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INTEGRATION AND UTILITY INVESTORS

By

Jerome Y. Frank, Chatirman,
Securities and Exchange Coumission.

What the SEC says about the already accomplished benefits
of the Holding Company Act to investors and the growing well-
being of the public utility industry under the Conmmission's
administration of the Act migit be discounted as coloted by
institutional pride. 3ut you need not rely on our assurances,
for you can turn to conservative investment advisers who have
no possible bias in favor of that Act or of the SEC. VNote,
for instance, the comments of the Standzrd Statistics Conm-
pany in its pubdblication, "Bond Outlook™, for March 2, 184C.
After surveying the effects of SEC regulation on earnings,
depreciation charges, protective indenture provislions write-
ups, excessive valuations, and other matters (imcluding the
allegedly "radical"™ action of the SEC in the case of Con-
sumers Power Company) it concluded:

"Pegulation under the Holding Company Act has
strengthened materially the position of operating
company bonds, and added many safeguards thereto.

As an example, the SEC decision on the Consumers
Power case, in reality, was favorable to the com-
pany's bondholders, since it necessitated equity
financing of future capacity expansion whichk would
widen earnings and asset protection of the bonds.”

The experience of almost five years with the Public

Utility Holding Company Act has demonstrated the soundness

35214



of the standards of the Act and the beneflts to investors

and consumers which grow out of the provisions relating to

the issuance of securitlies, the acquisition and sale of assets
and securities, the requirements that servicing and management
contracts with associated companies be based on cost, and
similar requirements. So I believe that the standards of the
Act relating to the Integration of public utility propertlies
and the elimianation of "scatteration" among public utility
holding company sysiems will, in the nezt few years, achieve

a comparably wide acceptance ard prove their fundamental wis-
dom.

The a;gument Is still advanced -~ thougl I think with
consideradbly lessening conviction -- that integration of
holding company systems rmeans widespread dumping of secur-
ities upon markets unable to absorb them, wiik the conseguent
collapse of security prices. A reading of Section 11 will
indicate that nothling in it requires dumping of-securities
and that only a reckless administration of the Act by a Com=-
mission, an industry, and underwriters, all suddernly deprived
of all common sense, could lead to such a result. Indeed,
the Commission would be violating its specific duty under the
Act 1f it approved the sale of utility securities or utility
assets by holding companies at less than adeguate ceonsidera-

tion.
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Let me refer once more to conservative financial
opinion. In the March 4th issue of "Barroan's", H. J. Selson,
after pointing out the initiation of integration proceedings
by the Commission, concluded that "there are no indications
of a determination to destroy legitimate values. In fact,

a good many utlility authorities believe that in the process
of unscrambling the holding companies various senior securl-
ties will emerge stronger."” Last nonth the following appear-
ed in "Standard Trade and Securities Service" of Standard
Statistics Tonpany:

"There seems little justification for any fear that

holding compunies will be forced to dispose of prop-
erties a3t linmadeguatie »rices cr to take any action that

P

would sdversesly eifect brie valuves. In s“or%, hold-
ing comparny se¢:

curl.les shevid sti’l be aprralsed on
the btazis of thierr rezl eecxuing rower. Wrere such
earniang pewer is adsqguate, there ig no re=scn to fear

that it will be 4dzscroyed nerely because the properties
of a particulsar systvem may not be physically integrated.”

Actual experience in the administration of the Act up to
the presert time serves to coufirm this judgment. In the
Utilit;es Power & Light Corporation case, the Commission was
confronted with a holding company system ln its own death
throes because of wild purchases of utility securities in
the 1920's and which, on its own motion, went into bang-
ruptcy; This system has been described by Floyd Odlum
lrresident of the Atlas Corporation, the largest lndivid-
ual securlity holdiang in Utllities Power & Light) as vio-

lating "practically every basic provision of the Holding
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Company Act, the compény's subsidiary properties being mostly
single 'ytility islands' entirely surrounded by major systenms,
belonging to other major groups™. Yet Utilities Power & Light
{now the Ogden Corporation} -~ perhaps one of the most extreme
cases with which Section 11 will be callad wpan to deal -~ is
achtieving compliance with Seftion 11 not only at no loss of
previously existing values to its security holders but with
éaln: Debenture holders, whose debentures touched as low as
12-1/2 in 19832 and whose 193€ price range was from 45 to 87
will, it now appears, receive full payment of their principal
rlus accrued interest.

It is5 interesting to note the pattern of compliance with
Section 11 selected by Utilities Power & Light and the offi-
cers of its successor corporation. Two successful sales of
the common stock of its operating companies -~-— Newport Elec-
tric Corporation and Indianapolis Power & Light Company --
to the public were effected through underwriters.

