount  g r e a t e r  t h a n  t h e  p r e c e d i n g  y e a r .  The  r e a s o n  why 

i n c r e a s e s  i n  t h e  a n n u a l  i n c r e m e n t  t o  l o a n  e l i g i b i l i t y  peaks  
i n  1992  i s  t h a t ,  a f t e r  t h a t  y e a r ,  a s  we saw i n  T a b l e  6 ,  l o a n s  

w i t h  r e s p e c t  t o  t h e  1 9 7 9  v i n t a g e  h a v e  t o  be r e p a i d .  T h u s ,  i n  
1 9 9 3 ,  t h e  combined  i n c r e m e n t  t o  l o a n  e l i g i b i l i t y  p r o v i d e d  
t h a t  y e a r  by t h e  1 9 9 3  v i n t a g e  and  o t h e r s  i s  o f f s e t  i n  p a r t  b y  
r e p a y m e n t  of $ 4 6 , 0 0 0  w i t h  r e s p e c t  t o  t h e  1 9 7 9  v i n t a g e  a s s e t s .  
B e g i n n i n g  i n  1 9 9 4 ,  t h e  a n n u a l  i n c r e m e n t  t o  l o a n  e l i g i b i l i t y  
d e c l i n e s ,  r e a c h i n g  z e r o  i n  2 0 0 8 ,  a f t e r  a l l  v i n t a g e s  i n  use 
h a v e  become e l i g i b l e  f o r  i n t e r e s t - f r e e  l o a n s  t o  t h e  r e g u l a t e d  
company.  

By t h e  b e g i n n i n g  o f  2 0 0 8 ,  o u t s t a n d i n g  i n t e r e s t - f r e e  

l o a n s  t o  t h e  r e g u l a t e d  company h a v e  i n c r e a s e d  t o  $ 9 4 . 3  
m i l l i o n ,  a t o t a l  w h i c h  w i l l  remain c o n s t a n t  so  l o n g  a s  t h e  
r e g u l a t e d  company m a i n t a i n s  i t s  s tock  o f  s u b s i d y - f  i n a n c e d  
p l a n t  and  e q u i p m e n t  ( r a t e  b a s e ) .  S h o u l d  i t  f a i l  t o  s p e n d  $30  
m i l l i o n  some y e a r ,  i t  w i l l  h a v e  t o  r e d u c e  i t s  i n t e r e s t - f r e e  
l o a n s  o u t s t a n d i n g ,  p a y - o f f  $ 6 4 4 , 0 0 0  t h a t  y e a r ,  t h e  amoun t  o f  

e x p i r i n g  l o a n s  w i t h  r e s p e c t  t o  a l l  i t s  v i n t a g e s  n o t  o f f s e t  by  
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"new" lending �or  t he  v in t age  not acquired.  B u t ,  s i n c e  we 
have no reason t o  suppose t h a t  t h e  regula ted  company w i l l  n o t  

cont inue  t o  maintain i t s  r a t e  base,  t he  $94.3 m i l l i o n  of 
i n t e r e s t - f r e e  loans  w i l l  be sus t a ined  by t h e  e q u i v a l e n t  o f  
" ro l l i ng -ove r"  outs tanding  p r i v a t e  bonds: Loan repayments 
w i l l  be covered by new.borrowing. 

T h e  u l t ima te  e f f e c t  of the  Commerce Department lending 
program has  been t o  reduce the  unsubsidized f inanc ing  o f  $ 4 6 5  
m i l l i o n  requi red  t o  s u s t a i n  a $ 4 6 5  m i l l i o n  r a t e  base t o  on ly  
$ 3 7 0 . 7  m i l l i o n ,  w i t h  consequent r educ t ions  i n  t h e  c o s t  of 
s e r v i c e .  The e f f e c t s  on c o s t  of s e r v i c e  r e s u l t i n g  from t h e  

subs id ized  f inanc ing  program a r e  t abu la t ed  i n  columns ( 5 ) - ( 9 )  
o f  Table 7 .  Since t h e  s u b s i d y  does not reduce the  p r i v a t e  

c o s t  of purchasing pleant and equipment, t h e  $ 3 0  m i l l i o n  
a n n u a l  d e p r e c i a t i o n  c o s t  o f  s e r v i c e  r ema ins  u n a f f e c t e d .  
However, t h e  i n t e r e s t  pa id ,  income t a x ,  and a f t e r - c o r p o r a t e -
tax r e t u r n  t o  equ i ty  s t e a d i l y  d e c l i n e s  a s  Federa l  i n t e r e s t -
f r e e  f i n a n c i n g  grows.  U l t i m a t e l y ,  s i n c e  t h e  p r i v a t e  
f inanc ing  requi red  is reduced by 2 9 . 3  p e r c e n t ,  t h e  p o r t i o n s  
of c o s t  o f  s e r v i c e  r e l a t i n g  t o  r e t u r n s  t o  p r i v a t e  c a p i t a l  
s i m i l a r l y  d e c l i n e ,  and t h i s  b r i n g s  about a 5.9 p e r c e n t  

reduct ion  i n  t o t a l  c o s t  of s e r v i c e ,  from $274.57 m i l l i o n  t o  
$258.43 m i l l i o n .  

Clear ing  t h e  i n t e r e s t - f r e e  loan program through t h e  
income t ax .  

The lending program j u s t  descr ibed  r equ i r ed  t h e  Commerce 
. Department t o  w r i t e  checks in exchange f o r  p r i v a t e  f i r m s '  

no te s  agreeing t o  the  terms of the  loan ,  inc luding  repay
ments. Once aga in ,  t h e  n e c e s s i t y  f o r  w r i t i n g  checks t o  

implement the  f inanc ing  subsidy program can be avoided by 
c l e a r i n g  t h e  government  l e n d i n g  t h r o u g h  t h e  income t a x  

accounts  of  i n v e s t o r s .  Indeed, t h i s  has  been done. I n  1 9 5 4 ,  
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a l l  t axpayers  were allowed t o  use formulas for  determining 
annual d e p r e c i a t i o n  allowances t h a t  include t h e  sum-of-years' 
d i g i t s  method and o t h e r s  c o n s i s t e n t  w i t h  i t ,  whether or no t  
t h i s  matched t h e  r e a l  d e p r e c i a t i o n  p a t t e r n  of a s s e t s .  
Beginning i n  1 9 7 1 ,  taxpayers  have been allowed t o  use 8 0  

pe rcen t  of t h e  gu ide l ine  l i f e  fo r  s u c h  a s s e t s  published by 
the  Treasury Department, r e g a r d l e s s  of t he  economic l i v e s  of 
t h e i r  a s s e t s .  I n  c e r t a i n  o t h e r  c a s e s ,  Congress  h a s  
e x p l i c i t l y  i n t r o d u c e d  5-year  w r i t e - o f f s  and immediate 
expensing p r i v i l e g e s  t h a t  a r e  the  f u n c t i o n a l  e q u i v a l e n t s  of 
i n t e r e s t - f r e e  lending programs descr ibed  above. 

I t  w i l l  be r e c a l l e d  t h a t  t he  magnitude of t h e  i n t e r e s t -
f r e e  l o a n s  is dependen t  o n  t h e  d i f f e r e n c e  between t h e  
"procldimed" schedule  of d e p r e c i a t i o n  allowances and t h a t  
which would be used for  a c t u a l  income measurement. This 
c h a r a c t e r  i s t i c  of t he  lending program r a i s e s  c e r t a i n  i s s u e s  
concerning t h e  "norm" of d e p r e c i a t i o n  imputation t h a t  should 

be u s e d  f o r  " a c t u a l "  income measurement, a mat te r  t o  w h i c h  we 
w i l l  t u r n  below. However', i n  the  r egu la t ed  company case ,  a s  

has been noted above, t he  d e p r e c i a t i o n  imputation norm is  
s p e c i f i e d  and v a l i d a t e d  by r egu la to ry  commission r a t e  making 
r u l e s .  

T h u s ,  t o  the  e x t e n t  t h a t  t axab le  income of u t i l i t i e s  is 
measured w i t h  t h e  use of d e p r e c i a t i o n  imputation r u l e s  t h a t  ' 

d e p a r t  from those  used by r e g u l a t o r y  commissions, t he  Federal  
government i s  implementing an i n t e r e s t - f r e e  lending program 

of the  type j u s t  de sc r ibed .  P r i o r  t o  the  mod i f i ca t ions  of 
t h e  t a x  laws beginning i n  1 9 5 4 ,  t h e r e  was reasonably c l o s e  
correspondence between t h e  r e g u l a t o r y  and t ax  r u l e s  governing 
d e p r e c i a t i o n  imputat ion.  I n  r egu la t ed  i n d u s t r i e s ,  t h e r e f o r e ,  
t h e  post-1954 d e v i a t i o n s  of  tax r u l e s  for  income measurement 

from r e g u l a t o r y  norms marked the  i n t r o d u c t i o n  of a subs idy  
program t h a t  may only  be c o r r e c t l y  accounted fo r  a s  a source 

of i n t e r e s t - f r e e  loans .  
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We may t r a n s l a t e  t h e  d i scuss ion  above of an account ing 
f o r  t h e  e f f e c t  of i n t e r e s t  f r e e  Federal  f i nanc ing  i n t o  t h e  
terminology of r egu la to ry  accounting fo r  tax  expense a s  
fo l lows:  Attendant on investment i n  d e p r e c i a b l e  a s s e t s  is 
the  need t o  measure pre-tax income flowing from t h e i r  use ,  
a f t e r  making allowance for  t h e  u l t ima te  wor th lessness  of  
those  a s s e t s  d u e  t o  wear-and-tear and t o  
ever formula is  used fo r  imputing t h e  
d e c l i n e  i n  value over the  l i f e  of t h e  

measure t axab le  income, t h e  same t o t a l  
made for  r egu la to ry  purposes.  I f  t h e  

l a r g e r  d e p r e c i a t i o n  imputat ions e a r l y  i n  

obsolescence.  What-
occurrence  of t h i s  
a s s e t s  i n  o rder  t o  

imputat ion w i l l  be 
tax r u l e s  r e s u l t  i n  

t h e  l i v e s  of a s s e t s  
than is imputed under r egu la to ry  r u l e s ,  then tax d e p r e c i a t i o n  
imputat ions fo r  t he  same a s s e t s  w i l l  be smal le r  l a t e r  i n  t h e  
a s s e t s '  l i v e s .  I n  e f f e c t ,  the  e n t r i e s  i n  Table 6 measure the  
t i m e - d i s p l a c e m e n t  of  t a x  payments - -" tax  d e f e r r a l " - - n o t  a 
" forg iveness"  of t ax .  Since income tax is  a s t a t u t o r y  per
centage of income, and income i s  a func t ion  of t h e  p r i v a t e l y  
f inanced c a p i t a l  used  t o  produce s e r v i c e  by t he  r egu la t ed  
company, then i f ,  and only i f ,  t h e  r e g u l a t o r y  commission 
computes tax expense--an element of c o s t  of service--by using 
i t s  own d e p r e c i a t i o n  imputation r u l e s  w i l l  i t  measure and 
f a i r l y  d i s t r i b u t e  the  c o s t  of  c a p i t a l  s e r v i c e s  over time. 
"Tax d e f e r r a l "  r e p r e s e n t s  i n t e r e s t - f r e e  borrowing, t h e  bene
f i t s  of which w i l l  be d i s t r i b u t a b l e  t o  customers a s  t he  
loans ,  g e n e r a l l y  c a l l e d  "de fe r r ed  t a x e s " ,  d i s p l a c e  p r i v a t e  
f inanc ing .  

