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PREFACE

This book has been written from the ‘‘firing line?’
of regulation. It is largely the result of an intimate
contact with the efforts at regulation during the past
fifteen years. It attempts to present not only the
principles and usual methods of regulation, but also
the difficulties that have greatly impeded the work, as
well as a plan which would render rate making a
definite and practically an automatic process.

The task of regulation has been delegated mostly
to commissions. While they have been concerned with
the entire field of regulation, their efforts have cen-
tered on rate making. They have had little time for
much else because of the constant struggle with vague
principles, indeterminate facts, undefined methods, and
cumbersome rate procedure. They have been prac-
tically overwhelmed with the repetitious routine, with
out ever finally settling cither prineiples, policies or
facts with which they have had to deal. In every rate
case they have been confronted with a new battle over
the same grounds that had been fought over time and
again. Conscquently they have largely left untouched
what should be the chief constructive purpose of regu-
lation: to promote service and economy of operation.

That the first need is to cut through the tangle of
present rate procedure, can hardly be disputed.
Everyone who has actively taken part in rate cases
has been irritated by the large waste of effort and
the high degree of futility in the result. Both sides
have felt the need of definiteness as to principle and
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vi PREFACE

policy, exactness as to facts, and promptness as to
action, and they will readily accept the fundamental
proposal of this work.

It is of interest to note that while the manuscript
was in the hands of the printer, a report on ‘‘Giant
Power’’ was issued by the Giant Power Survey Board
to the General Assembly of the Commonwealth of
Pennsylvania. This report is concerned with only one
utility, the production and distribution of electricity,
but it brings out the same difficulties discussed in this
book, and comes to the same conclusion that there
must be an exact basis of rate making as to policy,
methods and faects, if regulation is to cope success-
fully with the growing complexities of the industry.
Governor Pinchot’s recommendations for legislation
are in line with the principles presented in these
chapters.

Everyone, I believe, who will give serious and in-
telligent consideration to the problem, will come to the
same conclusion. In the matter of establishing a rate
base for existing investment, there may be honest dif-
ference of opinion as to how or on what exact basis the
valuation of the propertics should be made. But as
to the future, it seems clear, there can be no intelligent
dispute: we must proceed with definiteness of policies,
methods and facts.

The book has been written not only from but for the
“firing line.”” I hope that it may serve the large
number of accountants, economists, engineers and
lawyers to a clearer and more vivid understanding of
what is involved in regulation and what is needed to
make it effective. While the bulk of my contact has
been on the so-called public side of utility litigation,
my interest has always been that of an economist, with
attention centered on public policy and workable ad-
ministration. I hope, therefore, that this volume will
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be of constructive use not only to commissions, munici-
palities, and other public bodies but also to investors,
to the utilities themselves, and to the several pro-
fessional groups interested in the work of regulation.

I have attempted also to present the subject matter
so as to make it suitable for textbook use in college
and university courses dealing with regulation. My
first effort at systematic presentation was in a course
of lectures at Columbia University during the aca-
demic year 1921-1922, although I had previously lec-
tured on regulation at Princeton and Cornell Uni-
versities. Some of the ideas have appeared from time
to time in articles in the American Economic Review,
the Political Science Quarterly and other technical
journals.

In discussing valuation, I have inevitably come upon
questions of law and have had to discuss court de-
cisions. I wish to state, therefore, that I am thor-
oughly aware of the pitfalls that an economist or
other layman encounters in venturing into the domain
of law. But there was no keeping out. My approach
has been that of an economist, but I could not avoid
the legal complications in which the economic prob-
lems are involved. I believe, however, that my analysis
is reasonable, and it presents the decisions in the light
of economic and financial facts. I may point out,
however, that a lawyer writing on problems of regula-
tion is likewise forced to pass beyond his own strict
field into cconomic grounds. The fact is that intelli-
gent discussion requires broad experience and thought
on all sides of regulation, and the various professional
groups must meet on the common ground of sound
public policy.

It has not been feasible to give credit for special
ideas. I have tried to work out systematically a solu-
tion to a complicated problem which many have strug-
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gled with and have helped to solve. I do, however,
wish to express obligation to former associates in
various departments of the Public Service Commis-
sion of the State of New York, First District, during
my work for several years as statistician and Chief of
the Division of Accounts. Among these I wish to
mention Mr. I, M. Deegan and Mr. Jacob Goetz, then
assistant counsels, and Mr. Godfrey Goldmark, then
counsel for the Commission. For the past five years,
while T have been retained as finanecial adviser to the
Corporation Counsel of the City of New York in
public utility litigation, I have derived spceial benefit
in my work and repeated discussions with Assistant
Corporation Counsels M. M. Fertig and E. J. Kohler,
who conducted many of the important utility cases;
and particularly T have felt encouraged by the deep
interest and public attitude in utility matters on the
part of the Hon. George P. Nicholson, Corporation
Counsel of the City of New York.

Finally, my chief obligation rests with Mr. Nathaniel
Gold, who has been an unusually valuable assistant
for several years. He not only helped in the prepara-
tion of the manuscript but has served as keen and
impartial critic in the various phases of the work.

JoHN BAUER.
New York City,
June 1, 1925,
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CHAPTER I
THE NATURE OF PUBLIC UTILITIES

1. Definition of public utilities. 2. General regulation and
special control. 3. The development of regulation. 4. The
right of eminent domain. 5. Special franchises. 6. Monopoly
conditions. 7. Public interest independent of special privileges
or monopoly. 8. Importance of service and abuses in the in-
dustry. 9. Public interest illustrated in recent developments.
10. Extension of regulation. 11. Purpose of the hook.

1. DeriniTioN oF Pusnric UTILITIES

Public utilities are industries in which the right of
special public regulation has become firmly recognized.

It is not necessary to set forth a complete list of the
various industries embraced within the concept of pub-
lic utilities. For the sake of definiteness, however, we
may briefly state that the term includes steam rail-
roads; local and inter-urbam electric railways; gas and
electric corporations ; water and steam companies ; tele-
phone and telegraph companies. Other industries will
readily suggest themselves in which the right of public
regulation has been definitely reccognized. We shall
use the term in its broad scnse, to comprehend all in-
dustries over which the right to regulate has been
established and efforts at regulation introduced.

1



2 REGULATION OF PUBLIC UTILITIES

2. GeneraL Rrcuration AND SpeEciaL CoNTROL

It is worth while at the outset to distinguish clearly
between the special control over public utilities and
the regulation of industries in general. Under the
police power, a state has the right to regulate any
business. This sort of regulation has to do with safety
devices, conditions of health and well being of em-
ployees, and, with more or less defined limitations, the
general welfare of the public.

The regulation of public utilities, however, is of a
different sort altogether. It embraces the right to
control the very organization and conduct of the enter-
prise. It is concerned not only with safety and wel-
fare, but with the rates charged the public and the
returns or profits realized by the business, as well as
with the products or servieces furnished. In the
so-called unregulated business the right to such inter-
ference is not recognized. After all reasonable pro-
visions for the public welfare have been made, ordi-
nary business is still free to furnish such services or
products as it desires, charge such prices or rates as it
is able to exact, and conduct its financial management
according to its own purposes or contractual arrange-
ments.

3. TuaE DevELoPMENT oF REGULATION

The right to regulate in the special sense was first
recognized in the celebrated case of Munn v. Illinots,
decided by the Supreme Court of the United States
in 1876. This case involved the right of the Illinois
general assembly to prescribe maximum charges for
the storage and handling of grain by Chicago elevators.
The new power attempted by the state was a radical
departure from existing policy. The act was sharply
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contested and carried to the Supreme Court of the
United States. The power was upheld, and the basis
laid for public utility regulation. The principle itself
has never been questioned since.

About the time when the Illinois warehouse statute
was enacted, there was widespread legislation through-
out the country, especially through the newly devel-
oped western states, for the regulation of railroads.
This was the period of so-called Granger legislation,
when almost spontaneously new statutes for railroad
regulation were enacted. Of the seven Granger cases
decided by the Supreme Court in 1876, all but the Munn
case concerned railroads.! Thus, active regulation at
that time chiefly centered around the railroads. It
finally resulted in the passage by Congress in 1887 of
an Act to Regulate Commerce, or, as it is called, the
Interstate Commerce Act.

During the 1880’s scrious problems developed also
in connection with other public utilities, particularly
street railways. The rapid growth of cities created a
demand for adequate transportation at reasonable
rates. Similarly other services became important, and
a demand for the extension of regulation developed.
Consequently, after 1900, the policy of regulation ex-
panded rapidly, and in the succeeding decade public
utility statutes with commissions were provided in
most of the states.

4. TaE RicET oF EMINENT DoMaIN

The basis of regulation, as established by the Munn
decision, and repeated in all of the leading cases where
the same question arose, was the special public interest

194 U. 8., Munn v. Illinois, 113; Chicago, Burlington & Quincy R. R.
Co. v. Iowa, 155; Peik v. Chicago & Northwestern Ry. Co. v. Ackley,

179; Winona & St. Peter R. R. Co. v. Blake, 180; Southern Minnesota
R. R. Co. v. Coleman, 181; Stone v. Wisconsin, 102,
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in the particular industries. It is worth inquiring into
this special interest. What are the particular qualities,
or the extraordinary conditions, which set an enter-
prise apart from others not subject to regulation?
What constitutes the special interest which transforms
a business into a public utility?

Various answers have been made from time to time
to these questions. In court opinions, sometimes one
view is reflected, sometimes another. There has been,
however, a frequent tendency to give a technical an-
swer; particularly to find the reason for regulation in
the special privileges granted to the regulated concerns.

It is true that most of the utilities do have special
legislative or public privileges, not enjoyed by othcer
industries. The railroads, for example, are granted
the right of eminent domain, under which they are em-
powered to condemn private properties for their needs.
The right of way of the railroads has been provided
to a large extent through the exercise of eminent
domain, that is, through the condemnation of private
property. This right has been enjoyed also by other
utilities whenever private property had to be acquired
in order to provide the required service. It is used
wherever the facilities must occupy private lands in
order to connect consumers or to extend the service
from one community to another.

5. Sreciar FRANCHISES

Most of the local utilities have the privilege of a
special franchise. This authorizes the grantees to use
the streets or other public places for the location of
their facilities or for other purposes of operation.
Thus, street surface railroads are mostly located in
the streets and are operated through them. The gas
and electric companies lay their mains and cables
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under the streets, through which they furnish gas
or electricity to the consumers.

‘Writers have frequently pointed to the special fran-
chise as the fact which creates the particular public
interest and upon which the right to regulate is based.
The same view has been indicated in court opinions,
although it has not been definitely and consistently
held by the courts as the fundamental reason for
regulation.

6. Mox~oroLy CoNDITIONS

Another factor which has been regarded as funda-
mental to public utilities is that of monopoly. The
view is that in ordinary business there is widespread
competition, which in itself furnishes adequate protec-
tion for the public. Where there is competition, both
the quality of the service and the prices charged to
the consumers are automatically determined with fair-
ness to the public, without any attempt at regulation.
The price of the service is in a large measure deter-
mined by the cost, including a fair return on the in-
vestment, and the public is treated fairly. But if in
any business, competition is eliminated, each company
is able not only to determine the conditions and qual-
ity of the service but also to fix the price. Its chief
consideration is not fairness to the public but its own
financial interest. Consequently, the argument is,
wherever the condition of monopoly obtains, a special
public interest is created, justifying regulation to pro-
vide the protection that is otherwise afforded the
public under competition.

7. PusLic INTEREST INDEPENDENT OF SPECIAL
PriviLEces or Mo~NoroLY

The fundamental characteristic of a utility is, after
all, very simple. It-is set forth clearly in the Munn



6 REGULATION OF PUBLIC UTILITIES

case. The public interest emerges with the growing
importance of the business itself, as large sections of
the population become more and more dependent upon
its products or services. There is in this development
a gradual creation of public interest which sets apart
the industry from others for particular public control
to safeguard this interest.

A broad survey of the development of regulation
will show that the fundamental characteristic of any
business subjected to regulation, is its importance to
the community. This was the occasion of the earlier
railroad legislation. With the rapid growth of the
west, railroad connection with the business centers
and markets of the east became essential to the west-
ern communities. The well being of large sections
of the country depended upon reliable service and
reasonable rates. Soon after the Civil War, a pro-
found feeling gained headway rapidly that there were
many railway abuses. This created a demand for
regulation, and doubtless this public insistence brought
about the recognition of a public interest, not the tech-
nical fact that the railroads exercised the right of
eminent domain.