In each of these cases the holding company odtained a
price very advantageous to it and its investors, Some
question was raiseg, indeed,gs to whether the price was
not too high, and the Commission met that objection b& re-—
quiring an unusually full disclo;ure of the facts bearing
on the price. Cash received from the sale of these common
stocks is being used to retire senior securities, The pro-

ceeds of the sale of Indianapolis Power & Light Company
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common stock alone were sufficient to redeem all of the new
outstanding debenture issue of the successor Ogden Corpor-
ation, and nearly half of Ogden's new preferred stock. The
net effect of these transactions, which were essentially re-
fundings as far as investors were concerned, is to replace
holding company securities with sound operating company sec~
urities «- a result whichk cannot be but beneficial.

The Ogden Corporatlon is presently considering two other
proposals which serve to indicate the variety of technigues
available for complliance. In one case, the common stock of
an operating subsldiary is proposed to be sold to a single
individual purchaser, and in another case, it is contemplated
that two small subsidiaries will be consclidated into one
larger company whose securities will then be able to command
a favorable price in the market. A comparable plan is belng
deve;oped by another major holding company system owning
thin common stock egquitlies in certaln subsidiaries but also
owning a portion or all of such subsidiaries' senior secur-
ities. The holding company is planning to convert its hold-
ings of the latter securitles into common stock, thus‘creat—
ing a greatly improved capital structure for the subslidiary
and a muck more readily marketable asset. Section 11, there-
fore, will accomplish in this case rot only the termimation
of the absentee holding company control but also will improve

substantially the credit position of the local company and
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its 2bility to serve consunmers. In many other cases, similar
readjustments of undesirable security structures of operating
companies or of sub~-tolding companies prior to sale or ex-
change of thelr securities will result in higher prices to
the.selling company, will emable the investing public or the
acquiring company to estimate with greater accuracy the value
of the securities sold, and will rehabilitate the reorganized
company on a permanently sound basis.,

The instances of Fewport El;ctric Corporation and In-
dianapolis Power & Light Company ~-- and the further recent
instances of Vashington Gas Light Company arnd West Penn
Power Company —- demonstrate that common stocks of public
utility companies are finding a ready and enthusiastie
market. Investors who, heretofore, have, for the most
part, been restricted to investment in the utility indus-
try either in the form of very low interest bearing bonds,
preferred stocks, or in the more speculative holding com-
Pany securities, are obviously welcoming the opp;rtunity
to invest in such operating company common stocks close
to the actual income producing assets. This method of
compliancé alone insures that Section 11 can be enforced
without present loss to investors in holding company sec—
urities where actual eguities ir the earnings and assets
of operating properties exist.

A variety of other methods of compliance (plainly

contemplated by Congress as disclosed in the Congressional
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debates and Committee reports) are open to holding company
managers, T@e capital structure of many systems will read-
ily permit the holding company to exchange its underlying
assets for its own ocutstanding securities, A system with
several integrated utility systems which cannot be retained
by thke holding company because of failure to prove compli-
ance with the "A-B-~C" standards of Section 11 can, in ac-
cordance with a fair plan of reorganization, distribute the
common stock of such integrated systems to investors in the
holding company, in exchange for their debentures, preferred
stock or common stock. This method can be employed even
vhere the holding company's securities are pledged under
collateral trust indentures or are otherwise not usually
available for distribution. Securities of the holding conm-
pany are thus converted into securities of the specific in-
tegrated systems in a manner comparable to those successful
readjustments in industrial securities accomplished pur-
suant to judicial decrees under the Sherman Act. If the
plan of reorganization is egquitable, the investor in the
holding company can suffer no lcss not already long since
incurred since his single claim is merely divided into a
nunber of units, all of which are distributed back to him,
Many variations of this techn{que are possible.

Another method of compliance is the exchange of util-

ity securities or utility assets with other holding company
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systems where tke exchanged property is capable of physical
integratién with the adjeacent properties of the acquiring
sys£em. Multilateral trades of this rnature may be possible.
In situations where one property is more valuable than the
other, sufficient common stock of the more valuable utility
may be sold publicly or privately s¢ as 1o bring the prop-
erties to a relatively even exchange basis. In some cases,
it will be possible (as was reéently done successfully by
Federal Yater Service Corporation) to dispose of a partic-
ﬁlér property -~ utility or non-utility -~ which cannot be
retained under Section 11l —-~ by a sale either to the pubdlic
or to an adjacent system —--~ and then to acquire a property,
disposed of by still another holding company, which can be
integrated with the integrated system or systems permitted
to be retained. In general, however, the method of exchange
of properties is perhaps more difficult than other methods
to accomplish and may involve some dangers %o investors and
consumers. In the long run, it may be economically sounder
to achieve regional integration by operaiing companies vol-
untarily integrating with each other, because of established
economies, rather than superimposing comtinations of prop~
erties by holding companies which may te motivated by a de-
sire to control as large an aggregation of properties as
possible.

