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SEC POLICY ON CALLABILITY OF CORPCRATE ROIDS UNDER THE

*
PUBLIC UTILITY HOLDING COMPANY ACT COF 1835

It gives me great pleasure to be invited £o a group of financial people
such as this to discuss a matter which, perhaps as much as any other recent
single aspect of corporate finance, has been the subject of a good deal of
controversy. I, of course, refer to the question as to whether wortgage
bonds (or debentures) issued by public utility companies which are regulated
by the Securities and Exchange Commission under the Public Utility Holding
Company Act of 1935 should be callable for any purpose at the cption of
the issuer, including refunding at a lower interest rate. It is a matter
wh%ch is of particular importance not only to regulatory agencies such as
the SEC, to name one, but also to the corporate issuers of the bonds and te
the purchasers of the bonds. 1Ir addition, there are other parties in
interest who are vitally affected by the terms of the contract or indenture
securing the bonds, They are the consumers of the service sold or rendered
by the utility company, and the general public. 1 understand, moreover,
that, while thie audience is not concerned with the regulated electric
utility industry, the subject is one which is of lively interest to this
group because of the various financing activities undertzken by it.

As you know, the SEC has a policy on callability which was announced
in a formal Statement of Policy issued on February 16, 1956. (Holding
Coempany act Release Mo. 13105.) The Statement of Policy, which contains s

wide variety of protective provisions applicable to mortgage bonds issued by

% The Securities and Fxchange Commission, as a matter of policy, disclaims
vesponsibility for any private publication by any of its empioyees. The
views expressed herein are those of the author and de not necessarily
reflect the visws of the Comnigsion or of the author's colleagues upon
the staff of the Commissicn.
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public utility companies under the Holding Company act, provides, among other
things, that the bonds shall be redeemable at any tiwe upon recsonable
notice upon the payment of a reasonable redempticn premium, if any. Although
debentures are not specifically referred to in the Statement of Policy, the
policy on callability is equally applicabie to debentures.

The Statement of Policy contains no formula as to what constitutes
a reasonable redemption premium, but the Commission's working policy has
been that the initial redemption price should not exceed the sum of the
initial public offering price plus the interest vate. For oxample, 1f the
bonds are offered to the public at 102 and bear a five per cent coupon,
the initial redempticn price may not exceed 107, and the 7-point premium
must thereafter be reduced pro rata to maturity. The Ccamission has
adhered to this policy -~which, by its very terms, sctually has g degree
of buili-in flexibility in it by reason of its being affected by changes
in interest rates --and I think it is safe to assume Chat the Coamission
wiil continue to adhere to it unless it is presented --as it on rare occasion
is -~with a special or unusual siteation whick mawes its application in
the particular circumstasnces an unreasonable hardchip.

The question naturally arises as to why the Commission should be concerned
with what may, to a gocd number of pecple, appear te be sometbing which
ought properly teo come within the scope of contractual bergaining between
the issuer and the purchaser {or underwriter) of the bends, or cuntirely

ithin the discrecion of the management of the issuer. The suswer is a
short one, and it is this. Under the Public Utility Helding Company Act

of 1935, the Commission is required to pass upon the specific terms and



érgvisions of security issuances by public utility holding companies and

their public utility subsidiaries. This jurisdiction extends to a substanti

;egment of the privatcly-owned electric and gas utility compenies in the
.United States.

Sectioﬁ 1(b) of the Holding Co@pany’Act, which licts the evils ang
abuses which the Congress directed the Ccmmissi;n to eradicate, declaves
that the national public interest and the interest of consumerss of
electricity and gas are or mey be adversely affected Sy lack of economies
in the raising of cepital. Other provisions of the Eolding Company act
érovide the Commission with the necessary means of implementing this
Congressional policy. Thus, while the Heolding Ccmpany Act itself does
not give the Securities and Exchange Commission jurisdiction ovey utiltity
rates charged fo comsumers, the Act does direct the Commission Lo protect
the consuming public ggainst being required to support unreasongocle inlerest
costs. 1t iz the Commissicn's position that free, L.a.. unresiricted,
caliability for refunding purposss is necessary to secure this resuit. toy

igs 1t proper, in the Commissicon's view, to dilute or vitiate freedow of

at best speculative, a contemplated refunding operstion. Ibe rule-of-thumb
formula which we insist vpen for companies under our jurisdiction takes care
of that contingency,