T h i s  accounting procedure i s  c a l l e d  "normal iza t ion"  of 
. t he  d i f f e r e n c e  between income t ax  l i a b i l i t y ,  t h e  c u r r e n t  year 

tax expense,  u s i n g  t he  company's d e p r e c i a t i o n  imputation 
r u l e s  ( t h e  r e g u l a t o r y  commission's r u l e s  i n  t h e  c a s e  of a 
r e g u l a t e d  company) and t h a t  u s i n g  t h e  t a x  d e p r e c i a t i o n  
imputation r u l e s .  The t a x  l i a b i l i t y  computed using t h e  

regula ted  company's own r u l e s ,  s i n c e  i t  is  pu re ly  a func t ion  
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of  t h e  tax r a t e  appl ied t o  an income measure based on t h e  
va lue  of a s s e t s  employed, and which a r e  p , * i v a t e l y  f inanced ,  

is  the  c o r r e c t  neasure of income tax  expense fo r  the  pe r iod ;  
t h e  d i f f e r e n c e ,  "defer red  t axes"  is a source of f i n a n c i a l  
f u n d s  a v a i l a b l e  (and u s e d )  t o  d i s p l a c e  p r i v a t e  f inanc ing .  

The  f i n a n c i a l  s t a t emen t s  f o r  1 9 7 9  t h a t  r e f l e c t  t h i s  
procedure a r e  shown i n  Table 8.  The only d i f f e r e n c e  between 
t h e s e  s t a t emen t s  and those  o f  t he  base case  f o r  t h e  same year  
( T a b l e  1) is  t h e  $ 0 . 6 4  m i l l i o n  ( $ 6 4 4 , 0 0 0 ,  rounded)  o f  

d e f e r r e d  t ax :  I n  t he  income s ta tement  r e f l e c t i n g  t h e  f i r s t -
year lending program, tax expense of $ 2 3 . 7 7  m i l l i o n  is 
presented  i n  two p a r t s ,  t he  n e t  $23 .13  m i l l i o n  payable a f t e r  
n e t t i n g  t h e  $ 0 . 6 4  m i l l i o n  of  i n t e r e s t  f r e e  loan p l u s  the  loan 
proceeds fo r  t h e  year i t s e l f ,  l a b e l l e d  "de fe r r ed  t a x " ;  i n  t h e  

end of 1 9 7 9  balance s h e e t ,  de fe r r ed  tax appears  on t h e  
l i a b i l i t y  s i d e ,  o f f s e t  on t h e  a s s e t  s i d e  by an e q u i v a l e n t  
$ 0 . 6 4  m i l l i o n  of cash and o the r  c u r r e n t  a s s e t s .  T h i s  r a i s e s  
t o t a l  a s s e t s  and l i a b i l i t i e s  t o  $565.64 m i l l i o n  a t  t h e  end of 
1 9 7 9 .  When the  $ 0 . 6 4  m i l l i o n  is u s e d  t o  reduce debt  and 

e q u i t y ,  a t  t h e  beginning of 1 9 8 0 ,  t h e  a s s e t  and l i a b i l i t y  
t o t a l s  w i l l  r e v e r t  t o  $ 5 6 5  m i l l i o n .  T h i s  p rocess  of d i s 

p l ac ing  p r i v a t e  f inanc ing  of t h e  r a t e  base ,  shown i n  Table 7 

t o  r e f l e c t  the  accumulation of i n t e r e s t - f r e e  loans ,  can 
occur ,  of course ,  on ly  i f  t h e  r e g u l a t o r y  commission p rope r ly  
r ega rds  t h e  t o t a l  t a x  expense,  computed on t h e  b a s i s  of i t s  
own d e p r e c i a t i o n  imputation r u l e s  and a l s o  shown i n  Table 7 ,  
a s  a c o s t  of  s e r v i c e .  Assuming prompt r egu la to ry  response,  
t h i s  normal iza t ion  procedure t o  account fo r  t h e  e f f e c t s  of an 
i n t e r e s t - f r e e  lending program charges  each y e a r ' s  customers 

t h e i r  t r u e  ( p r i v a t e )  c o s t  of s e r v i c e ,  a s  t h i s  has  been 
reduced by  t h e  volume of i n t e r e s t - f r e e  lending by Federal  

t axpaye r s .  
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M i s c h i e f  c a u s e d  by  r e g a r d i n g  t h e  p r o c e e d s  o f  i n t e r e s t -
f r e e  l o a n s  a s  a d d i t i o n s  t o  e q u i t y  " income"  f o r  t h e  yea r .  

T h e  f u n d a m e n t a l  a c c u r a c y  w i t h  w h i c h  " n o r m a l i z a t i o n "  of 

s u b s i d i e s  c l e a r e d  t h r o u g h  t h e  t a x  s y s t e m  a c c o u n t s  f o r  t h e  
u n d e r l y i n g  phenomena q a n  b e  d e m o n s t r a t e d  a g a i n  b y  c o n s i d e r i n g  

t h e  o u t c o m e  of " f low- th rough ' '  p r o c e d u r e s  a p p l i e d  t o  proceeds 
of  i n t e r e s t - f r e e  l o a n s  c l e a r e d  t h r o u g h  income t a x  a c c o u n t s .  

I n  Tab le  7 ,  co lumn ( 2 )  a r r a y s  t h e  a n n u a l  amount  o f  i n t e r e s t -
f r e e  l o a n s ,  o r  " d e f e r r e d  t axes" ,  g e n e r a t e d  b y  t h e  vo lume  of 
s u b s i d y - q u a l i f  i e d  p r o p e r t y  t h e n  i n  s e r v i c e .  I f  t h e s e  l o a n  
p r o c e e d s ,  p a y a b l e  t o  t h e  r e g u l a t e d  company i n  e x c h a n g e  f o r  
n o t e s  l a b e l l e d  "defer red  t a x e s " ,  a r e  s i m p l y  r e g a r d e d  a s  
" r e d u c t i o n s  i n  t a x "  for  t h e  y e a r s  i n  q u e s t i o n ,  t h e n  t h e y  make 
p o s s i b l e  a r e d u c t i o n  i n  r e q u i r e d  r e v e n u e s  t h a t  is  a m u l t i p l e  
o f  t h e  d e f e r r e d  t a x e s .  As n o t e d  i n  c o n n e c t i o n  w i t h  " f low-

t h r o u g h "  of  t h e  i n v e s t m e n t  c r e d i t ,  s i n c e  t h e s e  p a y m e n t s  a r e  
t a x - e x e m p t ,  a t  a t a x  r a t e  of  46 p e r c e n t  e a c h  d o l l a r  of l o a n  

p r o c e e d s  c a n  d i s p l a c e  $ 1 . 8 5 1  o f  pre-tax--customer-paid-
income f r o m  s a l e s .  For e x a m p l e ,  i n  1 9 8 0 ,  a s  shown i n  c o l u m n  
( 2 )  o f  T a b l e  7 ,  t h e  1 9 7 9  a n d  1 9 8 0  v i n t a g e s  g e n e r a t e  $ 1 . 2 4 2  

m i l l i o n  o f  i n t e r e s t - f r e e  l o a n  proceeds t h a t  y e a r .  T h i s  makes 
p o s s i b l e  a r e d u c t i o n  i n  r e q u i r e d  r e v e n u e s  o f  $ 2 . 3  m i l l i o n  
( $ 1 . 2 4 2  times $ 1 . 8 5 1 )  a s  compared w i t h  t h e  base case  l e v e l  of 

$274 .57  m i l l i o n ,  or  a r e q u i r e d  1 9 8 0  r e v e n u e  o f  $272 .27  
m i l l i o n .  I f  t h a t  is t h e  1 9 8 0  r e v e n u e ,  a f t e r  d e d u c t i n g  $ 1 6 5  

m i l l i o n  ( c o s t  o f  g o o d s  s o l d ) ,  $27 .9  m i l l i o n  ( i n t e r e s t  p a i d ) ,  
and  a - d e p r e c i a t i o n  d e d u c t i o n  o f  $ 3 2 . 7  m i l l i o n  ( 2 8  v i n 

t a g e s  @ $1 m i l l i o n  e a c h  p l u s  $ 2 . 3  m i l l i o n  f o r  t h e  1 9 7 9  
v i n t a g e  a n d  $2 .4  m i l l i o n  f o r  t h e  1 9 8 0  v i n t a g e ) ,  t a x a b l e  
income i s  $46 .67  m i l l i o n ,  a n d  t h e  t a x  l i a b i l i t y  p a y a b l e  i s  

$21 .47  m i l l i o n .  T h i s  amount  i s  t r e a t e d  a s  t a x  e x p e n s e  f o r  
t h e  y e a r ,  " d e f e r r e d  t a x "  n o t  b e i n g  r e c o r d e d ;  t h e  i n t e r e s t -
f r e e  l o a n  is t h e r e f o r e  n o t  a c c o u n t e d  f o r  by  t h e  r e g u l a t o r y  

a u t h o r i t y .  T h e  r e q u i r e d  1 9 8 0  r e v e n u e  o f  $ 2 7 2 . 2 7  i s  
decomposed  i n  t h a t  y e a r ' s  i ncome  s t a t e m e n t  a s  f o l l o w s :  
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Cost  o f  g o o d s  s o l d . .  ..$165 .00  m i l l i o n  
D e p r e c i a t i o n  .......... 3 0 . 0 0  

I n t e r e s t  p a i d  ......... 27.90 
F e d e r a l  income t a x  

p a i d  ................. 21.47 
Net r e t u r n  t o  e q u i t y . .  27.90 

T o t a l .  .........$272.27  m i l l i o n  

T a b l e  9 shows t h i s  a n n u a l  r e q u i r e d  r e v e n u e  from s a l e s ,  

a l o n g  w i t h  t h o s e  f o r  1 9 7 9  a n d  o t h e r  y e a r s  t h r o u g h  2 0 0 9 ,  u n d e r  
a r e g u l a t o r y  p r o c e d u r e  w h i c h  " f l o w s - t h r o u g h "  t o  n e t  i ncome  o f  
e q u i t y  t h e  p r o c e e d s  o f  i n t e r e s t - f r e e  l o a n s  made a v a i l a b l e  f o r  
d e p r e c i a b l e  a s s e t s  a c q u i r e d  a f t e r  J a n u a r y  1, 1 9 7 9 .  To com
p a r e  t h i s  r e s u l t  w i t h  a proper a c c o u n t i n g  o f  t h e  e f f e c t s  o f  

i n t e r e s t  f r e e  l o a n s ,  t h e  r e q u i r e d  r e v e n u e s  f r o m  s a l e s  u n d e r  
" n o r m a l i z a t i o n "  a c c o u n t i n g  f o r  e a c h  y e a r ,  t r a n s c r i b e d  f r o m  

Table  7 ,  a r e  a l s o  shown. Under t h e  " f l o w - t h r o u g h "  procedure 
c o s t s  o f  s e r v i c e  a s s e s s e d  s t e a d i l y  d r o p  u n t i l  1 9 9 2 ,  a n d  a f t e r  
1 9 9 3  s t e a d i l y  r i s e .  T h i s  p a t t e r n  m i r r o r s  t h e  p a t t e r n  o f  
i n t e r e s t - f r e e  l o a n s  g e n e r a t e d ,  shown i n  c o l u m n  ( 2 )  of T a b l e  
7 .  T h u s ,  b y  2 0 0 8 ,  when n o  a d d i t i o n a l  i n t e r e s t - f r e e  l o a n s  a r e  
g e n e r a t e d  t o  c l e a r  t h r o u g h  t h e  t a x  a c c o u n t s ,  t h e  "flow-
t h r o u g h "  r e q u i r e d  r e v e n u e  from s a l e s  t h a t  y e a r  h a s  r e t u r n e d  
t o  t h e  b a s e  case l e v e l ,  w h e r e  i t  w i l l  r e m a i n  so l o n g  a s  t h e r e  

i s  no  c h a n g e  i n  t h e  r a t e  b a s e .  

