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EXECUTIVE SUMMARY

Background

The purpose of this report is to serve as a comprohensive
sumnary of the financial accounting, tax accounting and other
financial issues to be considered in developing analyses of the

Ffinencial impact of required corporate investments in poliation

abatement equipment.

' The California Air Resources Board (ARB) is charged with the
task of rveducing industriel, commercial, and individual pollution
in order to attain air quality goals acdopted by the state and

national governments. A significant fector to be considerad in

_evaluat:nb nltornatnvc paths towards these aiv quality gonln is.

'addLrLona] ilnanc1a1 burden Jmpo sed on businesses by mandated

emission contvol Lcchno]ogleu.

Scope

The ARB:requésted that this res Oarch p“n]cct be dirveeted Lo

thie following three industries

o Electric Utilities;

o Petroloum producers, refipers, and mavketers; and
e  Chenical nonufecturing

.
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Generally, the nccounting ractices and tax vepulaciouns,
relevant to analyzing the financial impact of an investment in
pollution contrel equiipment, do not vary widely among the above
industries, with the clear exception being the electric utility
industry. Separate discussions of the practices and regulations
applicable to the olociric utility industry are Lerviad wniaot o

each subject area ol the following weport.

Although not 'a roqulrement under” this cohtrﬂCt we deemed it
appropriate to develop a compurernzed financial model demonstrating
the suggested problem methodology This financial model was used
in preparing the hypothetical case studies found in the final

chapter of this report. . : . -

Linitations

Analvsts using the materials presented in this report should

cnly attempt to apply them to the analysis of prespective polliuticn

con..ro1 investments. This limitation is due to numerous
L0n1i1uant revisions in federal tax 1aws (ERT , TEFRA),
statements from the Financial Accounting gL&DdﬂIdb Board, and

changes 1in state and federal regulatory policies governing glectric

‘utilities. An attempt to apply the tax, accounting, and £inancial

b

analyses pvpvented in this report to the analysis of past

~investnments could be mis 1ead1nw because of the significant changes

forxed to above. The analyst should be particularly careful to

review later changes in regulatory ageucy rullngu as these can

materially aLioct the outcome of any Bnalysxﬂ.

RecrnL Tam Tl.egi olatkun

Concurrcnt with completion of the drafting of this report,
Congress enacted the Tax Equity and Responsibility Act cf 1982

{TEFRA) . "th recent act provided several changes to existing

t
Trw in areas dircetly relevant to this study. The proVinions of

s

this act appiicable to this reacarch study arc desoribed inoan
addendun to clhapter twe, the chapter dealing wiih specific tax

TEIUES .

PR ]

et



¥
: Methodology
: The report body, following, consists of five chapters dealing
i
with the detail specific considerations relevant to a financial
2 . . . . . .
; analysis of an investment in pollution control techrnology. These
chapters, in or¥der of prescntation, deal with:
-3
= ® Cost of capital considerations,
- ’ Ed
4 K
. =) Tax issues and considerations,
3, ' Accounting and financial reporting practices followed in
the chemical and petroleum industry,
r-g :
B
4 g
@ Accounting, financial reporting and regulatory issues
K anplicable to the regulated eientric utility industys
4 and '
Yf;l
3 i . .
Y ¢ Two hypothetical case studies demonstrating suggested
9 . problem methodology.
o
The following discussion provides a summary of specific
o v
§ chapter content and the research methodology cmployed for each

topic arca.

Cost of C&pit&l =~ In terms of identifying and 1isting the

3 traditional and academic approaches for calculating the cost of

i

4 e ‘ . . . . e PR
Al capital, a number of well recognized managerial finance texts wvere
"y researched. Those most heavily relied upon ave listed in the

b ' '

footnotes to the cost of capital report section. General issues
and rescarch findings were confirmed with Price Waterhouse

technical ~specialists..



Historic industry capital structures were developed based upon
Federal Trade Commission reports. Representative currenlt costs of
capital for sclected industries were developed based upon publishoed
data using the meothodology pres sented in this report. A summary ot
relevant variables which could in the future impact a company's
capital structure, and indus Lry s cost of capital, was developed
based on cited current llitecrature. Possible relevaunt wmethods ol
financing the cost of compliance with pol]utibn regulations has
been presented, the source of which is cited current 11terdguro

The chapter contains a compxebensxve guide containing
aarratives and illustrations of the theoretical app roaches to
determining the cost of capltal Special considerations concernlmw
the appropriate measure of the cost of capital for regulated.

electric utilities are discussed in Append&x II of Chapter I.

Taw (Conaider f;ons - This report caection containg a narrative

description of the relevant Internal Revenue code and California
Franchise Tax Board regulations, rulings .and interpretations. Our
-esearch indicates that most of the relevant tax rules and
regulations are simi 1ar1y applicable to the chemical and petroleum
refining industries. The regulated electric utility industry has
mnany tax rules and regulations sp001£10 to that industry. These
considerations have been sepalaue]y identified in this report. The
few significant Federal/California tax Lroxtment differences have
been h“ﬁhlthLCd The chapter contains pecific examples

illus antlnw the impact of the app]xcab] tax consideraticns.

Accounting Practices for the Selected Industries - We have

utilized Price Waterhouse library informstion resources, and other
sources as necessary, to gather accounting pronouncements, practice
aides, wesearch papers, and other relevant documents. These
information sources included texts; trade publications; res search
studies; nccounting practice surveyss and promulgatious of the
Finaneial Accountiup Standards Board, the Amcrican Institute of

Cortified Yublic Accountants, the Securities ond Exchange

wesvae g
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~Récommendations

Commission, and the Federsl Energy Regulatory Commission. In
addition, Price Waterhouse industry specialists for the selected

industries have reviewed these practice areas and research sources.

)
o
%)
o

Hypothetical

udy - Although not a contract requirement,
two hypothetical cacse studies were developed for the purpose of

illustrating:

@ The general approach for analyzing the fipnancial impact
of cepital investments in pollution control eguipment,
and

. LY
rs The contrast in perspective of such an analysis from the

viewpoint of:

- a non-regulated corporation,

- o roculated electric iliey

i

- the rate-paylng consumers.

Another benefit of these case studies is that the various
accounting, tax and other applicable financial considerations are
presented in re)atxvc perspectlve. The case studies were developed
utilizing ”VlSlcalc on an IBM personal micro-computer. The recent
TEFRA tax considerations have not been ihcorporated in the .
hypothetical cases. The ca,o'sfudlco are not des¢gnod to provide 2

detajiled analysis of ‘cach and every ‘consideration in such an

.analv313, but rather to provide a COﬁconLual overview of suggested

problem methodology. For the detail specific considerations
requ1rpd in such an analysis, the recader is dzncctcd to the various

specth chapters of this report.

"

The fol]owiﬁg recommendations are 2 result of our observations
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The Air Resources Board should make provision to
periodically review and update this research study.
This is nccessary because of the significant changes

which are introduced by changes in tax laws and

regulatory agency policies.

The Air Resources Board should consider iwplementing a

"microcomputer based financial model capability. A

financial model encompassing all of the aspects outlined

in this study is very feasible.

The Air Resources Board staff should make use of outside
expert financial consultants pericdically to assist in

board hearings .and help accumulate relevaunt information.