Still another method of compliance is the conversion of
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the holding company inte an investment trust.* This
course can be effected by the abandonment of control by
the holding company of its subsidiary operating companies.,
Under the Act, a holding company is a company controlling
operating electric or gas utility companies and a subsid-
lary company.is a company controlled by a holding company.
Absenf.contrcl, the holding conmpany-subsidiary relationship
ceases to exist. Thus, it is possible for a holding com-
pany to retain all of its pr;sent investments merely by
making legal arrangements which will effectively deprive
it of contrel. Such legal arrangements may be made by
enfranchisement of the bondholders and preferred stock of
the operating company or by volding a portion of the vot-
ing rights of the common. In some cases, i1t may perhaps be
desirable to sterilize the voting power of the holding com-
pany's common stock as long as the holding company retains
it. Whern the holding company disposes of the stock, voting
power would revive. In all such cases, however, the Com-
mission should require definite proof that the holding
company relationship has actuvally been severed and not
merely converted into more subtle channels of control or
controlling influence.

Mr. Justice Douglas pointed out in 1938, when he was

Chairman of the SEC, that the record of "scattered™ public

* This method may, in some cases, raise problems which I
shall not here discusse
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utility holding company systems, as compared wtih';ysﬁéms
of a more'integrated nature, indicates, on priéméiic‘tesié
of operating results, that investments in the ‘more inte~
grated systems are conside}ably'moré safe., The securities-
of holding companies which were th; most "séattered" o<
such as, for instance, Aséocisied”éas and Electrie, Insull's
Middle West, Standard Gas and Elec£rié, and Utilities Power
and Light ~~ have proved, as many an investor knows, the
poorest risks.

Inertia, as such, iIs not to be desried; but inertia
can be a stupefying drug. There should be a prééumption
in favor of the existent. But that presumptior is subject
to rebuttal by a showing that old modes of behavior are
importantly harmful: Accordingly the defense of the status
quo is not always conservative.

In saying that, I have in mind those who defend thé‘
status guo in the utility field, the retention, intact, by
the utility holding companies of their existing portfolios.
Those persons afe not, in truth, conservative investment
advisers., They strive to appear so, when tﬁéy deny the
benefits of Section ll's integration program on the ground
that it interferes with "diversification of investment"”.
Now true investment diversification is 1Sdeed conservatlvé.

But investment in an unintegrated utility holding company

does not yield true diversity, Those who maintain that it
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does are confusing *diversificatloﬁ' with “scatteration™.
It ;; not consefvative to inves% in alholgingvcomgaAy which
owns nothing but junign securig;es in a large number of
scattered subsidiaries all of which are ;néaged in the
utility business; | |

Real d;versity éf lﬁvestment, moreover, nmay réqulre'
diversity of management so as to avoeld linking too much of
one's capital with the integrity and judgment of one man ér
a single grgup of men. Ever& investment involves lnvest-
ment 1n management; The public lnvestﬁent in Insull's Mid-
dle West, or ina Hopspn's Associated, clearly went into one
managerial basket. .

There is another argument which needg analysis: I
refer to the contention that utility holding companies are
an aid tp expanding and e;onomically empl;ying poﬁeé facil-
fties in furtherance of national defense. That ﬁay welllbe
true of integrated system;. But scatteration'ié the antlith-
esis of integratioﬁ. Coordination in the use of sources of
ealectric power is not best achlieved through tﬁé mere paper
unificatior of coatroel of operating utility companieéu
having no ra“ional or geographic relation to one another.

As a resglt of the inceniivgs érovided by the integra~
tion provisions orf the Act, the utility Lndustry‘in the
United States will, in private hands, g;aéually rearrange
itself into compact regional ope;aﬁing gysfems rather than :

to continue to consist of the present uneconomic and



- 12 ~
inefficient scattered empires, which, parado#ically, have
Balkanized the physical operating facilities of the industry.A
Mobile and flexible administration of tge other provislions
of the Act by the Commission =— together with the growing
consciousness of public service on the part of an increasing
number of progressive utility officials -- should contribute
substantially to the financial condition of public utility
companies and enable them to meet, with an efficlency of
operations not now attainable, the increasing demands of
our economic system for adequate power at the lowest costs
consistent with an attractive return'?o the investor.

Some months ago, we began proceedings to bring about
integration of all the major holding companies. Recently,
one such company, United Gas Improvement Company, asked us
tentatively to specify, in the proceedings affecting it,
cur views concerning the action which it must take in order
to comply with Section 11, We issued an opinion in which
we said we would do so. And we are willing to do likewlse
as to other companies. ’Of course, our views, thus expressed,
will not bé final; any company which disagrees with then,
in whole or part, will Lave a full opportunity to present
evidence and to be heard in opposition, before we make any
final decision. And any such decisicen, if considered er-
roneous, can be appeal?d to the courts. Such expressions

of our views will serve to narrow the areas of disagreement.
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The Kew York Times has described that move as "a construc-
tive one on the part of the Commission” which "should go
far . + o+ in clarifying the issues™ and "in establishing
guideposts for the future"; and The Wall Street Journal
commended it as helpfully cooperative governmental adminis-
tratlion.

I am coafident that, as a result of the continued
sensible administration of that Act by the SIT, the utlility

industry, under private ocwrership and management, will be

assured a promising future highly beneficial to its investors

and to the nation.
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