G i v e n  t h e  n a t u r e  o f  t h e  u n d e r l y i n g  phenomena ,  a s h i f t i n g  
i n  t ime o f  t a x  l i a b i l i t i e s ,  a n d  h e n c e  t h e  g e n e r a t i o n  o f  
i n t e r e s t - f r e e  l o a n s ,  t h e  " f l o w - t h r o u g h "  p a t t e r n  is  i n d e e d  
c u r i o u s :  u n t i 1 1 9  9 2 ,  'I f 1o w - t h  r o ug h"  p r  o c e d  u r  e s a f f o r  d 
c u s t n m e r s  lower r a t e s  t h a n  i f  t h e  l o a n  p r o c e e d s  were p r o p e r l y  

a c c o u n t e d  f o r  a s  i n t e r e s t - f r e e  l o a n s ;  t h e r e a f t e r ,  t h e y  a r e  
assessed h i g h e r  c h a r g e s ,  a n d  by  2 0 0 8 ,  t h e y  a r e  p a y i n g  r a t e s  
a s  i f  t h e  F e d e r a l  l o a n  p r o g r a m  h a d  n e v e r  e x i s t e d  o r  c o n t i n u e d  
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i n  e f f e c t 1  Any technique for  accounting f o r  t he  e f f e c t s  of 
tax  d e f e r r a l  which produces such r e s u l t s  m u s t  be d e f e c t i v e :  
so  long a s  tax d e f e r r a l  i s  i n  e f f e c t ,  and t h e  c a l c u l a t i o n s  
here  assume t h e  subsidy program is permanent, i t  should be 
r e f l e c t e d  i n  lower c o s t s  of s e r v i c e .  Though t h e  c o n d i t i o n s  
i n  2 0 0 9  include the  in . t e r e s t - f r ee  loan program while  t h e  base  
case  does n o t ,  revenues requi red  i n  t he  two i n s t a n c e s  a r e  t h e  
same. I f  t h i s  is  the  r e s u l t  of "flow-through" account ing f o r  
t h e  loan program, it  m u s t  be an improper r egu la to ry  account
ing technique.  

The inherent  e r r o r  of "flow-through" techniques  is  t h e i r  
f a i l u r e  t o  account fo r  t he  cumulative e f f e c t  ( a  growing 
s t o c k )  of i n t e r e s t - f r e e  l o a n s  p r o v i d e d  by a r t i f i c i a l l y  
a c c e l e r a t e d  t ax  d e p r e c i a t i o n  imputation methods. I t  t h e r e -
f o r e  m i s a l l o c a t e s  the proceeds of i n t e r e s t - f r e e  loans  t o  
c u r r e n t  year consumers as a c o s t  of s e r v i c e  r educ t ion ;  t h i s  
d e p r i v e s  f u t u r e  y e a r s '  consumers  o f  t h e  b e n e f i t  o f  
i n t e r e s t - f r e e  f inanc ing  of p l a n t  and equipment. As noted i n  
t he  prev ious  s e c t i o n  dea l ing  w i t h  t he  accounting f o r  a 

c a p i t a l  purchase subs idy ,  fo rc ing  f u t u r e  g e n e r a t i o n s  t o  pay 
the  p r i c e  of unnecessary p r i v a t e  f inanc ing  of r a t e  base is  a 
po l i cy  i n c o n s i s t e n t  w i t h  the o b j e c t i v e  of c o s t  of s e r v i c e  
r a t e  r e g u l a t i o n .  Under t h a t  r egu la to ry  procedure,  each 
y e a r ' s  customers ought t o  pay t h e  c o s t  of t h e i r  s e r v i c e ;  they  
should n e i t h e r  be forced t o  bear a burden t o  b e n e f i t  f u t u r e  
g e n e r a t i o n s  of customers,  nor be g iven  p r i c e  breaks  t h a t  w i l l  
be a burden t o  o the r  gene ra t ions .  

Moreover, i n  t h e  ( improbable)  e v e n t  t h a t  replacement 

does n o t  cont inue  so t h a t  l oans  w i l l  have t o  be r e p a i d ,  t h e  
gene ra t ion  of  customers i n  t h a t  year w i l l  exper ience  an 
inc rease  i n  c o s t  of s e r v i c e .  For example, i f  i n  2 0 0 9  t h e  $ 3 0  

m i l l i o n  is  n o t  spent  on replacement ,  $ 6 4 4 , 0 0 0  of t h e  d e f e r r e d  
tax  w i l l  have t o  be r epa id .  B u t ,  i n  o rder  t o  'Irepay" t h i s ,  
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income from s a l e s  w i l l  have t o  be increased by $1 .193  m i l l i o n  
above t h e  base c a s e ,  which has  no subsidy! Had t h e  subs idy  
been accounted for  p rope r ly  i n  t he  f i r s t  i n s t a n c e ,  t h e  
i nc rease  in t ax  payable d u e  t o  a n e t  repayment of d e f e r r e d  
t a x e s  would not have been accounted fo r  l a t e r  a s  an inc rease  
i n  c o s t  of s e r v i c e .  Rather t h e  $ 6 4 4 , 0 0 0  would be c o r r e c t l y  
accounted fo r  a s  a reduct ion  i n  de fe r r ed  t a x e s ,  a repayment 
of ou ts tanding  loans ,  and t h i s  would not r e q u i r e  an inc rease  
i n  c u r r e n t  c o s t  of s e r v i c e .  

-.-The combined e f f e c t  .---of t h e  two - t ax  s u b s i d i e s .  

The previous  s e c t i o n  showed how t h e  investment t a x  
c r e d i t ,  i f  p rope r ly  accounted fo r  i n  t he  c o s t  of s e r v i c e ,  

would u l t i m a t e l y  r e d u c e  t h e  r a t e  b a s e  o f  $465 m i l l i o n  
r e q u i r e d ,  absent  a subs idy ,  t o  $ 3 9 7 . 1 1  m i l l i o n  r equ i r ing  
p r i v a t e  f inanc ing .  I n  t h i s  s e c t i o n  we have shown how a 
p rope r ly  accounted fo r  i n t e r e s t - f r e e  l e n d i n g  program f inanced 
through t h e  income t a x  accounts  would reduce t h e  r equ i r ed  
p r i v a t e  f inanc ing  of r a t e  base a s s e t s  by 2 0 . 3  pe rcen t .  Table 
1 0  summarizes t h e  combined e f f e c t  of t h e s e  two s u b s i d i e s  on 
the  c o s t  of s e r v i c e ,  when the  assumed s t a t i c  s tock  of a s s e t s  
requi red  t o  produce t h e  e s t a b l i s h e d  l e v e l  and q u a l i t y  of 
s e r v i c e  have a l l  come under t h e  cover of t he  s u b s i d i e s .  

A s  noted ,  t h e  investment c r e d i t ,  by providing complete 

Federal  f inanc ing  and replacement of 1 4 . 6  pe rcen t  of t h e  $ 4 6 5  

m i l l i o n  worth of p l a n t  and equipment, reduces t h e  f inanc ing  
requirement t o  $ 3 9 7 . 1 1  m i l l i o n .  Then, the  i n t e r e s t - f r e e  l o j n  

progr;lm provides  $ 8 0 . 5 3  m i l l i o n  o f  f i n a n c i n g ,  l e a v i n g  on ly  
$; lU.5L m i l l i o n  t o  be financed w i t h  long-term deb t  a n d  shLre
holder  e q u i t y .  The n e t  e f f e c t  of these two s u b s i d i e s  i s ,  
t hen ,  a reduct ion  i n  a l l  t he  c a p i t a l  c o s t  e lements:  t h e  ne t  
d e p r e c i a t i o n  charge is reduced by t h e  investment t a x  c r e d i t ,  
and the  i n t e r e s t ,  income tax and r e t u r n  t o  e q u i t y  a r e  reduced 



-49- 


by bo th  t h e  inves tmen t  c r e d i t  and t h e  l o a n  program.  
Al toge the r ,  t h e  c a p i t a l  c o s t  elements have been reduced by 
30 .6  p e r c e n t ,  from $109.57 t o  $ 7 6 . 0 6  m i l l i o n ,  and t h i s  
t r a n s l a t e s  i n t o  a t o t a l  reduct ion  i n  c o s t  of s e r v i c e  of 1 2 . 2  
p e r c e n t ,  from $274.57 t o  $ 2 4 1 . 0 6  m i l l i o n .  Depending on t h e  

respons iveness  of s e r v i c e  demand t o  t h i s  r educ t ion  i n  c o s t  of 
s e r v i c e ,  expansion of s e r v i c e  c a p a c i t y ,  and hence  p l a n t ,  w i l l  

ensue.  

I t  is worth noting in conclusion t h a t  t h e  i n d i c a t e d  

reduct ion  i n  t ax  l i a b i l i t y  shown i n  Table 1 0  does not  imply 
some n e t  reduct ion  i n  Treasury revenues.  We a r e  here  exami

ning only  t h e  outcome of Federal  s u b s i d i e s  f o r  a u n i t  o f  
c a p i t a l  employed by a regula ted  company t o  provide u t i l i t y  
s e r v i c e s .  The  reduct ion  i n  income t ax  revenues genera ted  by 
these  s u b s i d i e s  t o  p r i v a t e  c a p i t a l  format ion ,  w h i c h  a r e  
t r a n s l a t e d  i n t o  r educ t ions  i n  p r i c e s  paid by customers ,  a r e  
regenera ted  when t h e  purchasing power r e l eased  i n  lowered 
p r i c e s  is  spent  f o r  o the r  goods and s e r v i c e s .  Whether t h e s e  
tax  s u b s i d i e s  t o  p r i v a t e  c a p i t a l  formation r e s u l t  i n  n e t  
changes i n  Treasury revenue flows depends l a r g e l y  on whether 
t h e  response t o  t h e  s u b s i d y  programs i n  t h e  aggrega te  s t i m u 

l a t e s  a ne t  change i n  t he  t ax  base ,  i . e . ,  G N P  o r i g i n a t i n g  i n  
t h e  p r i v a t e  s e c t o r .  T h i s  i s  an empi r i ca l  ques t ion  fo r  which 
t h e r e  is a s  y e t  no d e f i n i t i v e  answer. 