In the same way the extension of regulation to street
railways in the cities did not grow out of the fact
that special franchises had been granted to the com-
panies, although this undoubtedly facilitated the plac-
ing of the companies under public control. But the
underlying condition which brought about regulation
was the increasing necessity of local transportation
for the general welfare, together with the intense feel-
ing that there had been grave abuses in street railway
operation and finance. The same general condition led
to regulation of other utilities in which there had de-
veloped great importance and abuses.

The correct line of causation is not that the special
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later. It is sufficiently clear at this point, however,
that the statute is no more definite with respect to
either fair value or fair return than the utility statutes
enacted by the various state legislatures.

8. Uwxcertain ELEMENT RENDERS REGULATION
INEFFECTIVE

We have had two decades of haphazard rate regu-
lation, but with very meager results. In essential
respects, the principles as well as the facts are as
uncertain now as they were in 1900. During and imme-
diately after the war, when costs of operation were
rising, it was difficult to raise rates as they should
have been, because of litigation as to valuation and
the fair basis of return. With the decline in operating
costs for the last threce years rates have not been
reduced as they properly should have been because
of the same endless controversy.

All along, prior to, during and after the war, rates
" were adjusted, on the railroads and municipal utilities,
upward or downward, not on scientific bases in accord-
ance with definite policies and well determined faets,
but as the companies or the public succeeded labo-
riously and with great expense in making the clamors
for rate changes heard by the authorities. Only
extreme cases of over or under charges were really
ever initially attacked by regulatory bodies, because
the entire rate making machinery has been too clumsy
and unwicldy. Those cases that were taken up were
extended over unconscionably long periods of time and
the decisions brought extremely tardy or only partial
and haphazard justice to the public or the investors.

Rate regulation, and all other regulation intimately
bound up with it, becomes too expensive and utterly
unworkable under such conditions. If regulation is
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to be effective, there must be first a definite principle
upon which it shall be based. Then there must be a
clear determination of the facts in accordance with
the principle. Finally there must be a permanent
machinery established to make the facts available at
all time. Then the commissions would know constantly
what should be done, and would be able to adjust rates
without litigation or drawn-out hearings.

‘What steps should be taken to clear up the deadlock
we have reached in the field of regulation, especially
as to rates, will be outlined in subsequent chapters.



CIHAPTER IV

VALUATION PRIMARILY A LEGISLATIVE
RESPONSIBILITY

1. Rate regulation in a vicious ecircle. 2. All rate making
legislative funection. 3. Valuation not ceoncern of judiciary.
4. Legislative function positive; judicial—restrictive. 5. Exist-
ing and future investments separately treated. 6. I’roblem
centers around existing properties. 7. Certainty a prerequisite
of rate control. 8. Appraisals practical; cost justified. 9.
Railroad valuation—ecase in point. 10. Proposal recognized.
11. Legislatures free to adopt basis.

1. Rate Recuration 1N A Vicious CircLE

To clarify regulation and to make it workable,
requires the establishment of definite policies and
methods by the legislatures. We come back to the
basic question of the public interest in the special
industries. The only way by which this interest can
be conserved is by explicit definition, the establishment
of clear cut policies and the provision of suitable
methods and machinery to carry out the policies.
These are primarily legislative matters and not
judicial.

Heretofore we have moved, to a large extent, in a
circle. 'While the general public interest has been
recognized by the courts definitely enough to permit
the establishment of explicit regulatory policies by the
legislatures, the latter have contented themselves with
only very general provisions, which have not been suffi-

47
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ciently clear for satisfactory administration. The leg-
islatures, or more particularly the commissions, have
felt themselves restrained by the courts, while the
latter have refrained from encroaching upon legisla-
tive prerogatives.

The legislatures, to the extent that they have pro-
vided for regulation, have largely delegated their
powers and duties to special commissions. This has
been proper and the only workable way ; but, the pow-
ers conveyed have not been adequate and the duties
have not been clearly preseribed. As a consequence
the commissions, on the one hand, have struggled with
insufficient or piecce-meal provisions, and on the other
have stood in awe or constraint of the courts.

As previously stated, the prinecipal obstacle to effee-
tive regulation has been encountered in the valuation
of properties and in fixing the return on investments.
As to these matters the commissions have never
recceived sufficiently explicit legislative power and
responsibility. They have not known definitely what
the statutes intended or what the courts would sanc-
tion. The latter have held to the general pronounce-
ment that a fair return on the fair value of the proper-
ties must be allowed. But this judicial concept was
never precisely defined, and the commissions have
therefore been uncertain just how to apply it in their
practical work of rate making.

2. ArnL Rate Maxkine Lrcistative Funcrion

The only way to meet this situation, particularly as
to valuation and fixing the return on investment, is to
formulate a detailed policy by direct legislation, with
adequate machinery for its administration.

Rate regulation has been recognized as a purely leg-
islative matter. This has been emphasized again and
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again in court decisions.! The general principle is
clear that the fixing of rates is a legislative act beyond
the control of the courts, except in so far as the rates
may result in confiscation, or taking property without
due process of law. But if rate making is a purely
legislative function, it necessarily extends to the estab-
lishment of all the policies, principles, processes and
machinery by which rates may be determined. Specifi-
cally, it demands from the legislatures, or the author-
ities with delegated powers, to determine what factors
are to be included in rate making, how each factor shall
be treated, as well as how the facts shall be determined
for the purpose.

There is frequently a misunderstanding as to just
where the function of the legislature ends and that of
the court begins. The view prevails, often uncon-
sciously, that valuation as a part or process of rate
making is within the province of judicial decision.
But as it is merely a step in the course of rate making,
it cannot be differentiated from rate making itself.
The step is an integral part of the whole; it is in
essence therefore a legislative prerogative, just as rate
making as a whole is legislative in character.

The legislatures, or the commissions with adequate
powers delegated by the legislatures, should determine
the basis of valuation and what rate of return is to be
allowed. Proper rates manifestly cannot be fixed until

1«Nevertheless the function of rate making is purely legislative in its
character, and this is true whether it is exercised directly by the legis-
lature itself or by some subordinate or administrative body, to whom the
power of fixing rates in detail has been delegated. . . . There can be at
this day no doubt, on the one hand, that the courts on constitutional
grounds may exercise the power of refusing to enforce legislation, nor,
on the other hand, that that power ought to be exercised only in the
clearest cases.” Knoxville v. Water Co.,, 212 U. 8. 1, 8. And again
recently in Newton v. Con. Gas, the Court stated: “Rate making is no
function of the courts and should not be attempted either directly or
indirectly.” 258 U. S. 165, 177. See also San Diego Land & Town

Co. v. National City, 174 U. 8. 739, 754; San Diego Land & Town Co.
v. Jasper, 189 U. S. 439, 441.
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these two factors are determined. To be sure, in the
exercise of such power there is always the constitu-
tional limitation that property must not be confiscated.
Utterly unreasonable rates cannot be enforced and
unjustifiable principles cannot be arbitrarily carried
out. All these matters, as they pertain to the final
rates fixed by the commissions, are subject to judicial
review.

The entire process of rate making, however, includ-
ing the determination of a rate base and a rate of
return, devolves in the first instance upon the legisla-
ture or its delegated authority. Even when the rates
are challenged by the corporation, and the court has
to pass upon their constitutionality, it must confine
itself to the problem of confiscation. In order to deter-
mine this point it may be compelled frequently to
review the processes by which the regulatory body
came to fix the given rates. But this is merely inci-
dental. Unless the court concludes that the rates under
consideration are confiscatory, it has no power to set
aside an order of the commission merely because it
may not agree with specific policies or methods, by
which the rates were made under the legislative
sanction.

3. VaruatrioNn Nor CoNCERN OF JUDICIARY

In the vast amount of recent discussions regarding
valuation and rate making, a great deal of criticism
has been directed toward the courts, especially the
Supreme Court of the United States. The view under-
lying most of the criticisms has been that while the
commissions themselves were seriously struggling to
make rate regulation workable, they were hindered by
the famous decision in Smyth v. Ames, and by a long
line of subsequent decisions.

It is true that if the Supreme Court had a more
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intimate knowledge of the facts, especially if it had
more of a technical, economie, and financial back-
ground, the pronouncement in Smyth v. Ames would
undoubtedly have been quite different, and the decisions
or dicta in subsequent cases would have becen more
constructive and consistent. There is no cffort here
to defend the courts entirely against responsibility for
the continued confusion in valuation and other steps in
rate making. But the point is that in the first instance
the responsibility rests upon the legislatures. The
assertion of a public interest, its definition, and the
working out of policies and methods by which this
interest can be safeguarded, are immediately legisla-
tive in character. The courts werc never charged with
such responsibility. This lies par excellence in the
legislative domain. Consequently, from a striet consti-
tutional standpoint, if the courts proceeded to set up
definite principles, policies or methods of regulation
they would encroach upon the legislative authority.

As a practical matter, however, how could the courts,
with their lack of equipment and limited experience in
dealing with complicated economic questions, do other-
wise than resort to general statements? Without clear
legislative policies, what other standards could be
reasonably expected from the courts but the broad
assertion that the investors should receive a fair return
on the fair value of the properties devoted to the publie
interest?

4. LgcistaTive Fuxncrion Positive; Jupiciar—
RESTRICTIVE

‘Whatever may be the proper allocation of responsi-
bility between the legislative and judicial branches of
government for the confusion in regulation, especially
in valuatipn matters, the hope of cutting through the
welter lies with the legislatures and not the courts. It
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requires broad constructive mecasures, with extensive
consideration of technical problems and positive publie
purposes. For this we must look to the legislatures,
which alone have the power to decide what shall be
done or to determine policies for the public interest.
The courts are concerned only with the question, when
it arises, whether the legislative action has not unduly
injured private rights or confiscated private property.
This is restrictive, and not constructive. It may pre-
vent the application but cannot enact positive measures
for the promotion of the public interest.

There is no doubt that for effective rate regulation
we must look for positive legislative action, which
should include all phases of rate making, and particu-
larly the principles of valuation and the determination
of the rate base. But such sweeping action, involving
immense private interests, with disputed rights and
facts, may comec under the domain of the courts to
determine whether in individual cases there has been
confiscation. For this purpose, naturally, the courts
must employ some reasonable standard by which to
measure confiscation. It is within this scope that they
have dealt with valuation. It is from this standpoint
that they evolved the measure of a ‘‘fair return on
fair value.”” This, however, is not a positive act of
rate making but a limit to such an act in order to
conserve private rights against undue encroachment
of public interest.

Such a limit on positive legislative action is basic
under our constitutions. But the establishment of the
limit does not provide positive standards and methods
by which the public interest may be protected. For
this we must look to the legislatures. The general
right to regulate was recognized by the courts many
years ago, but actual regulation did not come till affirm-
ative action was taken by Congress and the legislatures
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of the states. Likewise now, the limits to rate making
may be fixed by the courts, but that will not bring us
definite and systematic rate making until we obtain the
necessary direct action by the legislatures. The pres-
ent chaos and deadlock will continue indefinitely if we
rely upon judicial, instead of legislative, initiative.

But while we must rely upon the legislatures for the
desired progress, the courts could and should assist
materially by clarifying the limits of legislative action.
The standard of a ‘‘fair return on fair value’’ is far
from definite even as a measure of confiscation. It is
as indeterminable for restrictive as it is for positive
rate making purposes. It is not a fixed measure and
can no more be satisfactorily applied for the constitu-
tional protection of private rights than for the enforce-
ment of public interest. Tt is too vague and shifty as a
judicial as well as a legislative instrument. It is far
too unstable a balance for rcasonable weighing of pri-
vate and public rights.

Sooner or later the courts in determining the limits
to public rights in relation to private interests, will be
compelled to clarify ‘‘fair value’” and fix a definite
measure which is clear to the legislative and adminis-
trative bodies. In the meanwhile, we belicve that the
legislatures themselves are free to adopt definite
standards for the positive purpose of rate making.
Such a determination, if made with reasonable con-
sideration, not only of public requirements but also of
private rights, would be upheld by the courts in passing
upon the individual cases of claimed confiscation. Such
positive action would directly raise the issues and
would furnish a more favorable setting for proper
judicial ruling. In any event, the legislative policy
would hasten the ultimate judicial clarification of the
measure of confiscation.