To effectuate this Congressional policy againet unencnomical methods
of raising capitel, the Commission explicitly sét forth its position on
redemption restrictions in tvo cases in 1953. You will note that these

two cases antedated the Commission's Statement of Pelicy adopted in
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February 1956 to which 1 referred a few minntes 3zo. 1n one of those cases,

;Eﬁigaa & Michig&n Eiectr;c Cuspany (35 S,E.C, 321, 326}, the Camnission
stated:

] w1t is cour copinion, however, that ncen-redeemnable features in
senior securities, even though the pericd of non-redeemability
.is as short as thres years, should not be razserted tc 2s a means
of reducing the cost of money, and we shall in the future insist
- that all reasonable efforts be made to keep this undesirable feature
" out of finmancing programs,”

~

The other case to which 1 referred was Arkansas Louisiana Gas Company

(35 S.E.C. 313).

" “1u the excerpt which 1 have qucted from the Indiana § Michipan case,
it is important to note that one of the things the securities ond Exchange
Commission was emphasizing is that, to put it collogvially. there should
be no trading off of the right to cail for & censidevation in the interest
éaﬁe, or, to state it othervise, the Ccmmission will unot senctian “shaving”
the interest rate in exchange for aceepting a restriction en the right
to refund. "I take this te mean that the issusr should have complete
freedom to refund and that it should pay the golng rate of interest consistent
with its credit position. 1 shall deal shortly with this question as to
whether bonds which carry & restriction on callability for refunding purposes
-=i.8., a call deferment of, say, five or ten ysers--do actually command &
lower interésc rate than bonds which may be refunded at any time upon the
uéual thirty days' redemption notice.

‘We are all familiar with the fact that, particularly in the 1940°s
and the early 1950's, and again in 1954 and part of 1955, public utility

companies effected very substantial savings in their interest costs
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b‘e‘cinse they were able to refund high-interest rate bonds with new bonds
carrying materially lower interest rates. Had they been unable to do
this, the higher interest charges in the rate-of-return process would
have to be paid for by the consuming public and by the stockholders of
the companies. To point up the significance to be attached to free
refundability, I should like to refer to a study which I made some time
ago ;)i all electric, gas, au§ telephone utility bond or debenture issues
offered publicly during the period of a little more than 5 years from
January 1, 3:;53, to May 15, 1958, where the proceeds were used in whole or
in part to refund outstanding bonds or debentures. Mast of the refundings
actually took place between March 1954 and May 1955.

There were 49 such refunding operations, and nearly all of the refunded
issues had been marketed less than 5 years previously. The total principal
amount of the issues refunded was approximately $871 mfllion. The weighted
average interest saving per year, before expenses, resulting from these
refundings amot~ted to one-half of ones percent, or an aggregate of over
$4.3 million per year. This is 2 sizable item ip the to.al annual cost of
utility services to the American public.

You are probably auvare of the fact that American Telephone & Telegraph
Company, whi.cix. t;f course, 1s not subject to the Holding Company Act, only
last month amnounced that it plans to sell at competitive bidding, on
June 6th, $250 million of new debentures, and to use the proceeds to refund
an equai amount of 5-3/8 debentures, due 1986, which had been sold in
November 1959. It {s surprising to note, however, that in spite of the

iaterest saving made possible by the call provisions of the 1959 1ssue, the
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195& iqsue, “for same reason, will not be redeemsble for a ten-year period.
Ot.hér A.?.&T. gystem companies have ‘also announced plans to refund some of
their éxisting high-cost debentures, and one has g8lready effected a refunding.
Thus, Southern Bell Telephone and Telegraph Company, on March 21, 1961, sold
370 hiliimi.éf new debentures, at an interest cost of 4.37%, for the purpose
of refunding an equal amount of 5-1/2% debentures due 1994, which had been
sold {n October 1959. The new issue, however, unlike the refunded issue,
w11l not be redeemable for a five-year period. New England Telephone and
Télegraph G;npany'wili sell $45 million of new debentures on April lith
to -‘refund a 5-3/4% issue dve 1994, which had been sold in September 1959.
Similarly, Bell Telephone Company of Pennsylvania plans to sell $50 million
of new debentures on May 2nd, in part to refund $30 million of 5-3/8%
debentures due 1994, which had been sold in December 1959.