I V .  	 Consistency of Tax S u b s i d y  Normalizat ion Rules w i t h  

Dynamic Change 

Relaxing t h e  no-growth assumption: t h e  investment t a x  

c r e d i t  

The foregoing accounting of  t he  way i n  w h i c h  s u b s i d i e s  

t o  p r i v a t e  c a p i t a l  o p e r a t e  t o  reduce t h e  p r i v a t e  c o s t  o f ,  
charges  f o r ,  s e r v i c e  in the  c o n t e x t  of f a i r  r a t e  of r e t u r n  
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u t i l i t y  r e g u l a t i o n  was i n t e n t i o n a l l y  p r e s e n t e d  w i t h  t h e  a i d  
of a model  of a r e g u l a t e d  company i n  " s t a t i o n a r y  e q u i l i b r i 
um." Assuming t h e  r e g u l a t e d  company m e r e l y  ope ra t e s  a f i x e d  
s t o c k  o f  p l a n t  a n d  equipment items i n c o r p o r a t i n g  a n  unchang
i n g  s t a t e  of  t e c h n o l o g y  and  u s i n g  l a b o r  a n d  ma te r i a l s  w i t h  
s i m i l a r l y  u n c h a n g i n g  costs  makes i t  p o s s i b l e  t o  c l e a r l y  t r a c e  
o u t  t h e  e f f e c t s  o f  a s u b s i d y .  The a c c o u n t i n g  of t h e s e  
e f f e c t s ,  h o w e v e r ,  is n o t  d e p e n d e n t  o n  t h e  m o d e l ' s  assump
t i o n s .  

For  e x a m p l e ,  s u p p o s e  t h a t ,  as a r e s u l t  of t h e  s u b s i d y -
i n d u c e d  d e c l i n e  i n  s e r v i c e  c h a r g e s ,  o r  f o r  a n y  o t h e r  r e a s o n ,  
t h e  amount  of s e r v i c e  demanded i n  t h e  r e g u l a t e d  c o m p a n y ' s  
marke t  i n c r e a s e s .  T h e n ,  i n  a d d i t i o n  t o  t h e  $30  m i l l i o n  
a n n u a l  i n v e s t m e n t  i n  p l . a n t ,  some a d d i t i o n a l  i n v e s t m e n t  w i l l  
be  made t o  e x p a n d  c a p a c i t y .  S u p p o s e  t h a t  a o n e  p e r c e n t  

i n c r e a s e  i n  c a p a c i t y  is  ca l l ed  f o r  i n  1 9 7 9 ,  a n d  a p p r o v e d  by  
t h e  r e g u l a t o r y  c o m m i s s i o n .  I f  t h e  b o o k - v a l u e  of t h e  e x i s t 
i n g  p l a n t  is $ 4 6 5  m i l l i o n ,  a o n e  p e r c e n t  e x p a n s i o n  would  
r e q u i r e  a n  a d d i t i o n a l  e x p e n d i t u r e  o f  $ 4 . 6 5  m i l l i o n ,  i f  t h e  
e n t i r e  e x p a n s i o n  is made a t  t h e  b e g i n n i n g  of 1 9 7 9 .  A b s e n t  a 
p u r c h a s e  s u b s i d y ,  $ 4 . 6 5  m i l l i o n  of a d d i t i o n a l  f i n a n c i n g ,  
$ 2 . 7 9  m i l l i o n  of new issues of b o n d s ,  $1.86 m i l l i o n  of  s tock  

(or r e t e n t i o n  of t h a t  amount  f r o m  1 9 7 8  a f t e r - c o r p o r a t e - t a x  
income of t h e  c o m p a n y ) ,  would b e  r e q u i r e d .  I n  1 9 7 9 ,  t h i s  
a d d i t i o n  would a d d  $ 0 . 1 5 5  m i l l i o n  o f  d e p r e c i a t i o n  t o  c o s t  o f  

s e r v i c e ,  $0 .279  m i l l i o n  f o r  i n t e r e s t ,  a l i k e  amoun t  f o r  
r e t u r n  t o  e q u i t y ,  a n d  $ 0 , 2 3 8  m i l l i o n  t o  income t a x  e x p e n s e .  

I f ,  i n  1 9 7 9 ,  a 1 0  p e r c e n t  i n v e s t m e n t  c r e d i t  is i n t r o 
d u c e d ,  t h e  c o m b i n e d  p u r c h a s e  of  $ 3 4 . 6 5  m i l l i o n  t h a t  y e a r  
would  g e n e r a t e  a s u b s i d y  of $ 3 . 4 6 5  m i l l i o n  ( p l u s  $ 1 . 5 9 4  
m i l l i o n  l a t e r ) .  T h e n ,  j u s t  a s  we saw a b o v e ,  t h e  s u b s i d y  
would  u l t i m a t e l y  d e c r e a s e  c a p i t a l  cos t s  of s e r v i c e  of b o t h  

andt h e  i n i t i a l  r a t e  base  - t h e  1 9 7 9  i n c r e m e n t  by t h e  r e l a t i v e  
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s i z e  of t h e  s u b s i d y ,  1 4 . 6  pe rcen t  i n  t he  case  of t he  p r e s e n t  
investment c r e d i t .  Moreover, t h e  a v a i l a b i l i t y  of $ 3 . 4 6 5  

m i l l i o n  i n  cash due t o  the  s u b s i d y  means t h a t  only $1.185 
m i l l i o n  of new f inancing w i l l  be required a t  t h e  beginning of 

1 9 7 9  t o  f inance  the  a d d i t i o n a l  $ 4 . 6 5  m i l l i o n  a c q u i s i t i o n .  

T h u s ,  in t roducing growth changes nothing i n  t h e  account
i n g  for  t h e  investment s u b s i d y .  However, i t  is worth not ing 
t h a t  because t h e  d o l l a r  magnitude of t he  investment s u b s i d y  
each year is  determined by the  sum of "replacement" p l u s  "new 
i n v e s t m e n t " ,  t he  ne t  new f inanc ing  requi red  f o r  t h e  a d d i t i o n  
t o  capac i ty  ( r a t e  base) is g r e a t l y  reduced: t h e  redundant 

p r i v a t e  f inanc ing  w i t h  r e s p e c t  t o  "replacement" r a t e  base is 
a v a i l a b l e  t o  he lp  f inance  the  increment t o  r a t e  base.  I n  
i n f l a t i o n a r y  times, when mere "replacement" p r i c e s  r i s e ,  t h e  
a d d i t i o n a l  c u r r e n t  d o l l a r  investment c a l l e d  fo r  which would 
a l s o  have t o  be financed w i t h  a d d i t i o n s  t o  d e b t  and e q u i t y ,  
e q u a l l y  b e n e f i t s  from the  s u b s i d y  a s  i f  i t  represented  r e a l  
growth. T h u s  i t  can be' seen t h a t  i n  any per iod  in which 
r egu la t ed  companies a r e  both growing i n  a r e a l  sense  and 
p l a n t  and equipment c o s t s  a r e  i n f l a t i n g ,  t h e  e x i s t e n c e  of a 
s u b s i d y  program g r e a t l y  reduces the  search fo r  a d d i t i o n a l  

p r i v a t e  f inanc ing .  T h i s  is probably why r egu la t ed  company 
managements have come t o  regard the  investment c r e d i t  a s  

e s s e n t i a l  "means" of f inanc ing  t h e i r  annual o u t l a y s  f o r  p l a n t  
and equipment. Again, the  use of cash or  o the r  accounts  
through which t o  c l e a r  a mul t i t ude  of t r a n s a c t i o n s  may cause  . 
c a r e l e s s  observers  t o  accept  t h i s  f a l l a c i o u s  i n t e r p r e t a t i o n  
of  t h e  func t ion  of  a c a p i t a l  subs idy .  

Deferred t a x e s  

I n  a s i m i l a r  f a s h i o n ,  i n t e r e s t - f r e e  loans  genera ted  by 
a d d i t i o n s  t o  c a p a c i t y  provide  t h e  same p a t t e r n  of f u t u r e  

r educ t ions  i n  c o s t  of s e r v i c e  a s s o c i a t e d  w i t h  a d d i t i o n s  a s  
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was o b s e r v e d  a b o v e  i n  c o n n e c t i o n  w i t h  t h e  g r a d u a l  q u a l i f i 
c a t i o n  of a l l  t h e  v i n t a g e s  o f  p l a n t  f o r  d e f e r r e d  t axes .  
C o n t i n u e d  g r o w t h ,  or i n f l a t i o n ,  by  g e n e r a t i n g  l a r g e r  -cam
b i n e d  l o a n  e l i g i b i l i t y  fo r  e a c h  v i n t a g e  of " r e p l a c e m e n t "  and  
t h e  ''new" i n v e s t m e n t ,  p r o v i d e s  a l a r g e r  f r a c t i o n  o f  e a c h  
y e a r ' s  new f i n a n c i n g ,  r e q u i r e m e n t s  and  a g a i n  c r e a t e s  t h e  
i l l u s i o n  t h a t  t h e  c u r r e n t  y e a r ' s  s u b s i d y  is  m a i n l y  a n  expan
s i o n  f i n a n c i n g  d e v i c e .  O f  cou r se ,  i n  terms of t h e  u n d e r l y i n g  
e c o n o m i c s  of  t h e  t r a n s a c t i o n s ,  w h i l e  t h e  a g g r e g a t e  d i s p l a c e 
m e n t  o f  p r i v a t e  f i n a n c i n g  of t h e  r a t e  base may be l a r g e  

r e l a t i v e  t o  a n y  c u r r e n t  y e a r ' s  p u r c h a s e s  of p l a n t  and  equip
m e n t ,  t h e  d i s t i n c t i o n  b e t w e e n  t h e  two e l e m e n t s  o f  t h e  
d i s p l a c e m e n t - - t h a t  p e r t a i n i n g  t o  a d d i t i o n a l  l o a n s  f o r  wh ich  
p r e v i o u s l y  a c q u i r e d  p r o p e r t y  become e l i g i b l e  and  t h e  o t h e r  
p e r t a i n i n g  t o  t h e  f i r s t - y e a r  e l i g i b l i t y  of t h e  i n c r e m e n t - 

s h o u l d  n o t  be o b s c u r e d  s i m p l y  b e c a u s e  b o t h  e l e m e n t s  a r e  
c l e a r e d  t h r o u g h  t h e  c u r r e n t  y e a r ' s  t a x  a c c o u n t .  