We believe, however, that there would be little dan-
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ger of conflict between legislative and judicial views.
As will appear in the next chapter, the courts have
apparently left the legislatures free to deal within
broad limits of reason with the practical requirements
of regulation, and they will not interfere with any
action which the legislatures would be likely to take in
introducing definite and systematic methods of rate
making.

5. Existing AND FuTurRE INVESTMENTS SEPARATELY
TrREATED

The necessity of legislative action applies to all
phases of regulation, but it is here directed particu-
larly to valuation and the determination of return on
investment, which have been the great cause of con-
fusion and deadlock. Our view is that the legislatures
should formulate definite principles of valuation, and
provide the requisite machinery and methods for con-
tinuous rate control.

In order to meet the difficulties in formulating defi-
nite principles of valuation, a distinction should be
made between existing properties and future invest-
ments. As to the latter an exact determination of the
rate base would be a simple matter. It would only be
necessary to recognize clearly that the actual reason-
able investment shall be taken as the basis of return.
‘With this principle unmistakably established, all future
investments could be clearly segregated from existing
properties and the actual amounts invested for the
benefit of the public could be shown in the accounts.

The treatment of future investment, so as to be
under constant control of the commissions, will be con-
sidered in more detail in Chapter IX. For the present
it is sufficient to state that the commissions would have
to determine the desirability of all extensions, improve-
ments, or any additional properties. During the course
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of construction or installation the commissions’ engi-
neers would have to supervise the work, to maintain
proper standards and to prevent unreasonable costs.
Under such supervision the actual costs of the proper-
ties should be taken upon the books and should consti-
tute without question the rate base for the future.
Automatically, they would be the amount on which the
company would be entitled to ecarn a return. Both the
rate base and the rate of return, could, as shown later,
be administered without any doubt as to the facts, so
that the entire process and administration of rate mak-
ing would rest upon a definite and scientific basis.
There would be no question as to the facts.

As to such future investments, there could be no
possible complaint on the part of the investors that
the rigid determination of the rate base would be un-
just. The policy would be clearly established before
the investments are made. If it were clear beforehand
that the return on all future additional capital would
be limited to the actual amount of money devoted to
the public service, there could then be no reasonable
objection to the limitation on the ground of justice
after the investments have been made. The investors
would know clearly what to expect and the consumers
what return to pay on all new capital furnished. There
would be practically a fixed contract between the publie
and the investors, with complete accounting provision
to administer the terms of the contract. There could
be no possible grounds for judicial interference with
such definite arrangements for the future.

6. ProBrLEM CeENTERS ArRoOUND KExisTiNG PROPERTIES

The problem of establishing a definite and workable
rate base under automatic accounting control appears
entirely in connection with the investment in existing
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properties made prior to the determination of a clear
policy of rate regulation.

As already explained, the facts as to existing proper-
ties are uncertain and the principles on which a rate
base should be determined have never been satisfac-
torily formulated. These uncertainties have caused
the tremendous confusion in rate making, which can
be eliminated only if the uncertainties are clcared up.

In the first place specific principles of valuation must
be adopted, and then the principles must be carried
into effect in every case through actual appraisals of
the properties and the establishment of a rate base
which as to the past investment will remain unaltered
for the future. This cannot be brought about without
direct legislative action. It is a matter of affirmative
policy, which cannot be established by the courts. It
is necessary to determine by statute the principles of
valuation and to direct the commissions to make ap-
praisals of all existing properties in accordance with
these principles so as to determine, once for all, in
every case, the amount of past investment on which
the public must pay a return.

Once these amounts are established, the records and
accounts of each company should be rewritten so that
the facts would appear according to the results of the
appraisal. To this definite initial valuation of existing
properties, should be added all additional future invest-
ments as they take place, so that for the future the
total rate base would be ascertainable at any moment
from the accounts. There would be no further doubt
as to the facts; the cause for dispute and litigation
would be removed. Rates could be raised or reduced,
according to the change in total cost of operation. At
every point the investors would know definitely what
they are entitled to receive, and the public what it is
obliged to pay. Rate making would become practically
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an automatic procedure based on facts under constant
commission control, beyond the possibility of dispute
between the public and the company. There would be
scientific and definite rate making.

7. CerTAINTY A PREREQUISITE OF RATE CONTROL

In fixing the initial rate base for existing properties,
it must be admitted that there are very grave difficul-
ties both in determining the proper principles of valua-
tion and in applying the principles to the appraisals.
Our belief is that for the most part, with certain adjust-
ments, the actual reasonable investment should be
adopted as the fundamental principle applied to the
existing properties as well as to all future additions.
But there are serious objections to the adoption of this
standard for cxisting properties, and difficulties in its
application. These problems will be treated in later
chapters. Reasonable clasticity should be provided in
the statute; it may be undesirable to preseribe rigid
principles. The wide variations between different
properties doubtless would require various special
adjustments so that in any event ouly very general
principles could be laid down to guide the appraisals.
There would have to be sufficient flexibility to meet
special conditions. But, whatever individual adjust-
ments may be necessary or what variation in prinei-
ples may appear desirable, definite appraisals should
be made in cach case to fix the initial rate base for
existing properties. The valuation should then remain
fixed for the future, to be increased only with actual
additional investment.

Whatcever adjustments may be necessary in fixing a
definite sum, or what modification of principle may be
desirable, our belief nevertheless is that at least the
starting point should be the actual original cost of the



58 REGULATION OF PUBLIC UTILITIES

existing properties employed in the public service. In
most cases the original cost will be available for a
large or considerable portion of the properties. In
most of the states actual costs are available for most
of the plant and equipment installed since active regu-
lation was introduced. This appears, for example, in
the case of New York, where the property or fixed
capital accounts of all the utilities keep distinet the
charges made prior to December 31, 1908, and those
made subsequently; the time when the new uniform
systems of accounts were introduced. Where there is
such segregation, there would be no difficulty in estab-
lishing satisfactory figures for the cost of the proper-
ties installed since the accounting control went into
effect. But for those installed prior to active account-
ing supervision, estimates would have to be made.
Even for these, however, there are in many instances
reliable cost records, going far back, sometimes even
to the beginning of the properties. But, if the facts
are not available, the only possible procedure is to
prepare an inventory of all the plant and equipment,
and then make the best possible estimate of the orig-
inal cost. When finally the original cost, either actual
or estimated, has been determined for all the existing
properties, such adjustments may be made as may be
reasonably required under the particular circum-
stances.

The chief point is that the uncertainty of past invest-
ment should be resolved, once for all. Certainty is
the prerequisite of scientific and effective rate regu-
lation. Whatever adjustments in the principles of val-
uation may be necessary or desirable, or whatever vari-
ations in practical application may be required, will
depend upon the particular circumstances when a pol-
icy in any state is actually adopted and when ap-
praisals are made. But whether actual investment
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with various adjustments, or some other basis or com-
bination of bases be taken as fundamental, is a legis-
lative matter, and would be determined in each case
according to the special conditions or views controlling
when a policy is adopted. Our chief purpose is not
the acceptance of any one pre-conceived rule of valua-
tion, but to demonstrate the fact, and make it clear
beyond doubt, that the existing investments must be
resolved into definite sums to make rate regulation
workable. Unless this is done, rate making will be
largely futile and grossly disappointing. The basis of
valuation employed, whether actual investment, repro-
duction cost of the properties or a combination of fac-
tors, should be definitely determined by statute, or
under statutory requirements. But whatever principle
is adopted, a fixed valuation should be made of every
property, and a decfinite rate base provided for the
future.

8. AppraisaLs Practican; Cost JUSTIFIED

One criticism of the course proposed will undoubt-
edly be advanced that the work involved would be so
tremendous and costly as to make the plan unworkable.
The answer is that it must be adopted if we actually
desire regulation. The question is whether we are
willing to pay immediately a relatively large amount
to establish certainty and automatic rate control, or
whether we wish to continue struggling indefinitely
with disputed facts, conflicting principles and confu-
sion which practically defeat the purposes of regula-
tion. Undoubtedly there would be large immediate
costs in making the appraisals, but there would be
future certainty of facts, clear and simple principles,
with low cost for continuous effective regulation. The
costs would be amply justified as an extremely profit-
able social investment.
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But it is easy to exaggerate the difficulties and ex-
pense of the proposed valuations. After all, active
regulation has been in force for the better part of
twenty years. To a large extent, as already indicated,
the cost of the properties installed during this period
can be readily ascertained. Frequently carlier cost
records are available. Morecover, in many instances
appraisals have been made in the past of which the
data can be utilized. For the rest, however, physical
appraisals would be necessary, but would not encoun-
ter any insurmountable obstacles or involve prohibitive
costs. They would be based upon clear principles, pro-
ceed under definite and workable methods, with all pos-
sible short cuts consistent with due accuracy and
equity.? If we really wish to establish certainty—the
prerequisite to scientific regulation—we can readily do
so. For the immediate future it would be a large and
costly undertaking, but would be amply justified by
the permanent results for future rate making.

9. Ramroap VarLuaTioN—CAsE IN PoinT

The critics will doubtless point to the valuation of
the railroads as proof that the cost of establishing a
definite rate base for every company would be prohib-
itive. The valuation act became law in 1913. The
Interstate Commerce Commission and the roads have
been at work on the project for ten years, have spent
to date approximately $100,000,000, and yet the final
figures for only a few comparatively minor properties
have so far been reported. To complete the under-
taking will probably require several more years and
many more millions of dollars. The question is prop-
erly raised whether the enterprise is worth the tre-
mendous outlay.

3For further discussion regarding practical methods and short cuts
to be adopted in the appraisals of existing properties, sce Chapter I1X.
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The answer, in the first place, depends upon one’s
point of view as to whether regulation is really desir-
able. But if we are to aceept regulation as a rela-
tively permanent future policy, we must have definite
categories to deal with. Ilven the huge costs of the
railroad valuations are justified, provided the results
will be used in a systematic plan for future rate mak-
ing. In the second place, however, neither in the orig-
inal valuation act nor in the Transportation Act of
1920, was there a clear and specific provision how the
facts were to be employed for rate making or deter-
mining the return to the investors. While there has
been the presumption that such final use would be
made of the valuations, the purposes were not ad-
equately stated, nor were the principles and methods
definitely prescribed.

The huge costs have been due in large measure to
the initial undefined purposes and the diffused require-
ments of the statute. There have been, of course, also
delays due to the war and the great increases in the
level of costs. But, apart from the effects of the war,
the commission, hecause of the diffusion in the law,
has been required to accumulate vast amounts of data,
exceedingly costly to obtain, which can serve little or
no useful purpose. Moreover, the uncertainty of what
and how the facts would be ultimately used, naturally
led the companies to search for all possible facts and
speculations which might be of benefit to them.

If the purpose of the valuation had originally been
set forth as the determination of a permanent rate
base for existing properties, and if definite principles
and methods had been adopted, the work could have
been finished long ago at a small portion of the actual
costs and would have been directly useful for public
purposes. The course pursucd demonstrates excel-
lently the unwisdom of vague measures without clear
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purpose. Our proposals involve no such undefined
considerations and would call for no unnecessary accu-
mulation of facts. It has the single objective of fixing
a definite rate base, and would proceed upon definite
principles and explicit methods. It would avoid the
vast amount of floundering with uncertainties which
has characterized the railroad appraisals. It would be
directed to a specific end and would move by the
straightest and simplest course to the destination.

10. Prorosar REcocNIZED

The proposal here outlined was practically in-
corporated in the amended public utility bill passed by
the senate of the State of New York in 1922. This bill
laid down the prineciple of actual investment and re-
quired the commissions to make appraisals of all exist-
ing properties. It provided also that subsequent addi-
tional investments be added to such initial valuations
and that for the future the rate base be kept under
permanent accounting control. The bill received exten-
sive discussion in the legislature, but failed by only a
few votes of cnactment in the assembly.?

The plan, moreover, has been accepted as the founda-
tion in a number of special agreements made by munici-
palities and public utility corporations. The idea is
fundamental in the rapid transit contracts between the
City of New York and the railroad corporations. Like-
wise it controls in all of the so-called ‘“cost of service’’
franchises or contracts in various cities. In every one
of these special agreements the ecxisting properties
were appraised, and to the initial valuation are added

3 Since the manuscript went to the printers, Governor Pinchot recom-
mended similar legislation to the General Assembly of the Common-
wealth of Pennsylvania, explaining in his transmittal message that a

definite basis of regulation is necessary to cope with the increasingly
complicated problems of public control. See Preface.



