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Department of Public Utilities,
November 20, 1962.

To the Honorable Senate and House of Representatives:

In compliance with the directive contained in Chapter 93 of the
Resolves of 1962, the Department of Public Utilities has made an
investigation and study of the subject matter of Senate 405 of
1962 relative to issuance of bonds by gas and electric companies.

By Chapter 93 of the Resolves of 1962, the Department was
directed to make an investigation and study of the then current
Senate Document 405 and to make a report thereon to the Senate.

Senate 405 would make a change in section 13 of Chapter 164
of the General Laws. That section prohibits a gas or electric com-
pany from issuing bonds to an amount in excess of its outstanding
capital stock plus premiums plus surplus. The statute has some-
times been referred to as imposing a maximum bonded debt ratio
of 50%, since bonds may not exceed 50% of the total of equity
capital plus bonded debt.

Senate 405 eliminates this maximum limitation. It would permit
these companies, with the approval of their stockholders and of
the Department, to issue bonds to any amount.

This Department has a day to day familiarity with the capital
structures of the various companies within the Commonwealth. It
reviews their financial plans, and it follows closely the experiences
of the companies in the marketing of their securities. For purposes
of this report, the experience of this Department has been reviewed
with a view to assessing the importance of the limitations of section
13 to the financial experiences of the companies.

In addition, the Department has made independent inquiry of
various financial experts and has considered the literature on the
question.

It is the opinion of the Department that no change should be
made in the present law. On the whole, bonds of Massachusetts
utilities are well rated by the financial community and the utilities

01ji? (Enmtttmtutpalttf of fHaaaadjuai'tta



SENATE —No. 636.1963.] 3

*

3

have experienced favorable interest costs. We believe that this is
due in substantial part to the conservative capital structures of
these companies and to the reputation enjoyed by Massachusetts
regulatory law for contributing to this encouragement.

The arguments in favor of increased use of debt financing are
based on the fact that bond interest is deductible for federal income
tax purposes, but dividends are not. A company must therefore
earn substantially more to pay $1 of dividends than to pay $1 of
interest. This factor has contributed greatly to the popularity of
debt financing and to the pressure to eliminate maximum debt
ratio limitations.

On the other hand, increases in debt ratios can be expected to
lead to higher interest costs and an overall downgrading of the
quality of bonds of our utilities. Moreover, as the debt ratio of a
company rises the ratio of earnings to interest tends to diminish.
The attractiveness of the company’s common and preferred stocks
is adversely affected, and this may lead to increased costs of equity.

The gas and electric and water companies in this Commonwealth
have been able to raise funds sufficient to take care of plant and
property expansion through the issuance of common stock. We are
of the opinion that the limitation on the issuance of long term debt
capital under our General Laws has worked well and has been and
will continue to be in the public interest at least for the forseeable
future.

A comparison of the financial operations of the railroads and
railways with those of the gas and electric companies and in more
recent years, water companies, show conclusively, in our opinion,
that our statutes have worked well in respect to the latter com-
panies. It is true that common carriage of passengers has grown
more complicated since the event of the private automobile, but
we believe that were it not for the high debt ratios of rail carriers,
they could have met adversities to a much better degree. Corporate
reorganizations of railroads and railways have become common-
place. They have been responsible not only for great losses to the
investors but to general inconvenience to the public.

Very likely when times are good and conditions propitious, bor-
rowing money seems to be the cheaper method of financing, but
in times of poor business conditions, the fixed interest charges and
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the obligation to repay principal may constitute a serious burden.
Capital stock is much more flexible at such times. Dividends can
be reduced, or, if necessary, even dispensed with and the company
may still continue operations and perform its public functions.

The recent history of our gas companies illustrates the favorable
effect of the capitalization features of our present gas and electric
and water laws. After World War 1, the gas companies in the
Commonwealth experienced a definite downward trend in their
earning capacity reaching a low point in the depression years.
impact was largely due to the increasing competition from the
of electricity and oil. With the advent of natural gas the outstand-
ing debt was comparatively small and our gas companies were in a
position to obtain the necessary funds to convert their systems from
manufactured gas to natural gas. The bulk of this new investment
money was and still is raised by the issuance of bonds or long term
notes. Had the companies had large amounts of debt with their
attendant fixed carrying costs, doubtless many would have had to
go into bankruptcy.

It is our belief that in the long run the consequences of increased
debt ratios will adversely affect the ability of our utilities to obtain
capital, the effect of which will be transmitted to customers by the
inability of companies to respond as quickly to the demand for
expansion of service or by the need for increased rates to meet
business capital costs. Accordingly, we recommend that no change
be made in Section 13 at this time.

Respectfully submitted,

DEPARTMENT OF PUBLIC UTILITIES,
ROY C. PAPALIA, Chairman.
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