I t  i s  w o r t h  n o t i n g  i n  p a s s i n g  t h a t ,  i f  t h e  r a t e  o f  
g r o w t h  of a n n u a l  o u t l a y s  f o r  r a t e  b a s e  a s s e t s  r i s e s  a t  a h i g h  
enough  r a t e ,  t h e  p o i n t  a t  wh ich  a n n u a l  r e q u i r e d  r e v e n u e s  
d e t e r m i n e d  by " f l o w - t h r o u g h "  of i n t e r e s t - f r e e  l o a n  p r o c e e d s  
e x c e e d s  t h e  r e v e n u e  r e q u i r e d  u n d e r  a proper  a c c o u n t i n g  o f  
t h e s e  l o a n s  is d e l a y e d ,  a s  compared  w i t h  t h e  no  g r o w t h  c a s e  
we h a v e  e x a m i n e d  i n  d e t a i l  a b o v e .  So l o n g  a s  g r o w t h  a n d / o r  
i n f l a t i o n  cause t h e  r a t e  base  t o  i n c r e a s e ,  t h e  c u m u l a t i o n  o f  
d e f e r r e d  t a x e s  a l s o  i n c r e a s e s .  T h u s  a s  compared  w i t h  t h e  
U-shaped cos t  o f  s e r v i c e  d e c l i n e  f rom 1 9 7 9  t o  1 9 9 2  and  r i s e  

f r o m  1 9 9 3  t o  2 0 0 8  shown i n  co lumn ( 2 )  o f  T a b l e  9 ,  wh ich  may 
be r e g a r d e d  a s  a c o s t  p e r  u n i t  o f  o u t p u t  b e c a u s e  i t  is 

as sumed  c a p a c i t y  r e m a i n s  c o n s t a n t ,  had  a n n u a l  o u t l a y s  grown 
a t  some c o n s t a n t  r a t e ,  t h e  c o s t  c u r v e  would  h a v e  b e e n  
s t r e t c h e d  ove r  t ime,  t h e  minimum c o s t  o f  s e r v i c e  would  h a v e  
o c c u r r e d  a f t e r  1 9 9 2 ,  and so l o n g  a s  t h e  a n n u a l  r a t e  of g r o w t h  
had  p e r s i s t e d ,  t h e  a n n u a l  c o s t  p e r  u n i t  of  s e r v i c e  wou ld  



- 5 3 - 


I '  

never q u i t e  r e t u r n  t o  t h e  unsubsidized l e v e l .  However, even 
under t h e s e  circumstances,  t h e  c o s t  of s e r v i c e  e s t a b l i s h e d  
under "flow-through" accounting procedures would never reach 
t h e  l e v e l s  of c o r r e c t  c o s t  of s e r v i c e  c a l c u l a t i o n .  I f  

p rope r ly  accounted f o r ,  t he  continued inc rease  i n  i n t e r e s t -
f r e e  f inanc ing  of t he  growing r a t e  base would br ing  about  
s t e a d i l y  dec l in ing  c o s t s  of s e r v i c e .  

I n  s u m ,  the  appropr i a t e  accounting fo r  s u b s i d i e s  c l e a r e d  
through tax  accounts i n  no-growth s i t u a t i o n s  is a l s o  appro
p r i a t e  f o r  a growth s i t u a t i o n .  I n  e i t h e r  case  t h e  t echnique  
c a l l e d  "normalizat ion" d i s t r i b u t e s  the  b e n e f i t  of t h e  sub
s i d i e s  t o  customers over time i n  accordance w i t h  t h e  terms of 
the  s u b s i d i e s :  t h e  investment c r e d i t  a s  an i n i t i a l  r educ t ion  

i n  t he  a c q u i s i t i o n  c o s t  of t he  q u a l i f i e d  p r o p e r t y ,  p l u s  sub-
sequent supplements earned a s  t he  a s s e t  is held i n  c.;e; t h e  

i n t e r e s t - f r e e  loan program, w i t h  t he  proceeds i n  t h e  form of 
de fe r r ed  t axes  determined by the  loan and repayment schedule  
implied by the  divergence between t ax  and r e g u l a t o r y  r u l e s  
for  imputing t h e  occurrence of  d e p r e c i a t i o n ,  a s  a d i s p l a c e 
ment o f  p r i v a t e  f inanc ing .  

E f f e c t s  of unforeseen chanaes.  

Suppose t h a t  an investment e r r o r  has  been made: The 
"wrong" f a c i l i t i e s  were acquired a t  t he  "wrong" t ime. That 

i s ,  f a c i l i t i e s  were b u i l t  t o  embody a technology t h a t  l a t e r  
proves t o  be i n e f f i c i e n t ,  or  t he  p l a n t  is loca ted  on a s i t e  
t h a t  l a t e r  appears  t o  have been badly s e l e c t e d ,  o r  a n t i c i 
pated demand fo r  u t i l i t y  s e r v i c e s  has f a i l e d  t o  m a t e r i a l i z e .  
These investments  t h a t  subsequent e v e n t s  prove t o  have been 
made i n  e r r o r  a r e  incorporated i n  t h e  r a t e  base .  Under the  
l o g i c  of f a i r  r a t e  of r e t u r n  r e g u l a t i o n ,  s ince  t h e  r e g u l a t o r y  
commission has t a c i t l y  approved inc lus ion  of t h e  "excess"  

i n v e s t m e n t  i n  t h e  r a t e  base ,  t h e  c o s t s  of t h e s e  "mis takes"  
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a r e  d i s t r i b u t e d  t o  customers over time i n  t h e  form of charges  
f o r  d e p r e c i a t i o n ,  r a t e  of r e t u r n ,  and income t a x e s . l 5 /-

The accounting for  s u b s i d i e s  
system is ,  of course ,  not  a f f e c t e d  
generated by the  mistaken investment 
t h e  same way a s  t h e  mistaken c o s t s  
probably the  case  t h a t ,  i f  t h e r e  a r e  
e f f e c t  of reducing p r i v a t e  c o s t s  

c l ea red  through t h e  t ax  
by t h i s ;  t h e  s u b s i d i e s  

should be d i s t r i b u t e d  i n  
themselves.  I t  i s  a l s o  
s u b s i d i e s  which have t h e  

of acqu i r ing  and using 
c a p i t a l ,  more l lmistakesll  w i l l  be made p a r i  passu w i t h  t h e  

i nc rease  in investment t h a t  may be induced by t h e  lower c o s t  
o f  s e r v i c e  made poss ib l e  by the s u b s i d i e s .  However, given a 

q u a l i t y  of r egu la to ry  v i g i l a n c e  over t h e  investment planning 
of  regula ted  companies, t h e r e  is no reason t o  suspec t  they 
w i l l  r e l a x  t h e i r  v i g i l a n c e  because s u b s i d i e s  a r e  a v a i l a b l e .  
The r e l a t i v e  c o s t  of "mistakes"  is  not a l t e r e d  by t h e  sub
s i d  i e s ,  which apply equa l ly  t o  llgoodll and "bad" d e c i s i o n s .  

V. 	 Extension of t he  r egu la t ed  company a n a l y s i s  t o  
unregulated companies. 

The phenomena a s soc ia t ed  w i t h  t h e  p rov i s ion  of subs i 

d i e e s  f o r  t h e  a c q u i s i t i o n ,  or  f i n a n c i n g ,  of p r i v a t e  
a r e  the  same i n  both the  r egu la t ed  and  unregulated 
I t  t h e r e f o r e  fo l lows  t h a t  t h e  proper account ing of 
s i d i e s  d e s c r i b e d  above f o r  r e g u l a t e d  companies  
e q u a l l y  t o  unregulated companies. I n  t h e  unregulated 

-1 5 /  Footnote 1 ind ica t ed  t h a t  s u r v e i l l a n c e  over t he  
of r egu la t ed  company d e c i s i o n  making is one 
r e s p o n s i b i l i t i e s  of  r e g u l a t i o n .  I n  unregulated 

c a p i t a l  
s e c t o r s .  
t ax  sub-
a p p l i e s  
s e c t o r ,  

q u a l i t y  
c
of t h e  

markets ,  
commission of investment e r r o r s  r e s u l t s  i n  l o s s e s  t o  

e q u i t y  owners. As a consequence, r a t e s  of r e t u r n  t o  
e q u i t y  in the  unregulated s e c t o r  tend t o  be higher  than 
r a t e s  of r e t u r n  i n  the  r egu la t ed  s e c t o r .  
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however, t he  economic import of t he  company's own account ing 
system is much l e s s .  Because e n t r y  i n t o  markets  i n  t h e  
unregulated s e c t o r  i s  more or l e s s  f r e e ,  and because t h e r e  is  
a l s o  in te r -product  compet i t ion i n  t h e  unregulated s e c t o r ,  
s e l l i n g  p r i c e s ,  and hence revenue from s a l e s ,  does n o t  
annual ly  t r ack  changes i n  c o s t  of goods so ld  and t h e  s e v e r a l  
e lements  of  c a p i t a l  c o s t  a s  t hese  a r e  recorded i n  t h e  f inan-
c i a 1  r eco rds .  "Required revenues" t o  cover a l l  c o s t s ,  
including a " f a i r  r a t e  of r e t u r n " ,  cannot simply be obta ined  
in unregulated markets by the  mere pos t ing  of such p r i c e s .  

I n  the  regula ted  case  descr ibed  above, c a p i t a l  c o s t  
changes were " r o l l e d - i n "  over 3 0  y e a r s ,  t h e  average l i f e  of 
t he  p l a n t .  T h i s  is one example of average c o s t  p r i c i n g :  The 
annual charge f o r  d e p r e c i a t i o n ,  i n t e r e s t ,  and r e t u r n  t o  
e q u i t y  i s  der ived from the  c o s t s  of t he  3 0  p r i o r  yea r s .  

T h u s ,  when a subs idy ,  or any o the r  cause f o r  a r educ t ion  i n  
p r i v a t e  c o s t  of acqui r ing  c a p i t a l ,  reduced the  purchase p r i c e  

of c a p i t a l  by 1 0  p e r c e n t ,  3 0  y e a r s  had t o  e l a p s e  before  t h e  
f u l l  change i n  c o s t ,  t he  lower marginal c o s t ,  was f i n a l l y  
r e a l i z e d  by customers.  And w i t h  p e r f e c t  c o s t  of s e r v i c e  
r e g u l a t i o n  over t h i s  pe r iod ,  t he  r egu la t ed  company's book-
va lue  of r a t e  base was kept e q u i l i b r a t e d  t o  t h e  market va lue  
of  the  company's bonds and s h a r e s .  