LEGISLATIVE RESPONSIBILITY 63

all future investments for the dectermination of the
rate base. Wherever serious efforts have been made
to cut through the confusion of rate regulation, the
first step has been to make an appraisal of existing
properties. When this was accomplished, rate making
became a simple process, based upon facts as shown by
the accounts.

11. LrcisLatures FREE To Aporr Basis

As alrcady stated, our belief is that, with reasonable
adjustments, the desirable principle of valuation for
existing properties is the actual reasonable invest-
ment. This, however, must be considered in connection
with the so-called reproduction cost basis which has
been extensively supported in recent years by public
utility corporations and has reccived consideration by
commissions and courts. A special chapter will be
devoted to this subject. We believe that so far as the
courts are concerned the legislatures are practically
free to adopt any reasonable basis of valuation which
does not actually result in confiscation. Since, how-
ever, the principle adopted by the legislature does
depend finally upon the confiscatory limitations set by
the courts, it is desirable first to make a survey of
court decisions, especially those of the Supreme Court
of the United States. Such a survey is presented in
the next chapter.



CHAPTER V
COURT DECISIONS ON VALUATION

1. Only U. S. Supreme Court decisions important. 2. Court
hesitated to interfere. 3. Fair returns on fair value. 4. Smyth
v. Ames statement. 5. Analysis of statement. 6. Depreciation
factor omitted. 7. Actual vs. reproduction cost. 8. Reprodue-
tion cost insignificant exeept as check. 9. IFirst Consolidated
Gas case. 10. Change in price of commodity and in price level.
11. Language not to be technically construed. 12. Change in
price level raises issne. 13. Galveston case. 14. Second Con-
solidated Gas ease. 15. Southwestern Bell case. 16. Bluefield
Water case. 17. Atlanta case. 18. Three ecases harmonized.
19. Decisions and dicta. 20. Conclusion.

1. Owxvry U. S. Supremt Court Decistons IMPORTANT

In analyzing the opinions expressed in the various
rate cases that have come before the courts, many
writers profess to see attempts to develop and adopt
certain iron-clad theories of valuation. They believe
that the attempts have been frustrated only because
the courts lacked the requisite grounding in economic
principles and methods. They assume that it is within
the judicial function to formulate a principle of valua-
tion as a guide to legislative action. Inasmuch as they
fail to find a consistently guiding principle in the
decisions, they indulge in sharp criticism of the courts.
They regard the judiciary as the stumbling block to
effective rate regulation.

An unprejudiced review of the decisions will indi-
cate that apparently the courts have deliberately and

64
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consistently refrained from preseribing a definite prin-
ciple of valuation that should control the legislatures.
The purpose of this chapter is to show that no past
decision precludes the legislatures, or the commissions
under adequate legislative authority, from determin-
ing a policy and adopting a rate base which would
meet the requirements of rate making.

‘We shall be concerned principally with the decisions
of the Supreme Court of the United States. The de-
cisions of lower courts have been so voluminous and
inconsistent that their survey would scarcely be worth
while for our purpose. In any event, the fundamental
limitations placed upon the legislatures will appear
from the final action of the Supreme Court; the de-
cisions of the lower tribunals are either in conformity,
or are temporary until a final determination is made
by the highest court of the land. The questions in-
volved are national in scope, with minor state or cor-
porate variations. IIence the decisions of the Supreme
Court are really the controlling factors.

Our view is that the legislatures are free to formu-
late a reasonable policy of valuation, applicable to
existing as well as future investments, which will
determine definitely the rate base for future regula-
tion. The proposal is to establish a fixed rate base
not subject to change with varying price levels and
other shifting conditions. Morecover, we believe that
the proper basis for existing propertics is the actual
reasonable investment, with some adjustments to meet
the particular circumstances of the different com-
panies. The question, therefore, is whether the Su-
preme Court has rendered decisions, or clearly formu-
lated a fundamental principle which would prevent the
legislatures from adopting a reasonable basis of valua-
tion, particularly the actual investment basis, with
such adjustments as will be considered later.



66 REGULATION OF PUBLIC UTILITIES

2. Court HESITATED TO INTERFERE

The right to regulate rates was first definitely recog-
nized in Munn v. Illinois in 1876. This case, however,
involved only the general right to fix rates for indus-
tries endowed with a public interest. There was no
question of adequacy of the particular rates. The only
consideration was whether the legislature had the
right to fix rates or prices of services or products fur-
nished by a concern to the public. The decision and
the reasons therefore were discussed in the first
chapter.

After Munn v. Illinois, there was a long struggle by
the Court in an attempt to develop rational limitations
upon the legislative power of rate regulation. On the
one hand, it was clear that the legislatures had the
right to fix rates in the interest of the public where
there was a dependence upon the industries. But it
was equally clear that this right might be carried to
such an unreasonable point as to deal unjustly with
the investors and to destroy the investments. Some-
where, there had to be a limitation upon the power
recognized in Munn v. Illinois, but just where the limit
was to be placed and how it was to be determined, were
difficult problems with which the Court grappled for
many years; and is still grappling.

There was repeatedly and forecibly expressed in the
opinions the hesitation to interfere with the legisla-
tures in the establishment of policies for the public
welfare. But, at the same time the rate restrictions,
under public pressure, tended to go so far as to invade
the reasonable rights of investors.?

The Court, therefore, in a long period merely de-

1 Regan v. Farmer’s Loap & Trust Co., 154 U. 8. 362, 397; St. Louis
& San Francisco Ry. Co. v. Gill, 156 U. 8. 649, 663; Covington v.
Sanford, 164 U. 8. 578, 594.
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clared invalid such particular rates as clearly and pal-
pably were unreasonable to the investors in depriving
them practically of any return on the investment.

3. Famr ReETUrRN oN Famr VaLue

In the celebrated case of Smyth v. Ames, in 1898, the
Court finally stated a genecral principle by which the
limitations upon the rate making power might be
judged. It announced that reasonable rates from the
standpoint of the investors must allow a fair return
upon the fair value of the property. This pronounce-
ment, however, was of such a broad and general char-
acter as to indicate that the Court still hesitated to
interfere with the legislative power and was eager to
avoid any arbitrary or unnecessary limitation. But
manifestly in protecting the constitutional rights of
investors there had to be a reasonable limit, and in
judging the particular rate some general measure of
reasonableness had to be established.

The Court was struggling with an exceedingly com-
plicated financial and economic problem. All over the
country for years, there was a feeling of grave public
need for rate control, which had to be carried out
through legislative action, but no one at the time had
worked out a clear and definite public policy which
could be readily administered and be just both to the
public and to the investors. This problem was not one
for the courts in the first instance. It was primarily a
question for the legislatures, and came before the
courts only in critical cases where the investors be-
lieved that their constitutional rights had been in-
vaded. Naturally, the Supreme Court in such cases
hesitated to interfere with legislative action; neither
was it its duty or function to detail the methods by
which just rates should be determined.
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Moreover, the Court was not living in the atmosphere
where these problems were in the making. It did not
have the background or the equipment with which to
work out such problems, which belonged primarily in
the legislative domain. In other words, it faced the
questions only incidentally from time to time as the
extreme cases appeared, and under the circumstances
it met the situnation reasonably well. The pronounce-
ment in Smyth v. Ames was probably as definite a
proposition as could be made at the time, in order to
avoid an encroachment upon legislative power.

4. SmyrH V. AMES STATEMENT

As noted, the principle pronounced in Smyth v.
Ames, was very general. The opinion stated that in
fixing reasonable rates a fair return must be allowed
on the value of the property, and in determining such
value consideration should be given to:

“ .. the original cost of construction, the amount expended in
permanent improvements, the amount and market value of its bonds
and stock, the present as compared with the original eost of con-
struction, the probable earning capacity of the eompany under par-
ticular rates preseribed by statute, and the sum required to pay oper-
ating expenses . . . and are to be given such weight as may be just
and right in each case. We do not say that there may not be other
matters to be regarded in estimating the value of the property.
What the company is entitled to ask is a fair return on the value of
that which it employs for the public convenience. On the other
hand, what the public is entitled to demand is that no more be
exacted from it for the use of a publiec highway than the services
rendered by it are reasonably worth.”

It should be observed that this included a number
of very general factors, not one of which was clearly
defined. Moreover, in so far as individual factors may
appear distinet, there was no determination by which
the relative weight of the different elements could be



COURT DECISIONS ON VALUATION 69

fixed in any particular case. If the Court had intended
really to lay down a definite rule as a guide for the
legislatures or commissions in the determination of
rates, it should have stated in what proportions the
different factors are to be computed in establishing a
definite rate basec. But all these elements, which if
used as bases may yield widely divergent results, are
merely mentioned together with the suggestion that
there may be even others which should be taken into
consideration. What relative weight should be given
to the original cost as compared with the present cost
of construction, how much to the par value of the
securitics as compared with the market value, was not
stated. The statement as a whole was equivalent to
saying that common sense and reasonable business
judgment should be used in estimating the ‘‘value.”’
It should be noted that some of the factors set forth
have long sinee been recognized as not applicable at
all to an appraisal. This is especially true of the par
value of the sccurities. While it is given equal prom-
inence with the other items, it has been given mno
weight whatever for many years in valuation, except
in so far as it may agree more or less closely with
actual investment or the appraisal of the physical
properties. Atlention has been centered on plant and
equipment, while par value of securities has been dis-
regarded. The market value of the sccurities has like-
wise been discarded as an element in valuation. The
rate making bodies and the courts have long since
recognized that the market value is immediately deter-
mined by the earning power under prevailing rates.
If the prospective earning power is large, the value
of the securities is high; if the earning power is
meager, the value of the securities is low. This applies
particularly to the capital stock which obtains all of
the earning$ above operating cxpenses and fixed
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charges. Consequently, the market value of securities
has not been given any weight in valuation for rate
making. The Court in all later decisions has hardly
made reference to it, except casually in quoting the
original statement from Smyth v. Ames.

Parallel with the market value of the securities is
the concept of commercial value. It is, of course, an
cconomic commonplace that in ordinary business, value
means exchange value, or commercial value, which is
dependent upon the earning power of the properties.
In any enterprise, free from rate regulation and lim-
ited only by the force of competition, the rates or prices
for the product determine the earning power, which, in
turn, determines the value of the business or the
properties.

It became perfectly clear many years ago that it is
not economic or exchange value of this sort that the
Court had in mind in its pronouncement of fair value.
Just as the market value of the securities was tacitly
abandoned as a separate factor, so economic value was
given up without comment. Moreover, it is highly
improbable that the Court in Smyth v. Ames had
formulated clearly the concept of exchange value in its
relation to the problem of rate regulation. When the
idea was clearly formulated and came up for consider-
ation, the Court did take a definite position against it.
For example, in the Minnesota rate cases in 1913,
Justice ITughes stated that ‘‘the value of the use, as
measured by return, eannot be made the criterion when
the return itself is in question.”’

5. ANALYSIS OF STATEMENT

If the Court had intended to furnish an exact pre-
scription of how fair value was to be compounded, it
would not only have stated the relative quantity of
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each element in the compound and would have subse-
quently insisted upon the continual inclusion of all the
elements, but it would have described the individual
items so that each would be clearly distinguished from
the others, and would not have included any irrelevant
matter which could not possibly form part of the
compound.

To show beyond doubt that the Court had in mind
only a very general and rather indeterminate idea of
fair value and not a specific formula, we may consider
briefly the lack of precision in the use of terms and
the obviously irrclevant matters. As to the latter, we
find grouped coordinately with the other more ma-
terial factors of fair value, two items which cannot
conceivably be included with separate weight in the
computation of a rate base. These items are (1) ““the
probable carning capacity of the company under the
particular rates prescribed by statute’” and (2) “‘the
sum required to pay operating expenses.”” They are
important categories in judging whether the rates are
adequate to furnish a fair return on fair value, but
manifestly do not enter into the determination of fair
value itself. In fixing or in judging recasonable rates,
earning capacity and operating expenses must be con-
sidered, and that is all that was meant by the Court.
This is perfectly clear if the language is not strained
and arbitrarily interpreted as an exact and specific
rule.

Moreover, the terms which might be taken as factors
in computing fair value are not used with such pre-
cision and exact relation to cach other as would be
required by a formula laid down for the guidance of
the legislatures. The first two factors named are (1)
“‘the original cost of construction’” and (2) ‘‘the
amount expended in permanent improvements.”” What
is the distinction? Was there onec intended? The two
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phrases were probably used more or less interchange-
ably, with a vague consciousness that they clarified
and possibly supplemented each other, but without
definite connotation or exact delimitation. This would
be the rational explanation, which corresponds with
everybody’s daily experience in dealing even formally
with semi-technical terminology.