National Fuel Gas Company, which is subject to the Holding Company
Act, has filed an application with the SEC for permission to sell, on
April 24th, $27 million of new debemtures. The proceeds will be used, in
part, to refund $15 million of 5-1/2% debentures due 1982, which had been

marketed in May 1957.
None of the above refundings, of course, could be possible 1if the issuer

had- accepted a restriction on refundsbility.
~‘By way of digression, I might call your attention to the fact that in
addition to the SEC, two other Federal agencies, the Pederal Power Commission

and the Interstate Commerce Comnission, also prohibit refunding yestrictions
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in new debt issues subject to their jurisdiction. The FPC, however, does not
necessarily adhere to the same rule-of-thumb formula which the SEC employs:
The 1CC's policy is a fairly recent one, and 1 do not know whether it has had
occasion to indicate whether it will employ a call price formula similar

to that of the SEC. One State commission, the Georgia Public Service Com-
mission, adopted a Statement of Policy about five years ago virtually
identical with that of the SEC, but it permitted the issuance of nonrefundable
bonds f{o at least one case after the company introduced testimony which
claimed thﬁt,a materially lower interest rate could be placed on the bonds

if they were made no$¥efundab1e for a pericd of five years.

This  latter point now brings me to the important question of whether
refunding restrictions of, say, five years--i.e., an absolute bar on
redemption vherefthe funds for redemption are provided from other debt
-carrying & lower interest cost than the old issue--do result in lower
interest costs to the issuer, all other things being equal, than where
the bonds are freely callable st any time. As you know, the usual argument
in favor of a refunding restriction is that the issuer can obtain a lower
interest cost on the bonds if he provides call protection to the purchaser
of the bonds. N

In,thisfcoﬁhection, you may be aware of the fact that, in the latter
-part of 1956, the Wharton School of Finance and Commerce of the University
of Pennsylvania, acting under a grant from the Life Insurance Association
of Apefica, undertook a study of the entire subject of callability of bonds.

It is a comprehensive study in which date on corpeorate bond issues have

~been collected back to 1926. 1n addition, the historical pattern of Federal
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Govetnnent financing. and the current pattern of Federal, State, and
uutu.cipal gowemont financing are discussed in some detail. 1 am here
concetnede hnnever. only with so much of the study as relates to corporate
bond financiug. The actual study, including the collation and evaluation
of the relevant data, is under the active supervision of Dean Willis J. winn
ard Professor Arleigh t-'r. Hess, Jr. The final report of th¢ task force hgs not
yet boan issued, but when it will be issued--and I believe it will be issued
some tiue this year--1 am sure you will find it most interesting and informative.
1 happ?n to be a member pf the Advisory gcmmittee which meets with the task
force to diséus& techniques to be employed, and the problems encountered,
in the stﬁdy. ‘

1t is not ingppgop?iate for me to give you a few high lights of the
data assembled by the wharton School task force, without, however, getting
into the étea of«cgnclusions and recommendations which the authors of the
study may have tentatively reacked. Preliminarily, I would point out that
the study to da;e covers 1,265 corporate bond issues offered from 1926
through 19597- The bonds were public utility and industrial issues; were
$5 million or largetiin size; were sold privately or publicly for cash,
exceps ;gat, for the last four years, 1956 through 1959, only publicly-offered
issues wqtelinélgéeé; thgrpublicly-offeted issues were rated A or better;
néne of the §ond$,;arr1ed warrant or convetsion privileges; and all were
term tagherrthanA;e:ialkissuea.

7“> Fo;Athe period 1926-1943, the sample covered 572 issues, of which 551

were 1@9@4@ately callable, uhilg only 21 had a call deferment. A comparison

of the interest costs between the cailable and the noncallable issues,

e
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ué;ger Ehh&gh tﬁe‘data for the latter were, does not iend support to the
h§b§tﬁésis that mdﬁé restrictive call provisions resulted in lower interest
cdsts. all other fﬁings being equal. Any market value for the call privilege
was not apparent in the offering prices of the bonds.