I n  t h e  unregulated company c a s e ,  however, where market 
p r i c e s  a r e  f r e e r  t o  vary a s  c o s t  c o n d i t i o n s  change, revenues 
more qu ick ly  a d j u s t  t o  c o s t  changes. For example, a f t e r  a 1 0  

percent  c a p i t a l  purchase s u b s i d y  has been in t roduced ,  i n  an 

indus t ry  which r e p l a c e s  i t s  c a p i t a l  i n ,  s a y ,  1 5  y e a r s ,  i t  
w i l l  not take 1 5  y e a r s  f o r  t he  e f f e c t  of t h e  s u b s i d y  t o  work 

i t s  way through t o  p r i c e s  and revenue. New f i r m s ,  f o r  
example, or d i v i s i o n s  of f i rms  i n  o t h e r  i n d u s t r i e s ,  t h a t  
equip  themselves a f t e r  t he  i n t r o d u c t i o n  of  t h e  subsidy w i l l  

be a b l e  t o  i n s t a l l  a p l a n t  a t  9 0  p e r c e n t  of t he  c o s t  of 
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p l a n t s  b u i l t  before  the  subsidy.  These f i rms  w i l l  be a b l e  t o  
p r i c e  t h e i r  ou tpu t  lower t o  c a p t u r e  l a r g e r  s h a r e s  of t h e  
market ,  and t h i s  w i l l  f o rce  o lde r  f i r m s  t o  more r a p i d l y  
a d j u s t  p r i c e s  downward t o  r e f l e c t  t h e  lower c o s t s  o r  be 
forced  ou t  of  business .  For an unregulated company, t he re -
f o r e ,  t h e  h i s t o r i c  book-value of a s s e t s  acquired before  t h e  
s u b s i d y ,  and the corresponding book-value of e q u i t y ,  may be 
o v e r s t a t e d  as  compared w i t h  t h e  v a l u a t i o n  placed on t h e s e  
a s s e t s  i n  t he  market, a f t e r  a s u b s i d y  has been introduced.  
For example, i f  market p r i c e s  of products  ad jus t ed  i n s t a n 
taneous ly  t o  the  change i n  marginal c a p i t a l  c o s t s ,  then t h e  
e a r n i n g s  of pre-subsidy a s s e t s ,  and t h e  Corresponding e q u i t y ,  
would immediately sh r ink .  These lower "earn ings  per sha re"  
of "o ld"  f i rms  would cause market p r i c e s  of t hese  s h a r e s  t o  
d e c l i n e ,  which is t o  say t h e  -market va lue  of pre-subsidy 
a s s e t s  c a r r i e d  in balance s h e e t s  wou ld  be lower than book-
va lue .  

I n  t he  unregulated s e c t o r ,  t hen ,  t he  response t o  a 
c a p i t a l  s u b s i d y  i s  much more r ap id  than i n  t h e  r egu la t ed  
s e c t o r .  A 1 0  pe rcen t  purchase s u b s i d y  w i l l  more quick ly  lead  
t o  a higher  r a t e  of investment t o  expand c a p a c i t y .  Of  

c o u r s e ,  a f t e r  adjustment t o  t h e  reduct ion  i n  c a p i t a l  c o s t s  
has  been made, t h e  only e f f e c t  of t h e  s u b s i d y  w i l l  be t o  s u s - '  
t a i n  t he  higher  replacement investment requi red  t o  s u s t a i n  
t h e  l a r g e r  c a p i t a l  s tock  i t  has  induced. 

Deferred t a x e s  i n  t he  unreaulh ted  s e c t o r .  

T h e  foregoing remarks on t h e  loose r  t i e s  between book-
va lue  and market value of unregulated company a s s e t s  and 
e q u i t y  than is  found in t h e  r egu la t ed  s e c t o r  apply a l s o  t o  
the  s u b s t a n t i v e  con ten t  of  unregulated companies' imputa t ions  
o f  d e p r e c i a t i o n  f o r  f i n a n c i a l  r e p o r t i n g  purposes .  For an 
unregula ted  company, i t s  d e p r e c i a t i o n  imputation r u l e s  do not 
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determine a "cos t  of s e r v i c e  (p roduc t ion )"  element i t  can 
"claim" i n  p r i c e s  i t  charges.  Rather ,  i t  is an accounting 
convention employed t o  de r ive  a f i n a n c i a l  measure of  pre- tax 
income, and t o  correspondingly reva lue  dep rec i ab le  a s s e t s  i n  
i t s  balance shee t .  I f  the  company's d e p r e c i a t i o n  imputat ion 
r u l e  produces too low an annual d e p r e c i a t i o n  "expense",  a s  
compared w i t h  r e a l  d e p r e c i a t i o n ,  t h i s  simply means t h a t  pre-
tax  income fo r  t h e  per iod is o v e r s t a t e d ,  and " n e t  income" 
( a f t e r - t a x )  l ikewise .  B u t ,  s i nce  dividend payouts need not 
correspond t o  t h i s  measure o f  book-income, t h e r e  is  no 
f i n a n c i a l  or o ther  pena l ty  t o  overs ta tement  of book-income. 
On t h e  o t h e r  hand, i f  the  d e p r e c i a t i o n  imputation r u l e  used  
by an unregulated company aims t o  r a p i d l y  wr i te -of f  a s s e t s ,  
r e g a r d l e s s  of t he  r e a l  r a t e  of  d e p r e c i a t i o n ,  i t s  book-pre-tax 
income w i l l  be unde r s t a t ed ,  and i t s  " n e t  income" correspond
ingly .  Again t h e r e  i s  no pena l ty  f o r  not  measuring income i n  
a manner s u c h  t h a t  the  amount s o  measured could a c t u a l l y  be 
paid o u t  and permit  t h e  company t o  c a r r y  on i t s  o p e r a t i o n s ,  
a s  i n  t h e  regula ted  company case .  

Of  cou r se ,  " q u a l i t y "  of repor ted  ea rn ings  is  an impor
t a n t  dimension of a company's performance t h a t  is  c a r e f u l l y  
assessed  by investment a n a l y s t s .  Shares  of companies t h a t  
employ d e p r e c i a t i o n  imputation methods c a l c u l a t e d  t o  over-
s t a t e  " n e t  income" w i l l  n a t u r a l l y  s e l l  for  p r i c e s  t h a t  a r e  
smal le r  "mul t ip l e s "  of repor ted  e a r n i n g s  per sha re  i n  recog
n i t i o n  of t h i s  source of "low q u a l i t y "  e a r n i n g s ;  companies 
t h a t  use more a c c e l e r a t e d  d e p r e c i a t i o n  imputation methods 
w i l l  s e l l  f o r  a higher m u l t i p l e ,  a l l  o the r  t h i n g s  being 
equa l .  Since too slow a method of imputing d e p r e c i a t i o n  a l s o  
r e s u l t s  i n  a higher book-value o f  d e p r e c i a b l e  a s s e t s ,  book-

va lue  per sha re  o f  companies employing such d e p r e c i a t i o n  
methods w i l l  tend t o  exceed market va lue  on t h i s  account ,  a s  
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wel l .  C o n v e r s e l y ,  t h e  c o n s i s t e n t  u s e  of  t o o  r a p i d  d e p r e c i 
a t i o n  i m p u t a t i o n  r u l e s  f o r  f i n a n c i a l  r e p o r t i n g  w i l l  b e  

a s s o c i a t e d  w i t h  a market v a l u e  i n  e x c e s s  of b o o k - v a l u e . l 6 /-. 

S i n c e  t h e  d e p r e c i a t i o n  i m p u t a t i o n  method employed  by a n  
u n r e g u l a t e d  company h g s  no n o r m a t i v e  v a l u e ,  t h e  d i v e r g e n c e  

b e t w e e n  i t  and  t a x  d e p r e c i a t i o n  i m p u t a t i o n  m e t h o d s  a l s o  h a s  
no  n o r m a t i v e  i m p l i c a t i o n s .  However ,  t h e  l o g i c  of  a c c o u n t i n g  
i n  t h e  u n r e g u l a t e d  company c a s e  n e v e r t h e l e s s  r e q u i r e s  r e c o g 
n i t i o n  of  " d e f e r r e d  t a x e s "  f o r ,  w h e t h e r  t h e  book i m p u t a t i o n  
r e a l l y  m e a s u r e s  d c p r e c i G t i o n ,  t iiilirly d i f f e r e n c e s  b e t w e e n  i t  
cinL t C h  ~ i i t ~ r e c i ~ t i o nm u s t  be accountsu f o r  i f  o n l y  t o  p r o v i d e  

a record of  t h e  degree t o  w h i c h  a s s e t s  employed  i n  t h e  b u s i 
n e s s  h s v e  l e s s  " t a x  b a s i s "  t o  be r e c o v e r e d  t h a n  t h e  a s se t s '  

r e p o r t e d  b o o k - v a l u e  and., t h e r e f o r e ,  how much e x t r a  income t a x  
l i a b i l i t y  m i g h t  be owed i n  t h e  e v e n t  a s s e t s  a r e  n o t  r e p l a c e d .  

T h u s  i n  t h e  c a s e  o f  u n r e g u l a t e d  c o m p a n i e s ,  d u e  t o  t h e  u n c e r 
t a i n  c o n t e n t  of t h e  c o m p a n y ' s  r e p o r t e d  (book)  d e p r e c i a t i o n ,  
r e p o r t e d  a c c r u a l  of " d e f e r r e d  t a x e s "  d u r i n g  a y e a r  is n o t  
n o r m a l l y  a s a t i s f a c t o r y  m e a s u r e  o f  i n t e r e s t - f r e e  l o a n s  
e x t e n d e d .  

T o  o b t a i n  a m e a s u r e  of  i n t e r e s t - f r e e  l o a n s  e x t e n d e d  t o  
u n r e g u l a t e d  c o m p a n i e s  r e q u i r e s  t h a t  a n  i n d e p e n d e n t ,  r e l i a b l e  

m e a s u r e  of d e p r e c i a t i o n  f o r  t h e  y e a r  b e  computed and  t h i s  be 
compared  t o  t h e  t a x  d e p r e c i a t i o n  i m p u t a t i o n  a l l o w e d  f o r  t h e  
same y e a r .  The c o r r e c t e d  f i g u r e ,  less  t h e  t a x  d e p r e c i a t i o n  

a m o u n t ,  t imes t h e  c o r p o r a t e  t a x  r a t e  y i e l d s  t h e  m e a s u r e  of 
i n t e r e s t - f r e e  l o a n s  q u a l i f i e d  f o r  d u r i n g  t h e  y e a r ,  t h e  p r o p e r  

-1 6 /  	 C f . ,  So lomon ,  E z r a ,  " A l t e r n a t i v e  R a t e  of  R e t u r n  C o n c e p t s  
and  T h e i r  I m p l i c a t i o n s  f o r  U t i l i t y  R e g u l a t i o n , "  -B e l l  

J o u r n a l  o f  Economics and  Management S c i e n c e ,  V o l .  1, No. 
1, ( S p r i n g ,  1 9 7 0 ) ,  p p .  65 -81 .  
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"de fe r r ed  tax amount" t o  add t o  the  ne t  income tax payment t o  
d e r i v e  tax  expense fo r  t h e  year .  As has been noted e l s e -
where, t he  " e f f e c t i v e  tax r a t e "  of an unregulated company i s  
then a r a t i o ,  t h e  numerator of which i n c l u d e s  t h e  c o r r e c t e d  
d e f e r r e d  tax p lus  ne t  tax paid ( g r o s s  of c r e d i t s )  and the 

denominator of which .is the  pre- tax income corresponding t o  
the  co r rec t ed  book d e p r e c i a t i o n . l 7 /-

--_ Fiekowsky, S . ,  " P i t f a l l s  i n  t h e  Computation of  " E f f e c t i v e  
Tax Rates" Paid by Corporat ions, ' '  OTA Paper N o .  23, U . S .  