But if the two terms are to be clearly differentiated
and not allowed to overlap, then the first would prob-
ably signify the cost of the original properties con-
structed under the initial project, and the second would
consist of the cost of all subsequent capital improve-
ments after the original properties had been installed.
This is a rational distinction, but it has no separate
significance in the valuation, because it would still leave
all the existing properties to be appraised at actual
cost. The time of the installation would not be a
material or fundamental separate consideration. The
two would still constitute a single factor in computing
fair value.

If, however, we persist in being technical and hold
to the distinetion, we are then constrained to follow it
through the entire statement. Skipping the amount
and market value of the bonds and stock, we have ‘“the
present as compared with the original cost of construc-
tion.”” If, then, we accept the limited sense of the
“‘original cost of construction,’”’” which would not in-
clude improvements made subsequent to such original
installation, then what mecaning is to be attached to
the ‘‘present’’ cost of construction, which is to be
compared with the ‘‘original cost’’? The most rational
explanation would be that the present cost includes
the original cost and the subsequent improvements.
But, again, this would leave only the single actual cost
basis for all the propertics, and there would be only
the one real element of value.
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If, however, the present reproduction cost is meant,
it is not clearly stated as would be properly required
for a formula. Moreover, there would be the logical
objection that the reproduction cost of all the prop-
erties would be compared with the original cost of
only part of the properties. And if we limit the
comparison to the same propertics, then the reproduc-
tion cost would be applied only to the original prop-
erties and not to subsequent improvements.

This analysis, straining for an exactness which never
existed, shows the futility of reading rigid require-
ments of a formula into the Smyth v. Ames statement.
As a general guide it was reasonably clear and ad-
equate for its purpose. It has permitted the Court to
deal fairly with all the cases that have come up. It
probably has confused some of the lower courts and
undoubtedly it should be clarified even for judicial
purposes. But it does not stand out as a fixed barrier
to prevent desirable legislation for positive rate mak-
ing in the future.

6. DepreciaTioN IfacTOoR OMITTED

Ifor the sake of clearness, let us summarize the
defeets of the Smyth v. Ames statement as a formula
for the computation of fair value. (1) It does not
specify the relative weight to be attached to each of
the so-called elements of value. (2) Some of the items
have been tacitly discarded in subsequent cases. (3)
Some were irrclevant and could not be rationally used
in the computation of fair value. (4) The remaining
factors were not presented with sufficient precision;
they either duplicated, overlapped, or were elliptical
or inconsistent.

With these criticisms of the assumed elements
clearly in mind, we may turn next to the fact that one
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of the most important factors, which has come to be
accepted as fundamental, was not mentioned at all in
the so-called formula. We refer to the depreciation
of the properties whose fair value is to be established.
It may be argued that proper consideration of depre-
ciation is implied in the concept of fair value, so that
no separate refcrence was required. But the same
view can be applied to any of the other elements, and
it is the corrcet view. What the Court set forth was
just ¢‘fair value,’’ which automatically involved all the
necessary elements, without a separate catalog of items
and statement of proportions. The individual items
were presented only as illustrative to indicate the
course in determining the fair value. They were not
intended as a complete and all-inclusive statement, or
as specifically mandatory in respect to the designated
items.

Possibly the Court had in mind the depreciation of
the properties when it mentioned the ‘‘present as com-
pared with the original cost of construction.”” The
implied contrast may very well have been between the
full original cost and the remaining sum after the
deduction for depreciation. The term ‘‘present value’’
has frequently been employed to indicate the remainder
after the deduction of depreciation in contradistinetion
to the full cost of the properties. Eut if this was the
idea of the Court, it was not stated clearly enough for
the purposes of a specific formula and would rule out
the present conception of reproduction cost. The usual
interpretation is that the phrase signifies the repro-
duction cost at prevailing prices compared with the
actual original cost of all the properties used in opera-
tion. This is the distinction assumed throughout our
discussion, but it is doubtful whether the Court had
this in mind.

Although it was not specifically mentioned in Smyth
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v. Ames, depreciation became an inevitable factor in
valuation. As a matter of common sense, old and de-
teriorated plant and equipment are not worth as much
for any purpose as corresponding new facilities; and
while the original cost might be the same, the net
investment entitled to a return would be different.
The issue whether depreciation should be deducted
from cost new in computing fair value, first came before
the Court in the Knoxville case.2 The pronouncement
was’ clear and explicit that a company is entitled to
charge in the operating expenses an adequate amount
for the depreciation of its properties. Likewise, all
past depreciation is a proper deduction from cost new
in determining the fair value, or rate base, on which a
return must be allowed. This matter was more defi-
nitely disposed of than probably any other factor in
rate making or valuation.

In the Kansas City Southern case?® the subject of
depreciation again came before the Court in connec-
tion with the validity of the accounting rules pre-
seribed by the Interstate Commerce Commission for
steam railroads. The Court held also in this connee-
tion that depreciation is a factor in the operation of
any property. While the case did not involve rates,
the discussion was comprchensive and squared with
the views in the Knoxville case.

Since 1914 depreciation has not come before the
Court again as a deciding issue. It was not only defi-
nitely disposed of earlier, but has been overshadowed
by the more vital issue of actual versus reproduction
cost as a basis of valuation. The companies have con-
ducted a systematic campaign against the deduection
of depreciation and have succeeded in impressing their
views upon a few commissions and some of the lower

3City of Knoxville v. Knoxville Water Co., Jan. 1009, 212 U. S. 1.
3 Kansas City Southern Ry. Co. v. U. S., Dec. 1./1%3. 231 U. 8. 423.



76 REGULATION OF PUBLIC UTILITIES

courts. But they have not succeeded in getting even a
further discussion from the Supreme Court and pre-
sumably the earlier decisions stand. In most of the
recent cases, the valuation had been fixed after a
deduction for depreciation, but the rates were either
upheld or the matter of depreciation was not discussed.

Depreciation will be trecated more completely in
Chapter VII as to its various bearings upon invest-
ment and cost of operation. It has been referred to
at this point merely to emphasize the conclusion that
the Smyth v. Ames pronouncement was not intended
by the Court as a rule for the legislatures or the regu-
latory authorities. Some factors detailed in the state-
ment have been abandoned by the Court without com-
ment and others were not presented with adequate
precision, while depreciation, since recognized by the
Court as important, was not even mentioned. The con-
clusion is unavoidable that the Court did not intend
to lay down a formula.

7. ActuaL vs. Repropuction CosT

Of the various factors set forth in the Smyth state-
ment, only two have been argued into present con-
tested bases of valuation: (1) Actual cost of the prop-
erties; and (2) reproduction cost. Although their rel-
ative importance has been the chief problem in valua-
tion since the upheaval of prices during and after the
war, they were not brought into clear contradistine-
tion in the Smyth case. Their scparate presentation
is a matter of inference and not clear expression. The
term ‘‘reproduction cost’’ was not used, but presum-
ably was represented by the ‘‘present cost of construc-
tion.”

Without straining for special meanings or quibbling
about specific terms and their implied significance, the
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Court probably attached no such specific distinction
to ‘‘present cost of construction’” (or reproduction
cost) and ‘“original cost’’ with which we now clothe
the terms in viewing the great changes in price level.
Whatever the Court may have had in mind, in all
probability it was not considering the relation of shift-
ing prices to the determination of fair value. While
this has come to be the central issue in valuation, it
has been created by the events in the last decade, but
had little significance at the time of the Smyth v. Ames
decision.

If we consider fairly the prior struggle of the Court
with rate cases and conceive properly the setting of the
Smyth v. Ames opinion, we must reasonably come to
the conclusion that it probably had no special or pre-
cise point in mind in referring to actual cost and repro-
duction cost of the properties. It did not intend to
express the exact cconomic distinetion which has come
to be the paramount issue in rate valuations. While
this issuc has come to the front properly enough, be-
cause it does involve now the question of fair value,
it should be treated on its own merits and not dis-
torted into a settled matter by imputing to Smyth v.
Ames or to subsequent opinions meanings which did
not exist.

So far as the Court had any distinet idea in the use
of present cost it probably meant merely a check upon
the reasonableness of the actual cost, or of the charges
to the construction or property accounts. The Ames
case involved railroad rates; and railroad construction
accounting had been notoriously unreliable, while the
actual costs themselves were often excessive because
of extravagance, mismanagement or corruption. In
the face of this general situation, the reproduction cost
ascertained by appraisal would be a check upon the
reasonableness of the actual cost. Valuation based
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upon reproduction cost helped to show where there
had been excessive costs, and served to detect book
charges which exceeded the rcasonable actual costs of
the properties. This was an issuc in Smyth v. Ames
and in other cases, and in all probability this was in
the mind of the Court in the separate reference to
present cost.*

8. RepropuctioN Cost InsieNiFicaNT Except As CHECK

Except as a check upon the fair actual cost, there
was no occasion for a clear differentiation of the repro-
duction cost. There was no issue as to the effect of
general price changes upon fair value. It happens
that the year 1898, when Smyth v. Ames was decided,
was near the low point of a long period of gradually
decreasing prices which started after the Civil War.
The downward course is readily seen by reference to
the price curve shown in the next chapter. Conse-
quently, reproduction cost at the low point of prices
could not be presented for the benefit of the investors.
The only occasion for passing on rates is the threat-
ened confiscation, but the reproduction cost at a point
of minimum price level would not offer an opportunity
for a challenge of the particular rates.

It is true that counsel supporting the rates in Smyth
v. Ames argued that the reproduction cost basis would
give to the public the benefit from the gradually falling
prices. This point, however, was apparently only inci-
dental in the support of the rates, and was given no
consideration by the Court. At least the Court made
no reference to it in the opinion, nor did it consider the
idea anywhere in subsequent cases. In all probability

4Smyth v. Ames, 169 U. S. 466, 544 ; San Diego Land & Town Co.
v. National City, 174 U. 8. 739, 757; San Diego v. Jasper, 189 U. S.
439, 442; Stanislaus County v. San Joaquin, 192 U. 8. 201, 214; Simp-
son v. Shepard, 230 U. S. 352, 454,
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it never thought of reproduction cost as a means of
protection or conveying a special advantage to the
publie, corresponding to the support of the principle
as a protection or an advantage at the present time to
the investors.

The Court could not have intended such distinction
as we make now after twenty-five years of experience
with rate making, and after the many technical dis-
cussions both from the standpoint of general economics
and of special application to the problems of rate
making. The reasonable view appears to be that
except as a check upon the fair actual costs, the Court
practically used present cost synonymously with actual
cost, and the two terms interchangeably with ‘‘fair
value.”” There was no rcason for making an exact
distinction; the purpose was only to point out the
larger factors to be taken into account if confiscation
is to be avoided.

Moreover, it must be remembered that the Court was
not particularly experienced or trained to treat pre-
cisely with the cconomic significance of the terms.
Actual cost and reproduction cost in relation to price
level are financial and economic categories which in
ordinary discussions even by carefully trained persons
are not always kept clearly differentiated. Under ordi-
nary circumstances they do not require clear distine-
tion and now are often used interchangeably. Unless
the difference were clearly expressed, the fair pre-
sumption is that it was not intended.

This interchangeability of reproduction cost, actual
cost and value is current even now among financial
writers, but it prevailed almost generally at the time
of and prior to Smyth v. Ames. For the most part
only since then have the distinctions been clearly recog-
nized. A definite understanding of price level as
affecting reproduction cost compared with actual cost,
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has become common even among economists and finan-
cial writers only in comparatively recent years. Prior
to 1900 the terms ‘‘cost’’ and ‘‘value,’’ especially nor-
mal cost and normal value, were often used practically
interchangeably. The prevalent doctrine was that the
value of a product or unit of property is equal to its
normal cost ; that competition brings the market value
of a commodity to practical equivalence to the normal
cost or reproduction cost. The relation widely recog-
nized now between actual cost and reproduction cost
because of changing prices, hardly appeared in eco-
nomic discussions prior to 1900.