The 1944-1955 sample covered 332 issues, of which 320 were immediately
callable and onl& 12 had a call deferment. Here, too, a comparison of interest
costs provided little, if any, evidence that the call privilege had any market
véine iﬂkfgjs pe;ioﬁ. However, since yields were relatively low during most
of ihié period, the inducement for the investor to seek call protection was
appatentlyrnbt Qtrong.

Durihg the period 1§56-1959, the data require some discussion. The
1§36 issues numbered 73, of which 68 were immediately callable and 5 had
call défetmehts. The dat§ for that year make it difficult to establish
a strong case that easy callability raised interest costs, although those
making the study believe that the data provide some evidence that easy
callability did have this effect in 1956.

The 1957 issues, numbering 109, contain 73 which were immediately
callable, and 36 which had call deferments. It is the view of the task
fgfce that, in gpite of the increase in 1957 in the number of call deferments,
no clear evidence existed that easy callability caused higher interest costs.

« The 1958 iés;xes, which numbered 104, included 64 which had immediate
éa!iaﬁility, anq 40 with call deferments. All of these call deferments
wé;e for five-year periods. The task force coucluded that in scme cases

céil restriétions wereAassociated with lower interest costs, while in
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other instances the reverse was true. Thus again, nothing of any conclusive
Qature could be attributed to free callability as against call deferment.

The 1959 issues covered in the study presented some evidence for the
first time, and then only beginning with the second half of the year, of
a change in investor attitudes on the question of callability. The 1959
issues number 75, of which 51 were immediately callable and 24 had call
deferments, all for five-year periods. The task force found that,
beginning in the second half of 1959, for the first time during the
entire 34;;ear period covered by the study, the market placed a value on
the call privilege. The value, however, appears to have been small in
most cases, and differences in interest costs attributable te call provisions
were found in this latter Qetiod to be considerably less than one might
assume on the basis of theoretical analysis. By this, I mean that the
value of callability to the issuer is equal to the present worth of the
gﬁving in interest cost from the time of refunding to the date of maturity
of the bonds refunded, less the cost of refunding and any other costs
associated with the call.

The differences in interest costs found during the second half of 1959
varied from about 14 to 38 basis points in favor of the call-protected
bonds, but, as ;he»task force notes, these are indeed inconsequential
difference§, having in mind differences in size of issue, industrial
classiﬁication, or variation in investment merit within a rating group.

Moreover, the day of the offering was generally not the same for the

immediately callable versus the call-protected issue.
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1 have nade m& éwn observations of the correlation or lack of
correlaC1on between intersst costs and callability. These observations,
which have been limited to public offerings at competitive bidding from
about the middle of 1957 to the end of 1960, are in general accord with
the findings made by the }barton School task force. while one must, of
course, make allowance for differences within Aaa-rated or Aa-rated or
A;rated bon&s--for example an electric utility bond is generally
con;idetgdité Le qualitatively sﬁperior to & telephone or & gas utility
yqqdrcgrry;hg the same rating--nevertheless, with all sppropriate allowances
for individual variations, it would appear that, in 1960, electric, gas,
and teiephone utility bonds offered at public competitive bidding, which
had call deferments of approximately five years, enjoyed a somewhat lower
interest cost, on the average, than utility bonds which were immediately
callable. 1 did not attempt a bond-by-bomd compariscn, which should make
proﬁer allowance for individual qualitative differences between one issuer's
credit and another's, és well ag differences in day of offering. 1 simply
compared the average interest cost of immediately callable bonds with the
aQerage interest cost of bonds having call deferments, by Aaa-rated, Aa-rated,
and A-rated bongs; 1 camputed average interest costs, separately for the
three ragidg élggsifications, for the entire year 196G, except that as to
the‘A-rated issues my comparison covered only the four-month period, July

through October, since utility bonds with call deferments were not offered

publicly at competitive bidding during the other months of that year.
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For the Aaa-rated utility bonds in 1960, those w;th call deferments
had -anm arithmetic average interest cost of 8 basis points lower than the
iomediately callable issues,and a median cost of 15-1/2 basis points lower.
For the Aa-rated bonds,the differential, again in favor of those with call
deferments, was 18 basis points on the basis of arithmetic averages, and
20 basis points on the basis of medians. For the A-rated issues, the
differential, also in favor of those with call deferments, was 15 basis points
on the basis of arithmetic averages and 16 basis points on the basis of -
medians. These éifferences do not strike me as being substantial., Standing
by themselves, they certainly do not appear to me to be persuasive that
regulatory policies against refunding restrictions are costly to the issuer.
1t does not require much financial analysis to recognize that, where the
interest cost differential in favor of the bond having a call deferment is
so sQall, it can be overcome by an advantageocus refunding during the first
few years after issuance of the bonds.