Treasury Department, 1 9 7 7 .  T h i s  paper b r i e f l y  ca t a logues  
the  numerous payments t h a t  a r e  c l ea red  through c u r r e n t  
year tax accounts and which, t h e r e f o r e ,  make " t a x e s  pa id"  
dur ing  a year a poor measure of  t ax  l i a b i l i t y  genera ted  
by a c o r p o r a t i o n ' s  o p e r a t i o n s  t h a t  year .  
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Table 1 

Base Case Financial  Statementr 


Income Statement 

f o r  yea r ,  1979 


(mi11ions)  


Income from s a l e s  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .$274.57 
l e s s :  Cost of  goods s o l d  .......................... 165.0 

equals :  Operating income ........................ 'm 
less :  	Depreciat ion .............$30.00 

I n t e r e s t  pa id  . . . . . . . . . . . .  27.90 57.90  
equa l s :  Pre- tax income . . . . . . . . . . . . . . . . . . . . . . .  m 

l e s s :  Provis ion for Federal income t a x  Q46 p e r c e n t .  23.77 
equals  : After - tax  ("net") corpora te  income ....... ' $ m o  

l e s s :  D i s t r ibu t ion  t o  s t o c k h o l d e r s . . . . . . . . . . . . . . . . .  27.90 
equals:  Addition t o  r e t a ined  earnings . . . . . . . . . . .  

Balance Sheets 
1979 

(mi l l ions)  . 

Assets Liab il i t  ies 
Beginning; End Beg inning :En2 

Cash and o the r  Accounts payable 
cu r ren t  assets $100 $130 ( inc luding  t u c r )  $100 $100 

P l a n t  and equipment Long-term debt 279 2 79 
o r i n i n a l  c o s t  $900 $900 
l e s s :  accrued Net worth: 

dep rec i a t ion  435 $465 465 $435 Cap i t a l  8tock -186 186 

i o t a 1  a s s e t s  $565 $565 T o t a l  l i a b i l i t i e s  $565 $565 . 
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Table 2 

Illustrating Maintenance of A Constant Capital Stock, When 
The Regulatory Depreciation Imputation Rule i 8  Straight-Line 

Assets in use, at beg
1979 

Y e a r  asset t :  t 
vintage was acquireciiwiginal M a t 4 I &- : original I .Nsk 

(Jan. 1) : mst : ckpreciatian: v a h  : cost :depreciation: value 
- -
1950 $ 30 $ 29 $ 1 


1951 30 28 2 $ 

1952 30 27 3 30 28 
.. 


1959 i 0  ' io i o  30 21 9 

1960 30 19 11 30 20 10 

1978 30 1 i9 30 2 

1979 30 0 30 30 1 29 

-
1980 0 
0 30 0 

.' Total $900 $435 $465 $900 $435 $465 

UEice o taryo 9S
Office of Tax &lysis 

1 

2 

39 
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Table 3 
F inancia l  Statements,  With 10 Percent Cap i t a l  Subsidy 

Income S t a tanent 
f o r  year ,  1979 

(mil l ions)  

Income from sales...........;....................$273.95
less:  Cost of goods so ld  ....................... 165.00 

equals :  Operating income.. .................. n n  
less: Depreciation ................$30 

Subsidy amort izat ion. .  ...... (0.1)
I n t e r e s t  pa id  ............... 2 7 . 7 2  57.62 

Pre- tax corpora te  income ..........................$51.33 
l e s s :  Provision f o r  Federal  income t a x . . . . . . . . . .  23.61 

equals :  a f t e r - t a x  ("net") corporate  income.. .$27.I"c 
less:  Di s t r ibu t ions  t o  stockholders ............. 2 7 . 7 2  

equals :  To r e t a i n e d  earnings . . . . . . . . . . . . . . . . .  

Balance Sheets 
1979 

(mil l ions)  

Assets L i a b i l i t i e s  
Beginning : End Beginning: End 

Cash and o the r  Accounts payable $100 $100 
cur ren t  assets $100 $129.9 

Long-term debt 2 7 7 . 2  277.2 
P lan t  and equipment
o r i g i n a l  c o s t  $900 $900 Net worth: 
l e s s :  unamortized Capi ta l  s tock 184.8 1 8 4 8  

subsidy 3 2.9 
accrued 

deprec ia t ion  435 $462 465 $432.1 

To ta l  a s s e t s  $562 $562.0 To ta l  l i a b i l i t i e s S 5 6 2 . 0  $ 5 6 2  -0* 

1 
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Table 4
Net Rate Base, Income from S a l e s ,  and Coat  of  S e r v i c e  Elementr ,
v i t h  1 0 , P e r c e n t  	C a p i t a l  Subsidy;  when Tax and Regulatory Inc-

Measurement Ru1ul.s are I d e n t i c a l  

: N e t  
: r a t e  base : Coat of s e r v i c e  
: (beginning : Income : Cost  of : Net : I n t e r e s t  : Federa l  k t u r n  
: of y e a r )  : from sale8 : goods e o l d  : d e p r e c i a t i o n  : p a i d  : income tax : t o  e 
: (1) (2) ( 3 )  (4 ) (5) (6)Year 

Base c a s e  $465.00 
w i t h  s u b s i d y :
1979 $462.00 
19d0 459 .10  
1981 456.30 
1982 453.60 
1983 451.00 

1984 448.50 
1985 446.10 
1986 443.80 
1987 4 4 1 . 6 0  
1988 439 .50  

1989 437.50 
1990 435 .60  
1991 4 3 3 . 8 0  
1992 432 .10  
1993 430.50 

1994 429.00 
1995 427 .60  
1996 426.30 
1997 425.10 
1998 424.00 

1999 423.00 
2000 422.10 
2001 421.30 
2002 420.60 
2003 420.00 

2004 419.50 
2005 419.10 
2006 418.80 
2007 418.60 
2008 418.50 

2009 418.50 
2010 

(prl l l i  on81 

$274.57 $165 t 00 $30,00 $27.90 $23.77 $27 PO. 
$273.95 $165 .'OO $29.90 $27.72 $23.61 $27.72 

273.36 165.00 29.80 27.55 23.47 27.55 
272.78 165.00 29.70 27.38 23.32 27.38 
272.22 165.00 29.60 27.22 23.18 27.22 
271.67 165.00 29.50 27.06 23.05 27.06 

271.14 165.00 29.40 26.91 22.92 26.91 
270.63 165.00 29.30 26.77 22 -80  26.77 
270.14 165.00 29.20 26.63 22.68 26.63 
269.66 165.00 29.10 26.50 22.57 26.50 
269.20 165.00 29.10 26.37 22.46 26.37 

268.76 
268.34 
267.93 
267.54 
267.16 

165.00 
165.00 
165.00 
165.00 
165,OO 

28.90 
28.80 
28.70 
28.60 
28.50 

26.25 
26.14 
26.03 
25.93 
25.83 

22.36 
22.26 
22 * 1 7  
22.09 
22.00 

26.25 
26.14 
26.03 
25.93 
25.83 

1 

m 
W 

1 

266.81 
266.47 
266.14 
265.84 
265.55 

165.00 
165.00 
165.00 
165.00 
165.00 

28.40 
28.30 
28.20 
28.10 
28.00 

25.74 
25.66 
25.58 
25.91 
25.44 

21.93 
21.86 
21.79 
21.73 
21.67 

25.74 
25.66 
25.58 
25.51 
25.44 

265.28 
265.03 
264.79 
264.57 
264.37 

165.00 
165.00 
165.00 
165.00 
165.00 

27.90 
27.80 
27.70 
27.60 
27.50 

25.38 
25.33 
25.28 
25.24 
25.20 

21.62 
21.57 
21.53 
21.50 
21.47 

25.38 
25.33 
25.28 
25.24 
25.20 

264.18 
264.01 
263.86 
263.73 
263.61 

165.00 
165.00 
165.00 
165.00 
165.00 

27.40 
27.30 
27.20 
27.10 
27.00 

25.17 
25.15 
25.13 
25.12 
25.11 

21.44 
21.42 
21.41 
21.40 
21.39 

25.17 
25.15 
25.13 
25.12 
25.11 

263.61 165.00 27.00 25.11 21.39 25.11 
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Table 5 
F inancia l  Statements , When a Cap i t a l  Subsidy

Is "Flowed-Through'' t o  Equity 

Income Statement 
. f o r  y e a r ,  1979 

(mi l l ions)  

Income from s a l e s  ................................... $269.01 
l e s s :  Cost of goods s o l d  ........................... 165.00 

equals :  Operating income . . . . . . . . . . . . . . . . . . . . . . . . .  
l e s s :  Depreciation . . . . . . . . . . . . . .$30.0 

I n t e r e s t  paid . . . . . . . . . . . . .  27.9 57.90 
equals :  Pre- tax  income .......................... m 

less: Provis ion f o r  Federal  income t a x . . . . . . . . . . . . .  21.21* 
equals  : After - tax  co rpora t e  income. . . . . . . . . . . . . .$O 

plus: Capi ta l  subsidy.............................. 3.00
"Net" income. ................................... .$-

less:  Di s t r ibu t ion  t o  s tockholders  . . . . . . . . . . . . . . . . .  27.90 
equals :  Addition t o  r e t a i n e d  earnings ...........Il.(JO

*Assumes t a x  accounting w i l l  ignore nonshareholder con t r ibu t ion  t o  c a p i t a l .  

,Balance Sheets 
1979 

(mi l l ions)  

Assets  L i a b i l i t i e s  

cash  and o t h e r  
Beginning : End 

Current l i a b  ilit ies
Beginning :End 

cu r ren t  as s e t s  $100 $130 ( inc luding  taxes 
payable) $100 $100 

P lan t  and equipment
o r i g i n a l  cos t  $900 $900 Long-term debt  279 279 
l e s s :  	accrued 

deprec i a t ion  435 $465 4 6 5  $ 4 3 5  Net worth: D 

Capi t a l  s tock 186 186 

To ta l  a s s e t s  $565 $565 To ta l  l i a b i l i t i e s  $565 $ 5 6 5  
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Table 6 

Schedule of Interest-free Loans Extended and Repaid 


1979 Vintage of Plant and Equipment 


Loan 
: Deprecietion Schedule i extended : End of : : Loan repaid

-End of :ProclaimedI/ Norm 1/ i/(l)- (2)/~.46: 	year :Proclaimedjl : Nom2/ : /(6)-(5)/~.46
(4)year : (1) (2)  (3) 

(mil 1ions) 
(5) (67 (7) 

1979 $ 2.4 $ 1.0 $0.644 1994 $0.9 $ 1.0 0.092 
1980 2.3 1.0 0.598 1995 0.8 1.0

1981 2.2 1.0 0.552 8.138
1996 0.7 1.0

1982 2.1 1.0 0.506 1997 0.6 1.0 0.184

1983 2.0 1.0 0.460 1998 0.5 1.0 0.230 

1984 
1985 
1986 
1987 

1.9 
1.8 
1.7 
1.6 

1.0 
1.0 
1.0 
1.0 

0.414 
0.368 
0.322 
0.276 

1999 
2000 
2001 
2002 

0.4 
0.3 
0 . 2  
0.1 

1.0 
1.0 
1.0 
1.0 

0.276 
0.322 
0.368 
0.414 

1988 1.5 1.0 0.230 2003 0.0 1.0 0.460 

1989 
1990 

1.4 
1.3 

1.0 
1.0 

0.184 
0.138 

2004 
2005 

0.0 
0.0 

1.0 
1.0 

0.460 
0.460 

, 
~ 

1991 1.2 1.0 0.092 2006 0.0 1.0 0.460 cn 

1992 1.1 1.0 0.046 2007 0.0 1.0 0.460 ,
1993 1.0 1.0 0.0 2008 0 . 0  1.0 0.460 

Total8 $25.5 $15 $4.830 $4.5 $15 $4.830 


thrlce at the Secretary o t  the Treasury March 5 ,  1 ~ 7 9  
Office of Tax Analyris 

-1/ The proclaimed schedule is based on sum-of-years' digits, for 24 years. Thus, the denominator 
for each year'r fractional depreciation is 300. Then for 1979, the fraction for determining
the rchedular amount i r  24/300, and this multiplied by $30 million yields $2.4million. The 
aaount for 1980 is 23/300 timer $30 million, and so on through 24 years, 

-2/ The depreciation norm is based on 1/30 cnf $30 million each year. 