Iiconomists then talked of normal values and normal
prices, and viewed them as equivalent to and deter-
mined by the normal cost of production. Now they
have largely abandoned the idea of such a normal cost
and a normal value, although it has not entirely dis-
appeared. They have come to realize that there is no
such thing as normal prices or normal values or nor-
mal costs, but that these categories are constantly shift-
ing with changing price level. A survey of economic
history as far back as the facts are available, shows
that prices are in constant flux, and that there is no
standard normality. At present, with a much higher
price level which has been maintained with slight
changes for several years, the costs of production are
as normal for this time as were the costs in 1898 at
that particular low point of prices. This constant
shifting of prices, however, is a fact generally recog-
nized only recently and had hardly entered into the
discussion of values and costs a quarter of a century
ago. And now the terms cost and value are used often
synonymously even by accountants, engineers and law-
yers, if not by trained economists.

The fair conclusion is that the Supreme Court did
not have the conception of price changes in setting
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forth present cost as compared with original cost in
relation to fair value in Smyth v. Ames. It should
not be credited with a concept which developed in a
later period. It employed the terms loosely in an
illustrative fashion, and not precisely with exact eco-
nomic distinctions.

Let us repeat: There was no practical reason in
the price distinetion between reproduction cost and
actual cost at the time. This date, as alrecady stated,
marked the low point after a long period of falling
prices. After this there was a turn followed by a
gradual increase in prices. The shift, however, was
not clearly perceptible until the lapse of several years
and was not appreciably felt till considerably later as
a modifying factor in the reasonable valuation for rate
making. It was not until about 1910 that the price
difference between reproduction and actual cost ap-
pearcd clearly in the technical papers discussing rate
valuations. But even then there was not the definite
comprchension of the shift in prices as affecting the
interest of the investors in public utility properties.
The clear understanding has come only with the great
price advances during and after the war.

9. First CoNsoLIDATED Gas CaAse

There was no important rate case before the Su-
preme Court during the entire decade immediately fol-
lowing Smyth v. Ames. The first case of prominence
was that of Willcox v. Consolidated Gas Company in
1909, involving the constitutionality of the cighty cent
gas rate fixed by the legislature of the State of New
York.?

8 Willcox v. Consolidated Gas Co., 212 U. 8. 19. This will be referred
to as the first Consolidated Gus case; to be distinguished from Newton

v. Consolidated Gas Co., 208 U. S. 165, decided in 1922, which will be
designated the second Consolidated Gas case,
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In this case the company claimed that the eighty
cent rate was inadequate and resulted in the confisca-
tion of its property. The case had been referred to a
special master, and the rates were found confiscatory
by the lower court. On appeal to the Supreme Court,
however, the rates were upheld. On the matter of
valuation, the Court states:

“And we concur with the court below in holding that the value of
the property is to be determined as of the time when the inquiry is
made regarding the rates. 1f the property, which legally enters into
the consideration of the question of rates, has increased in value
since it was acquired, the company is entitled to the benefit of such
increase. This is, at any rate, the general rule. We do not say
there may not possibly be an exception to it, where the property
may have increased so enormously in value as to render a rate per-
mitting a reasonable return upon such increased value unjust to the
public. How such facts should be treated is not a question now
before us, as this case does not present it.”

A casual reading of this quotation does indicate a
recognition of a higher reproduction cost than actual
cost of the properties, and that the increase enters into
the fair value. But, there is no exact definition of
terms; nor is the idea of reproduction cost directly
presented or compared with actual cost; neither cate-
gory was separately mentioned. Moreover, there was
no issue raised on the point of price changes, so that
there was no occasion for emphasizing such increases.
It is even doubtful whether reproduction cost, except
as to land, would have yiclded a higher figure than
actual cost. The time of the valuation was as of 1905,
where no marked increase over the low point in 1897
had taken place. The reproduction cost might have
been lower than the actual costs which extended far
back to the higher level of prices in the 1880’s and
1870’s. But there were no alternative or contrasting
figures before the Court as a choice between lower and
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higher actual and reproduction cost. The issue as we
understand it was not before the Court.

The passage must not be read from the standpoint
of our present understanding and our current conflicts
in valuation. It must be regarded from the point of
view of its own time and conditions. If it is thus
limited, it cannot be turned into an approval of repro-
duction cost as opposed in price distinction to actual
cost. It says nothing more than that the fair value
must be determined as of the time when the validity of
the rates is in question. How the value is to be com-
puted is not defined and is not made clearer than in
Smyth v. Ames. The statement makes no advance in
precision of definition.

Let us recall the interchangeability of terms; that
value was freely used for cost; that the distinction was
not generally recognized and maintained. If, then, cost
is substituted for value in the above statement, we
have probably a fairly accurate presentation of what
the Court meant. We shall then have the cost of the
properties in use at the time the rates are under
inquiry. If the cost has increased since the property
was acquired, the incrcase must be recognized; this
would include in the valuation the cost of the improve-
ments and additions made since the original installa-
tion or acquisition of the property. But even such
additions may not be recognized if the cost has been
excessive or the properties not required for the public
service. The emphasis upon the time of the rate
inquiry merely signifies the inclusion of the cost of all
reasonably necessary cnlargements of the original
properties. This emphasis carries out a distinction
made in Smyth v. Ames, but it conserves the actual
cost and does not pass to the reproduction cost basis
of valuation in the sense of varying prices.

In the latter part of the passage the reference may
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possibly be to increase in land values, and may not
mean primarily cost. But this would be interpreta-
tion and not clear statement of fact. An enormous
inerease in value which would not permit a return may
have reference to advances in urban real estate values,
which is a separate matter from general price changes
involved in the present day contrast of actual and
reproduction cost. In any event, however, the idea of
value is not sufficiently defined to justify the conclusion
that the Court had in mind a general price distinetion
in the valuation. It is more likely, however, that the
reference was to cxcessive, premature or prohibitive
expenditures which could not practically or reasonably
be sustained by rates charged to the public. Such
expenditures have been found frequently in the experi-
ence of rate making.

But, whatever one’s interpretation of the language
employed by the Court, the fact is that the rates in the
first Consolidated Gas case were upheld. Conse-
quently, any possibly implied reference to reproduec-
tion cost as a price distinction to actual cost, or to
increase in land value, was in the nature of dictum, not
necessary for the decision in the case. The point as
to either meaning would have the effeet of a decision
only if it had been necessary to upholding the rates.
And, as will appear, the point has never received such
conclusive sanction of an actual decision declaring
rates void. Throughout in all the cases, the distinction
must be kept in mind between what is actually decided
by the order of the Court and what is said in the
majority opinion in the form of dicta.

10. Cuance 1N Prices or CoMMODITIES AND IN PRICE
LeveL

The first occasion when the shift in prices had been
sufficient to make perhaps material difference between
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actual and reproduction cost, was in the Minnesota rate
cases decided in 1913. In the opinion, Mr. Justice
Hughes said:

“It is clear that in ascertaining the present value we are not
limited to the consideration of the amount of the actual investment.
If that has been reckless or improvident, losses may be sustained
which the ecommunity does not underwrite. As the company may not
be protected in its actual investment, if the value of its property
be plainly less, so the making of a just return for the use of the
property involves the recognition of its fair value if it be more than
its cost. The property is held in private ownership and it is that
property, and not the original cost of it, of which the owner may

not he deprived without due process of law.” (Minnesota rate cases,
230 U. 8. 352, 454.)

This language seems to recognize an increase in
value above the cost of the properties and seems to
indicate a recognition of the price distinction between
reproduction and actual cost of construction. But, at
the same time, the Court disallowed special applica-
tions of the reproduction cost theory and pointed out
particularly that what was to be established is the fair
value which is a matter of reason and common sense
in the particular case, not dependent upon formulas.
Again there was reference to Smyth v. Ames, and the
opinion as a whole does not indicate any deliberate
limitations upon the rate making bodies in their adop-
tion of principles and methods of valuation.

Although there had been a marked advance in prices
from the time of Smyth v. Ames to the Minnesota rate
case decision, this general shift was not referred to in
the opinion. The level of prices had advanced about
90% to which there was no direct reference. There is
a question, therefore, whether the Court even at this
date understood the general significance of price
changes involved in reproduction cost compared with
actual cost. ‘

It is well to point out that there may be two kinds



86 REGULATION OF PUBLIC UTILITIES

of changes in values over a period of years: (1) Varia-
tion in prices of certain commodities without special
effect upon the general price level; and (2) a change
in the value of monecy in relation to practically all
commodities as reflected in the price level.

The first kind of change has been the more com-
monly understood and has come within the experience
of all intelligent pecople. It applied more particularly
to the change of land values. In every growing munici-
pality the phenomenon is common and quite genecrally
understood that there is a gradual increase in the value
of land compared with other commodities. The same
is true in the development of the entire country.
There is gradually, with the growth of population, an
increase in land values in contradistinetion to the
change of prices in other kinds of goods. And such
changes, increases or decreases, may take place in any
commodity without affecting the general price level.

Changes, particularly in land, had been going on for
the entire period of regulation. This factor appeared
especially in the Minnesota rate cases, where rights of
way and terminal properties in large municipal centers
were involved. An important question, therefore,
arose, how to appraise the rights of way and terminal
properties, or other land, which had been obtained
carlier cither as gifts or at much lower prices than the
value of contiguous land at the time of the rate inquiry.
The language in the opinion indicates that the Court
had in mind only such changes in values as are due to
social causes affecting particular classes of property
over a period of time. There is nothing to show that
the Court clearly comprehended the general rise in
price level which had taken place during the preceding
decade. But it is this factor which is the outstanding
consideration in the present day distinction between
reproduction and actual cost of properties.
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But whatever language may have been employed as
to principles and methods of valuations, in two of the
three cases before the Court the rates were upheld, so
that the pronouncements were mere dicta. In one case,
however, the rates were found confiscatory, but they
were so inadequate that they failed to bring a fair
return on any basis of valuation. If this is taken into
consideration, together with the fact that the shift in
price level was not mentioned, there is no ground for
concluding that the Court intended to prescribe a
definite formula for rate making other than fair value
without specific definition or limitation.

11. Laxcuace Nor 1o B TecHNICcALLY CONSTRUED

As a technical matter, it might be strongly argued
that just as in his reference ¢‘if the value of its prop-
erty be plainly less’” than the investment, Justice
Hughes meant to eliminate extravagant or uneconom-
ical expenditures, so in ‘‘the recognition of its fair
value if it be more than its cost,’’ the thought was of
additions, extensions and improvements above the
original investment. This might be a somewhat forced
interpretation, but not more so than a rigid imputation
of reproduction cost. To illustrate further the non-
technical use of language, to which no highly specific
meaning may be attached, let us refer to the last sen-
tence quoted above from Justice Hughes’ opinion in
the Minnesota rate cases:

“The property is held in private ownership and it is that prop-
erty, and not the original cost of it, of which the owners may not
be deprived without due process of law.”

Viewed as a technical statement, what does it mean,
especially if considered in the light of other legal or
constitutional principles? Justice Hughes for the
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moment seemed to have in mind the conception of con-
demnation and its relation to the process of rate mak-
ing. But, are we to conclude that he really meant to
express as a legal fact that the condemnation idea
applies to public utility regulation? If we were to
adopt the idea, however, that rate making involves the
taking of something private for public purposes, let
us ask just exactly what it is. The companies, in any
case, were not being deprived of their physical prop-
erties; they continued their undisputed ownership and
controlled their own management, except that they
were limited in the rates charged to the public. Con-
sequently, if anything was taken for public purposes
under the principle of condemnation, the thing taken
was not the properties as such, but tho services pro-
duced. The real object of condemnntion, therefore,
would be to fix the value of the services taken, and not
the value of the propertics which remained in the pos-
session, owmnership and control of the companies.
Under a technical interpretation, assuming the theory
of condemnation to apply, the sentence appears inapt.

But why econclude that Justice Iughes meant
actually to apply the condemnation idea, and thus do
violence to other underlying conceptions of public util-
ity relations recognized by the Court since the time of
Mumnn v. [llinois in 18767 The problem is to fix reason-
able rates, not to condemn private property or any
other tangible thing for public purposes. The reason
for fixing rates by public authorities lies in the already
existing public interest in the properties and their
operation; and this interest has been recognized by the
Court from the first decision on rates. TIf this view is
correet, then the force of rate making is not the con-
demnation of anything, but the mere conservation of
the public interest. If the rates are valid, there is no
condemnation or destruction of any private property.
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It is only when they are unreasonable that they invade
private rights and may be said to take or destroy or
confiscate private property. The problem, then, is to
fix a measure of the public interest or private rights,
so as to protect and promote the public interest with-
out impairment of the fundamental rights of the
investors. This manifestly is not a problem of con-
demnation, but of clear differentiation and measure-
ment of public and private interests.