Nevertheless, assuming, arguendo, that it can be shown by objective data

that the issuer can obtain a substantially lower, not merely a slightly lower,

interest rate by agreeing to a restriction on the right to refund, that
merely marks the beginning of the consideration of the problem, for who is
8o prescient that he can foretell, at the time of the issuance of a non-
refundable bond, that the issuer will save money over the life of the issue?
While one may, on the basis of historical trends of interest rates, indulge
in speculation--and even qiite sophisticated speculation at that--as to the
statistical probabilities of a reduction in interest rates during a future

five- or ten- or thirty-year period, neither the issuer nor the regulatory
agency concerned should, in my opinion, gamble on the likelihood and timing
‘of such future possibilities.



7;:f Lﬁtiiitie ahile‘héé,*i*espressed the’value of callability to the issuer
igfééthgﬁéfical terms, as being egual to the present worth of the saving in
ifi'ist;é_tjesit:cost: frqm the time of refunding to maturity, less all costs associated
wt;h the call, If one could be certain, at the time the original bonds are
sold, of éhe timing and extent of a future decline in interest rates, it
would be an obviously simple matter to make théipresent worth computation
and to state»catégorically that the value of the call privilege is a specific
number of dollars. But since the timing and extent of a deciine in interest
rates aréﬂgmmattér of uncertainty at the time the original bonds are sold,
the true value of the call privilege, in the view of those conducting the
Wharton Séhool gtudy, is one which also takes into account the probability
that the interest rate will decline. Thus, the lower the probability, the
lower will be the true value of the call privilege.

The probability that a given decline in interest rates will occur within
a given time depends essentially on (1) the size of the decline; (2) the
magnitude of the original rate from which the decline is to be measured; and
(3) the amount of time which elapses until the decline takes place. It is
their view that data which they have collected of yields from 1926 through
1959 of newly issued corporate bonds, including computations of the number of
years elapsed before the yields declined by, say, 2%, or 1%, or 1/2 of 17,
can be utilized to estimate the probability distribution of changes in interest
Eétes from any initial level. Indeed, a rigorous mathematical formula of the
value of the call privilege under various assumptions of probabilities has
been developed by the task force, designed to point up the area within which

the issuer and the buyer of the bonds can negotiate the call provision.

©

A
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;;;;ﬁsﬁr:;beayresen:,;ﬁawever, it seems to me that, as long as differences
%éigitérést,§9sts~between:immediately callable bonds And bonds with a call
dgfg#ngniwaterinsubstantiai, regulatory agencies which favor free callability
aﬁ#:not likely to change their views thereon. Moreover, even assuming, for
;§; sale‘éf,discussion; that substantial and consistent differences in interest
ggigs should develop in the future in favor of bonds with a call deferment, 1
hggg serious doubt that these regulatory agencies will change their views
uniess other adverse factors not now present in the picture should develop.
>118h511 ndg&déaiiﬁiih such other fecdtorse

:-.. Our _inguiry into the problem at the SEC has not been limited to a
consideration of comparative interest costs as between bonds which are
callable and those which have call deferments for refunding purposes or,

aé»ge éften‘refer to them, refundable versus nonrefundable bonds. We have
also been concerned with the question of whether cur policy on free callability
has:had_any adverse effect on the ability of the utility companies subject

to the Holding Company  Act to sell their bonds. This is an important point,
because the SEC cbviously would not want to have a policy which could result
in drying up the supply of capital to such dynamic industries as the electric
and gas utility industries. Any jimpediments to the freec flow of capital to
a puilic u;i}itx,company would be a matter of serious concern to the Commission.