Privately Finericed Hate ?a$,b!?racome 7 from Sales, 
and Cost of Service Elements, 

' I With Federal Intereat-Free Loan Program 

Financing of rate base 
: Zero interest loans i Coat of service 

: Beginning : at end of year: : coat : 
: of year : For : i Income : of : : After-tax 

private given : : from : good8 :Depre- : : Income : return to 
: funds : year :Cumulative : aalea : aold :cfatlon: Interest: taxer : equity 

Year (1) (2) : (3) (4) : (5) : (6) : (7) : (8) : (9) 

Base cane $465.000 - - $274.57 $165.00 $3Q00 $27.90 $23.77 $27.90 

With 
subsidy:
1979 $465.000 $0.644 $0.644 $274.57 $165.00 $3000 $27.90 $23.77 $27.90 
1980 464,356 1.242 
1981 463.114 1.794 

1.886 
3.680 

274.46 
274.24 

27.86 
27.79 

23.73 27.86 
23.67 27.79 

1982 461.320 2.300 5.980 273.94 27.68 23.58 27.68 
1983 459 * 020 2.760 8.740 273.54 27.54 23.46 27.54 

1984 456.260 3.174 11.914. 273.07 27.38 23.32 27.38 
1985 453,086 3.542 
1986 449.544 3.864 

15.456 
19.320 

272.53 
271.92 

27.19 
26.97 

23.16 27.19 
22-98 26.97 

1987 445.680 4.140 
1988 441.540 4.370 

23,460
27.830 

271.26 
270.55 

26.74 
26.49 

22.78 26.74 
22.57 26.49 

1989 437.170 4.554 
1990 432.616 4,692
1991 427.924 4.784 
1992 423.140 4.830 
1993 418.310 4.830 

32,384
37.076 
41.860 
46.690 
51.520 

269.80 
269.03 
268.22 
267.40 
266.58 

26.23 
25.96 
25.68 
25.39 
25.10 

22.34 26.23 
22.11 25.96 
21.87 25.68 
21.63 2s.39 
21.38 25.10 

1994 413.480 4.784 
1995 408.696 4.692 
1996 404.004 4.554 
1997 399.450 4.370 
1998 395.080 4.140 

56.304 
60.996 
65.550 
69.920 
74.060 

265.75 
264.93 
264.13 
263.35 
262.60 

24.81 
24.52 
24.24 
23.97 
23.70 

21.13 24.81 
20.89 24.52 
20.65 24.24 
20.42 23.97 
20.19 23.70 

1999 390.940 3.864 
2000 387.076 3.542 
2001 383.534 3.174 
2002 380.360 2.760 
2003 377.600 2.300 

77.924 
81.466 
84.640 
87.400 
89.700 

261.89 
261.23 
260.63 
260.08 
259.61 

23.46 
23.22 
23.01 
22.82 
22.66 

19.98 23.46 
19.78 23.22 
19.60 23.01 
19.44 22.82 
19.30 22.66 

2004 375.300 1.840 
2005 373.460 1.380 
2006 372.080 0.920 
2007 371.160 0.460 
2008 370.700 0.000 

91,540
92.920 
93.840 
94,300
94.300 

259.22 
258.90 
258.67 
258.51 
258.43 

22.52 
22.41 
22.32 
22.27 
22.24 

19.18 22.52 
19.09 22.41 
19.02 22.32 
18.97 22.27 
18.95 22.24 

2009 370.700 0.000 94.300 258.43 $1 i o 0  $ LOO 22.24 18.95 22.24 

m c e  of the Secretary of the Treasury
Office of Tax Axulyaia 

lurch 6 ,  1979 

lending 
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Table 8 
Financial  Statements,  F i r s t  Year of a 

Federal I n t e r e s t - f r e e  Loan Program Financed 
Through the  Tax System 

Income Statement 
f o r  year 1979  

(mi l l i ons )  

Income from s a l e s . .  .............................. . $ 2 7 4 . 5 7  
l e s s :  Cost of goods s o l d  ........................ 1 6 5 . 0 0  

equals :  Operating income.. ...................srzrsrrsS 
less: Depreciation. ...........$30 

I n t e r e s t  paid ........... 2 7 . 9 6  5 7 . 9 0  
equals :  Pre- tax income. ..................... .$= 

l e s s :  Provision f o r  Federal income tax: 
Accrued taxes  payable. .  $ 2 3 . 1 3  
Deferred tax. . . . . . . . . . .  0 . 6 4  2 3 . 7 7  

equals :  Af t e r - t ax  ("net") corporate  income.. .$= 
l e s s :  D i s t r ibu t ion  t o  stockholders . . . . . . . . . . . . . .  2 7 . 9 0  

equals :  Addition t o  r e t a ined  earnings ........-

Balance Sheets 
1979  

( m i l l i o n s )  

Assets L i a b i l i t i e s  
Beginning : End Beginning :End 

Cash and o t h e r  Current LiabLLi.t i e s  $100 $100.00 
cur ren t  a s se t  s $100 $ 1 3 0 . 6 4  

Long- term debt 2 7 9  2 7 9 . 0 0  
Plant  and equipment 
acqu i s i t i on  cos t  $900  $900  Deferred taxes  0 0 . 6 4
less: accrued 

J. deprec ia t ion  435 $465 465 $435  Net worth:
Cap i t a l  s tock  186  1 8 6 . 0 0  

Total  a s s e t s  $565  $ 5 6 5 . 6 4  
i* $565  $ 5 6 5 . 6 4  



Table 9 

Comparison of Income from S a l e s .  When Proceeds of I n t e r e a t - F r e e  Loans Are So Accounted For 


and When They Aro "Flowed-Through" t o  Equi ty  Income I n  tho  Year Roceivod 
 . .  
Income~ 

I .  

: from e a l r s :  : 
: l oan  b e n e f i t n  : 

I n t e r e s t - f r e e  loans  "f lowed-through" t o  income 
b a t e  of s e r v i c e  1 

i 
: d i s t r i b u t e d  Y Income Income 
: as ea rned :  I from : Cost o f  : taxor : Uot return 
: ' 'normalize'' : r a l e e  : good8 so1d:Deprec ia t ion :  Interert : "paid" : to 0(4)u i t y  

;(1) ( 2 )  (3)  (4) (5) (6)Year 

Bane can. $274.57 
With loan 

s u b s i d i e s :  
1979 $274.57 
1980 274.46 
1981 274.24 
1982 273.94 
1983 273.54 

1984 273.07 
1985 272.53 
1986 271.92 
1987 271.26 
1988 270.55 

1969 269.80 
1990 269.03 
1991 268.22 
1992 267.40 
1993 266.58 

1994 265.75 
1995 264.93 
1996 264.13  
1997 263. 35 
1998 262.60 

1999 261.89 
2000 261.23  
2001 260.63 
2002 260.08 
2003 259.61 

2004 259.22 
2005 258.90 
2006 258.67 
2007 258.51 
2008 258.43 

2009 256.43 

(mi l l l one )  
$274.57 $165.00 $30.00 $27.90 $23.77 $27.90 

$273.37 L O O  
272.27 21.47 
271.24 20.44 
270 .31  ' 19.51  
269.46 18.66 

268.69 17.89 
268 .01  17 .21  
267.41 16.61 
266.90 16 .10  
266.47 15.67 

266.13 15 .33  
265.88 15 .08  
265.71 14 .91  
265.62 14.82 
265.62 14.82 

265.71 14.91 
265.88 15.08 
266.13 15 .33  
266.47 15.67 ! 
266.90 16 .10  

267.41 16 .61  ! 

268.01 1 7 . 2 1  
268.69 17 .89  
269.46 18 .66  
270.31 19 .51  

271.16 
272.01 
272.86 
273.71 
274.57 

20.36 
2 1 . 2 1  
22.06 
22.91 
23.77 

I '  

274.57 $1 j. 00 s 1. 00 $2; 90 23.77 $21 0 
1 ! ,  

Off i ce  o f  t h e  S e c r e t a r y  o f  t h e  Treasury
O f f i c e  of Tax Analyeie  

w - c h  b I  1 9 m 0  1 

i 

I 



Table 10 


Combined Effect of Investment Tax Credit 
and Interest-Free Loan Program on Cost of Service 

(millions) 

Plant and equipment required to produce specified quantity
and quality of service; "rate base;' at market prices . . . . . . . . . . . . . .$465.00 

Rate base assets to be financed: 
Base case (without subsidies 1. .......................... 465.00 
After 10 percent investment credit fully effective . . . . . .t 397.11 

Financing of rate base assets: 
Base case: Interest-bearing debt . . . . .  ;.......$279.00

Capital stock ..................... 186.00 $465.00 

After investment credit and interest-

free loan program effective: 

Interest-bearing debt . . . . . . . $189.95 
Capital stock. . . . . . . . . . . . . . . $126.63 316.58 I 

Interest-free loans, 
"deferred taxes". . . . . . . . . . . . . . . . . .  80.53 397.11 I 

Cost of Service 

Subsidies 


Base case fully effective 


Total cost of service . . . . . . . . . . . . . . . . . . . . . . . . . . . $274.57 $241.06 

Cost of goods sold. ......................... 165.00 165.00 
Capital costs: Depreciation . . . . . . . . . . . . . . . . .  30.00 25.62 

Interest paid . . . . . . . . . . . . . . . .  27.90 18.99 
Provision for Federal 

income tax........... . . . . .  23.77 12.45* 
After-corporate tax return 

to equity . . . . . . . . . . . . . . . . .  27.90 18.99 

*Includes covera e of $4.38 million in initial and supplementary
investment credBt ,  but no addition to "deferred taxes." 