Of course, by unreasonable rates the investment, or
fair value, must be viewed as being confiscated even if
the ownership of the properties remains with the com-
panies; and thus might be considered as taken for pub-
lic purposes. But if is this very thing that is illegal
and cannot bhe perpetrated under the constitution.
Thus the investment or fair value, or the essence of
the property, indeed cannot be taken for public pur-
poses. The idea of condemmation simply does not
apply to what is involved in public rate fixing or in the
constitutional inquiry into the legality of the rates.
If any private rights are destroyed, the rates by that
fact are illegal, and immediately the very force of
condemnation is arrested.

Technically the conception of the quoted sentence
simply does not stand consistent analysis. Its mean-
ing must be taken with the variety of other statements
made in valuation discussion by the Court.

Confiscating or the actual impairing of private rights
is prohibited. The whole question is how to measure
the impairment, or more accurately at what point rates
fixed by public authority go beyond the legitimate pub-
lic interest and encroach on private rights. The gen-
eral measure announced repeatedly is that the rates
must permit a fair return on the fair value of the
properties used for the public service. But exactly
how the amount of such fair value is to be deter-
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mined, the Court has not said explicitly and has refused
in this case to state any more concretely than in Smyth
v. Ames. Throughout the language has been left gen-
eral and flexible enough to meet the developing require-
ments of particular cases or the conditions of public
policy as determined by reasonable action of the
legislatures.

12. CHanGE 1N Price Lever Raises Issur

The real issue between reproduction cost and actual
cost appears only with the great shift in prices due to
the war. Prior to the war the rise had been so gradual
over a long period of years, with periodical recessions
and fluctuations, that the change had not become an
important issue in valuations.

Moreover, there had been a very rapid development
in methods of construction since the low point in price
level. Improved designs of machinery had been stead-
ily introduced, and more economical facilities were
established. These changes in the arts were them-
selves strong factors for a lower reproduction cost
compared with the actual cost of the properties. The
force of obsolescence was operating rapidly during the
period. Consequently, up to the war, the cost of repro-
duction of the properties or of providing the service,
in many instances would have been less, and usually
not much greater, than actual cost. In other words,
the gradual increase in prices from 1898 to 1914 was
counterbalanced to a large extent by the gradual reduc-
tion in costs due to improvements in design and
methods of construction. There was, therefore, no
great significance in the differentiation between actual
and reproduction cost, and the distinection was not
clearly indicated in the language of the Supreme Court
in any of the important cases before the war.
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After the tremendous price upheavals incident to
the war, the issue between reproduction and actual cost
was soon sharply drawn. It became a serious question
whether the companies should be allowed a return only
upon their net investment in the properties, or upon
the adjustment of the investment to the much higher
price level. There was involved a clear factor of
justice. If the return was strictly limited to actual
investment, its purchasing power to the investors
would be reduced with the increase in price level.

13. GaLvesTON CaASE

The first important case that came before the Su-
preme Court following the sharp increase in prices,
was that of the Galveston Electric Railway Company,
decided in 1922 TUp to October 1, 1918, the fare
charged by this company had never been more than
five cents. The Municipal Board of Commissioners,
which possesses regulatory powers, authorized a six
cent rate from that date up to June 5, 1919. On the
latter date it ordered a return to the five cent fare
because of the recession in prices after the armistice.
After operating under the reduced rate for eleven
months, the company brought suit in the federal court.
The matter was referred to a special master, who found
the rate confiscatory, but he was overruled by the lower
court, which upheld the rate. An appeal was then
taken to the Supreme Court of the United States,
which affirmed the deeree.

In this case, the issue of actual cost versus reproduec-
tion cost was definitely presented. The basie valuation
as adopted by the lower court was actual invest-
ment plus 33% % in recognition of the higher price
level. The actual investment was determined by tak-

® Galveston Electric Co. v. City of Galveston, 258 U, S, 388,
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ing the original cost of the properties less deprecia-
tlon On this basis the Supreme Court sustained the
rates fixed by the Board of Commissioners but it did
not indulge in discussion of prineiples. The qucstlon
then is, what light did the decision and the opinion by
the (‘ourt throw upon the issue? While substantial
allowauce for the higher level was made in the valua-
tion by the lower u)urt prices had risen about 110%
above those of 1913, and the company’s reproduction
figzures were based on the assumption that the new
lcvel would settle around 60-70% above 1913. TInas-
much as an adjustment of only 33%% was allowed,
reproduction cost was given a weight of less than
onec-fourth in the valuation.

The important point, however, is that the rates in
question were upheld.  While the judgment was
directly based upon a valuation which added 33% %
to actual cost, there is nothing in the opinion to indi-
cate that the rates would not have been upheld if a
smaller percentage adjustment had been made for the
110% increase in prices, or if, indeed, 6% or 7% had
been clearly realized upon the actual investment in the
properties. And, let us repeat, there was no discussion
by the Court of price changes. The rates were simply
approved.

14. Srconp ConsorivaTenp Oas Case

The next decision came in the second Consolidated
Gas case. This involved the validity of the 80¢ gas
rate fixed by the Legislature of the State of New York
in 1906. The validity of this rate had been upheld
carlier in 1909, and it continued in force until the war
upheavals in the costs of operation. In 1919 the Con-
solidated Gas Company obtained from the federal court
a temporary injunction against the 80¢ rate on the
ground that it was confiscatory, and the matter was re-
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ferred to a master. Long investigations and hearings
followed, going into valuation, operating costs and
returns. The master reported that the rates were con-
fiscatory, but he based his valuations upon the actual
cost of the properties, plus allowances for overheads,
but without deduction for depreciation. His report
was for the most part sustained by the lower court and
a permanent injunction was issued against the 80¢
rate. Then an appeal was taken by the Attorney Gen-
eral of the State of New York to the Supreme Court of
the United States. Klaborate briefs were filed cover-
ing the various points at issue. The decision of the
lower court was confirmed. In the opinion the Court
made little reference to valuation and did not discuss
reproduction or actual cost.

The Court found the rates confiscatory, not on the
reproduction cost basis, but upon actual cost. It found
that the companics were not earning more than 2% or
3% upon the actual cost, so that the inadequacy of the
80¢ rate did not depend upon a recognition of
reproduction cost at the higher price level.

15. SouTHWESTERN BELL CASE

The next important case was that of the Southwest-
ern Bell Telephone Company, decided May 21, 1923.7
In this case a reduction in rates had been ordered in
1919 by the Public Service Commission of the State of
Missouri. The Commission had made an estimate of
the actual cost of the property less depreciation. The
valuation was not detailed ; it was based upon a partial
estimate and as a method of appraisal was open to
serious technical objections. Nevertheless, it rested
substantially upon the original cost of the properties,
less depreciation.

7 Southwestern Bell Telephone Co. v. Pub, Serv. Comm. of Mo., 262
U. 8. 276.
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The rates were contested by the company and a
temporary injunction was obtained from the lower fed-
eral court. An appeal was taken by the Attorney Gen-
eral of the State of Missouri to the Supreme Court of
the United States which affirmed the order of the lower
court. In its opinion presented by Mr. Justice Mec-
Reynolds, the Court criticized the Commission because
it obviously
“yndertook to value the property without according any weight to
the greatly enhanced cost of material, labor, supplies, ete., over
those prevailing in 1913, 1914 and 1916. . . . It is impossible to
ascertain what will amount to a fair return upon properties devoted
to public service without giving consideration to the cost of labor,
supplies, ete., at the time the investigation is made. An honest and
intelligent forecast of probable future values, made upon a view of
the reliable circumstances, is essential. If the highly important
element of present costs is wholly disregarded such a forecast be-
comes impossible. Estimates for tomorrow cannot ignore prices of
today.”

This passage was heralded by the companies as a
positive confirmation of their claim that they are en-
titled to a return upon reproduction cost of the prop-
erties instead of actual cost. The issue had been
squarely presented, and the opinion apparently recog-
nized that reproduction cost must be given weight in
the valuation, especially with regard to future level of
prices. The language is somewhat diffused and not
clearly specific, but the recogmition of reproduction
cost appears definite.

Two points, however, should be noted. The first is
that although the higher price level was clearly
emphasized, the majority opinion added only about
25% to the investment in setting up a valuation on
which to judge the adequacy of the rates. The Court
made no explanation why it took only 25% when the
increase in prices was more nearly 100%. At most,
therefore, only one-fifth as much weight was given to
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reproduction cost as to the actual cost of the prop-
erties. But why one-fifth? Why not some other ratio?
Is the insistence merely upon some weight, without
regard to the proportion? B

The second point is that the rates fixed by the Com-
mission apparently were inadequate on any basis of
valuation that might have been reasonably employed.
This was brought out in the minority opinion by Mr.
Justice Brandeis, concurred in by Mr. Justice Holmes.
The minority shared in the deecision itself, that the
rates were confiscatory, but differed sharply with the
majority as to the basis on which confiscation should
be judged. Mr. Justice Brandeis set forth in a mas-
terful manner actual or prudent investment as the only
proper basis for determining the adequacy of the re-
turn, and even by this test found the rates confiscatory.
His opinion is the clearest judicial reasoning which,
from the standpoint of definite and effective rate
regulation, has ever been presented.

But in view of the concurrence of Justices Brandeis
and Holmes in the decision itself, the conclusion is in-
evitable that the rates were confiscatory on any ‘rea-
sonable basis of valuation. Consequently the strong
pronouncement in the majority opinion in favor of re-
production cost comes under the category of dictum.
This appears particularly true when the Southwestern
Bell case is considered in conjunction with two subse-
quent cases decided simultancously less than a month
later.

16. BrueriELD WATER CaASE

Of the two cases, decided on June 11, 1923, the Blue-
field case ® closely parallels the Southwestern Bell, and

® Bluefield Water Works and Improvement Company v. Public Service
Commission of the State of West Virginia, 262 U, 8. 679.
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taken by itself would serve as a complete support both
of the decision and the declaration on principles of
valuation.

This case involved water rates fixed by the Public
Service Commission of West Virginia and attacked by
the company as confiscatory. The commission had
made a valuation of the properties on the basis of ac-
tual cost less depreciation. The company obtained
from the federal court an injunction against the en-
forcement of the rates. An appeal was taken by the
Attorney General of the state to the Supreme Court of
the United States, which confirmed the dcerce of the
lower court.

On the matter of valuation, the majority opinion by
Mr. Justice Butler referred with full approval to the
Southwestern Bell case. He pointed out that no weight
was given to cost of reproduction on the basis of 1920
prices, and that ‘‘this resulted in a valuation consid-
erably and materially less than would have been
reached by a fair and just consideration of all the facts.
The valuation could not be sustained.”’ This seemed
to confirm the claim to reproduction cost.

The decision and opinion, taken with the Southwest-
ern Bell case, made a strong position in favor of re-
production cost; especially that substantial weight
should be given to the higher price level. But in this
case also Justices Brandeis and Holmes concurred in
the decision, but referred to the minority opinion in
the Southwestern Bell case to explain their concur-
rence. They agreed, therefore, that the rates were
confiscatory, but based their agreement on the fact that
there was not a fair return on the actual investment,
while the majority opinion emphasized the reproduc-
tion cost factor. In this case, therefore, as in the pre-
ceding one, the discussion of reproduction cost appears
to fall into the realm of dictum.
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17. Atranta Case

We next come to the Atlanta case, ® decided on the
same day with the Bluefield, and must therefore be
considered with it in determining the position of the
Court on valuation.

In this case the gas rates for the City of Atlanta had
been reduced by the Railroad Commission of Georgia
and attacked by the company as confiscatory. They
were reviewed by the federal court and sustained.
Then the company appealed to the Supreme Court of
ine United States, and, contrary to the Southwestern
Bell and Bluecfield cases, the rates were upheld.

The valuation, as in the other two cases, was based
by the commission practically on actual investment.
The properties in existence on January 1, 1914, were
valued substantially at their actual cost, or reproduc-
tion cost as of that date, and apparently with deduction
for depreciation; and the properties installed since
January 1st, 1914, were taken at their actual cost.
There was a further allowance of $125,000 for appre-
ciation in the value of land owned by the company. The
final valuation was $5,250,000, compared with $9,500,-
000 claimed by the company on the basis of reproduc-
tion cost. The commission’s findings and the approval
of the district court were sustained by the Supreme
Court with the statement that ‘‘the refusal of the com-
mission and of the lower court to hold that, for rate-
making purposes, the physical properties of a utility
must be valued at replacement cost, less depreciation,
was clearly correct.”’