-lv~1n connection with a éontinuous review which the Commission has directed
bg:made of its policy of free callability, I have studied all the electric

and ggs utility bond issues (including debentures) offered at competitive
b;ﬁding:betweenﬁnay 14, 1957, and December 31, 1960, covering a little over

3;172'year§; The study was not . limited to debt issues which are subject




begause on that day a public ntility company Rot subject to the Holding Company

v T

Act instituted a practice which has been followed by a number of other public

CEE

utiiitymcompanies tone of which is subject to the Holding Company Act, of
aé;epting a S«year restriction, and in some cases a longer-term restriction,
on refunding. In this study, 1 compared the number of bids received from
underwriters ontﬁhsnafundable versus the nonrefundable issues, and also the
degree of marketing success which the winning bidder had in disposing of the
bond issue.< ‘

o A ccmparison of the number of bids received is relevant, because
underwritets, who are in business to make a profit, will not be interested
in bidding fot refundable bonds unless they believe the bonds can be
matketed at a profit. Similarly, a comparison of the success or failure
of the winning.bidder in selling the bonds to the ultimate purchaser will
ba;;“érpréééuﬁ& béating on whether or not underwriters will continue to
cé;;ete f@t'féfun&aﬁlekissues.

- During the period from May 14, 1957, to December 31, 1960, a total of
273 electric and gas utility bond issues, aggregating $5.9 billion principal
amount was cffered at competitive bidding. The refundable issues numbered

208 and accounted for a total of $3.9 billion, while the nonrefundable

1ssues-=all except one being uonrefundable for a period of five years, and

-
b

one oeing nonrefundable Eor a period of seven years--numbered 65 and totaled

$2 D billion.r The number of tefundable issues thus represented 76.27 of the

=g A
FEd v = 0 3 .




to Li'égiﬁﬁﬁef'héf“'iiséfﬁes » while, in terms of principal amount, the refundable

{ssues accounted for €6.1%. You imay be interested to note that for the

e

ca’;endatyear 1960 alone, the number of refundable issues constituted 72.1%
of all the issues in that year, while in terms of principal amount they
éonétitntedﬂszof the total. Parenthetically, 1 might point out that for
the first ﬁi‘eé months of ‘1961, there have been no electric or gas utility
bonds or debentures sold at competitive bidding which carried a call deferment.
Aunf the 9e1ec1:t:£c or gas debt issues, aggregating $115 million principal
an{aint:, ‘which were sold at competitive bidding during the first quarter of
xséi,: are freely refundable. However, on April &4, 1961, an electric utility
cb;iiaany’bffe’ted 4t competitive bidding $30 million of bonds carrying a
5-jear call deferient.

7 Tﬁb"éeigﬁte»d average number of bids received on the refundable issues
for the same period, May 14, 1957, to December 31, 1960, was 4.58, while on
the nonrefundable issues it was 4.22. The median number of bids was 5 on the
i;gfundables and 4 on the nonrefundables. In this connection, however, it
#hould ‘be noted that the size of the refundable issues was, on the average,
somevhat smaller ﬁhan that of the nonrefundsbles--a fact which may account
fot the difference in the averaige number of bids received on each group.

With respe;t to the success of the marketing of the bond issues, 1 have
cgssidered’én’ issue as having been successfully marketed if at least 95%
‘ nf the iés;e wasg Qold at the syndicate price up to the date of termination
of :ghe syndicate, On this basis, 73.1% of the refundable issues during the
aég;:bﬂmtely 3-1/2 year period were successful, while 72.8% of the non-

reﬁundsbles wér;‘eAsucce‘ssful; iIn terms of principal smount, 63.87 of the




r uadabla issugs were successful while 69.5% of the nonrefundables were

sngcessful. ‘Extension ,of the comparison to include the aggregate principal
anmnt:s ‘of all iasnes which were sold at the applicable syndicate prices
up to the tminatien of the respective syndicates, regardless of whether
a patticular issue met the definition of a successful marketing, indicates
tha; 87 iz of the ccubined principal amount of all the refundable issues
cbrmhout the 3- 1/2 year period were sold successfully, as compared with
8"0.92 fot the nonrefundable issues.

' :,‘ f?.‘he, ktegoing statistics, I submit, whi;:h have been developed in respect
ci ;hc two "groués of bond issues, together with the comparative interest
cost data diséussed previcﬁsly. fully support the SEC's policy of requiring
free éai,l,ability of 7utility bond issues subject to the Holding Company Act.

- Thank you.