In this case, therefore, the Court definitely declared
that as a matter of law a company is not entitled to a
return based upon reproduction cost less depreciation.

? Georgin Railway and Power Company v. Railroad Commission of
Georgia, 262 U. S. 625.
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Furthermore, this scems clearly to transcend the realm
of dicta and to constitute a decision, because it was
determinative as to whether the rates were upheld or
found to be confiscatory.

While $125,000 was specifically allowed for increase
in land values, this was insignificant in the total valua-
tion and would be a negligible recognition of the re-
production cost factor. The valuation rested as
definitely as could be expected upon net actual invest-
ment in the properties, and yet was approved despite
the strong contrary statements in the other two cases
as well as against a strong dissenting opinion.

The opinion was delivered by Mr. Justice Brandeis,
who practically ignored the discussion in Southwest-
ern Bell on reproduction cost. He did point out that
““Here the Commission gave careful consideration to
the cost of reproduction, but it refused to adopt repro-
duction cost as the measure of value.”” The inference
might be drawn that in the other cases reproduction
cost was not considered at all, and that it is the ab-
sence of consideration which was the defect in the
valuation. But mere consideration without giving ac-
tual weight to reproduction cost, would hardly be a
distinction on which the Court would rest an approval
or a rejection of rates. A decision upholding rates or
declaring them confiscatory must presumably rest upon
the facts, as viewed by the Court, whether or not there
was actual confiscation.

The Atlanta case, in the discussion of value, was
clearly in conflict with its companion, the Bluefield and
the somewhat earlier Southwestern Bell case. This
conflict was pointed out by Mr. Justice McKenna, who
dissented in a minority opinion. He viewed the At-
lanta case as a complete contradiction of the other two
cases and stated that ‘‘the contrariety of decision
cannot be reconciled.”’
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18. Taree Cases HarMONIZED

The three cases just reviewed present the difficulties
with which the Court has been battling and the consid-
erations to which it has given weight. Moreover, they
show clearly that if we rely upon the language of the
majority opinions, there is a lack of harmony that
amounts to indecision and conflict of decision. IExcept
by obvious distortion and twisting of words, the pro-
nouncements on valuation in the Southwestern Bell and
Bluefield cases did not square with the language in the
Atlanta casc. If only the language of the Court in
these three cases were to be taken into consideration,
there would unquestionably be the contrariety of
opinion referred to by Mr. Justice McKenna.

The reconciliation between the three cases cannot be
established by comparison and matching of language
on valuation in the majority opinions. But it can be
found in the actual decisions as to whether or not the
rates were confiscatory. A sharp distinction must be
made between what the Court did and what it said. The
decisions must be separated from the dicta.

In the three cases the decisions themselves can be
readily harmonized. In the Southwestern Bell and the
Bluefield cases the rates were so low that they did not
bring a fair return on any reasonable valuation, and
were found confiscatory by Justices Brandeis and
Holmes even on actual investment. In the Atlanta
case, however, the rates were adequate to bring a fair
return on the actual investment and were sustained,
while on the reproduction cost claimed by the company
the return would have amounted to only about 4% and
would have been inadequate.

The three actual decisions, therefore, indicate that
the ultimate measure of confiscation is whether or not
a fair return is realized upon the actual net investment
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in the properties. If there is a fair return upon the
actual net investment, as in the Atlanta case, the rates
are upheld, even if no allowance is made for the higher
reproduction cost. If, however, the rates do not bring
a fair return even on actual investment, as in the
Southwestern Bell and Blueficld cases, they are
confiscatory.

19. Decisions aNp Dicra

The view just presented as to the three recent cases,
can be applied to all of the rate cases that have been
passed upon by the Supreme Court of the United
States. The Court throughout has been exceedingly
cautious in declaring rates confiscatory. It has been
extremely careful not to invade or interfere with the
rate making functions of the legislatures or commis-
sions. It has invalidated rates only where they elearly
resulted in confiscation of private investments; where
there could be no dispute on any fair hasis as to the
fact of confiscation.

The analyses that have been made from time to time
of the Supreme Court decisions on valuation have been
based almost throughout upon the language employed
in the majority opinions. Tt is true, that citations
might be secleeted from majority opinions that lean
strongly to reproduction cost, or at least that a sub-
stantial weight be given to this factor. It is equally
true that by another selection from majority opinions
strong support can he found for actual cost as the
proper basis of valuation. But we may properly con-
cede that in general the language of the majority opin-
ions perhaps favors the conclusion that some weight
should be given to reproduction cost, although
this appears from inference and not from explicit
statement.
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If, however, we search behind the opinions, and
study the decisions themselves, we find that the Court
has never declared rates confiscatory where they
brought as much as 6% or 7% return upon the actual
net investment. As a matter of fact, the Court has de-
clared rates invalid in very few cases and where it did
find confiscation the rates were inadequate on any
basis that could reasonably be employed.’* That
this is true appears as already stated, in the re-
cent Southwestern Bell and Bluefield cases. It is true
in the second Consolidated Gas case; also in the Minne-
sota rate cases. And it was true in Smyth v. Ames,
where the rates were confiscatory on any reasonable
basis.

A fair conclusion, viewing the Court’s decisions in
contradistinetion to dicta, is that it will not interfere
with rates fixed by public authorities unless they are
clearly and unquestionably unfair to the investors and
produce manifest confiscation. And the ultimate basis
for determining this fact is, not reproduction cost on
a higher price level, but the actual net investment in
the properties. And even on net investment, the fact
must appear clear that the return is inadequate before
the rates are declared void.

It must be conceded that probably the majority of
the Supreme Court, as now constituted, believe that in
making a valuation some reasonable or substantial
weight, without any clearly perceived minimum pro-
portion, should be given to reproduction cost because
of the great shift in prices and the consequent reduc-
tion in the purchasing power of money. Undoubtedly,

2 In his minority opinion in the Southwestern Bell case, Mr. Justice
Brandeis presents an analysis of all the rate cases passed upon by the
Court since Smyth v. Ames. There have been only 25 cases in which
the question of fair return or fair value was involved, and in no case
were the rates declared void because the valuation determined by the
commission was too low or the assumed rate of return insufficient.



102 REGULATION OF PUBLIC UTILITIES

there is the feeling that there should be some compen-
sation to investors for the change in price level. But
the last three cases reviewed seemed to show clearly
that, whatever may be reasonably done in fairness to
the investors, rates will not be nullified unless they fail
to bring a fair retur: ;= actual investment. This, at
least, appears to be the only rational basis of harmon-
izing the Atlanta case with the Bluefield and South-
western Bell cases.

20. CoxNcLusiON

The analysis here presented will square reasonably
with a broad survey of all the rate cases before the Su-
preme Court. If this view is correct, there is no reason
why the legislatures and the commissions should not
proceed with the formulation of definite principles of
valuation to be applied to existing investments. Within
broad limits the legislatures are free to determine poli-
cies and provide methods of regulation which will
bring order out of existing chaos, and place regulation
upon a permanent and workable basis.

There is, we believe, no danger that any reasonable
and consistent principle of valuation adopted by the
legislatures would be overruled by the courts, which
throughout must follow the views of the Supreme
Court of the United States. The likelihood of judicial
interference would be particularly small if the princi-
ple is made a part of a comprehensive policy, systemati-
cally designed to conserve the public interest, basing
rate making upon facts and raising it from the chaos
of present confusion and interminable litigation. The
principle, of course, must not invade reasonable pri-
vate rights and must really be enacted for the public
interest. If it is established on the broad grounds of
constructive policy and if it does not deal arbitrarily
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with investments, it is certain to pass judicial scrutiny,
especially if it is sufficiently elastic to meet extraor-
dinary conditions of individual properties. The com-
panies should be treated reasonably, and the more
important adjustments for reasonable treatment will
be discussed in the following chapters.



CHAPTER VI

INVESTMENT, REPRODUCTION COST, AND
CHANGING PRICE LEVEL

1. Fixed rate base prime requisite. 2. The issue defined. 3.
Reproduction ecost shiftable. 4. Fallacy of “normal” prices.
5. Reproduction basis unworkable under declining prices. 6.
Factors of uncertainty in future price level. 7. Problem con-
cerns existing properties. 8. Present price level comparatively
high. 9. Actual cost is weighted average. 10. Investors expect
return on unchanging base. 11. Utility investors expected lim-
ited return. 12. Most investors contracted for limited return.
13. Possible adjustment for stockholders. 14, Adjustment to
have minor effect. 15. A definite reproduction cost factor.
16. Reproduction valuation invites inflation. 17. Fallacies of
some actual cost theories. 18. Reproduction cost of service.
19. Cost elements, not value. 20. Adjusted investment as “fair
value.”

1. Fixep Rare Base Prime ReqQuisiTE

The survey of court decisions in the preceding
chapter shows clearly that the regulatory authorities
are free to fix a rate base that is reasonable, and to
establish policies and machinery to protect the public
interest.

The fundamental prerequisite of effective regulation
is a rate base which will not fluctuate with changing
prices and conditions of operation. As for future in-
vestments, this would require that additions to the rate
base represent actual expenditures for improvements
and additions to the properties, which would be a
simple matter to provide. The difficult problem, how-
ever, is how to treat the existing propertics so as to

104
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establish a definite and unchangeable rate base for the
future. This requires an appraisal and the determina-
tion of a definite sum. The principal question is
whether for this purpose actual investment or repro-
duction cost of the properties should be employed. And
above everything else the question is whether the in-
crease in price level since the time of the actual instal-
lation of the properties should be recognized in the
valuations. The inquiry of this chapter is whether for
the determination of a fixed future rate base for exist-
ing properties, actual investment or reproduction cost
should be used.

2. TaEe Issur DeFiNED

It is well at the outset to state the issue as clearly
as possible. If the determination is to be based upon
actual investment, it requires first of all an inventory
of the physical properties used in the public service.
The starting point is a survey of the properties now in
existence. No other procedure would be possible, since
the charges to the property accounts are not reliable
and the outstanding sccurities may or may not repre-
sent actual investment. The only way to resolve these
uncertainties is to take into consideration the actual
properties in service. After an inventory has been
made, the items should be priced at their original cost
of construction or installation. In many instances such
cost ean be determined from the aceounts, or other ree-
ords, of the corporation. This is especially true of
installations made since active regulation began.
Where, however, the costs cannot be found in the
records, the time of installation can be approximately
ascertained and a fairly satisfactory estimate of the
original cost established.

After the original cost of the various properties has
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been ascertained, and fair allowances made for the va-
rious intangible or overhecad expenditures, reasonable
deductions should be made for the impaired usefulness
of the properties, i. e. for depreciation.! The differ-
ence between the original cost and the amount of the
computed depreciativ., would represent the net invest-
ment in existing properties to be devoted to future
service and entitled to a return. This amount should
be taken on the books of the company, with the ac-
counts rewritten accordingly, and should serve as a
permanent rate base for the future.

If, however, the valuation, as a fixed sum for the
future, were to be based upon reproduction cost, then
the inventoried properties would be priced not at the
original cost, actual or estimated, but at present costs
at the time of the appraisal. This would automatically
recognize the changes in prices since the time of
installation of the various units of property.*

While we believe that the actual net investment in
the present properties as above defined, with some
reasonable adjustments, should be used as the fixed fu-
ture rate base, our chief concern is that definiteness
should be established. The important point to be real-
ized is that rate regulation will be necessarily ineffec-
tive if we continue for the future with undetermined
facts and indefinite principles and methods of valua-
tion. For satisfactory regulation, we must have a fixed

1For a discussion of overheads and depreciation, sece Chapters VII
and VIII.

21t should be noted, however, that these adjustments might vary con-
siderably from the general change in price level, or in the purchasing
power of money, because the sum of changes in the items composing the
particular properties might differ materially from the change in average
prices, or price level. The use of reproduction cost as a means of
compensating the investor at times of rising prices for the loss in pur-
chasing power of his return (see Sec. 12, this chapter), is therefore at
best only an approximation. The issue has come to be fundamentally
one of adjustment to changing purchasing power of return, although the
method by which the adjustment is mostly proposed is by basing the
return upon the reproduction cost of the properties.
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and unvarying rate base, which would be increased
only with actual additional investments. At every
point it should be a definite sum shown by the accounts
not subject to dispute and litigation.

3. ReprobpucTiON COST SHIFTABLE

If the necessity of a non-shiftable rate base for suc-
cessful regulation is once clearly comprehended, it
must be evident that reproduction cost is not usable for
the future and that actual investment must be em-
ployed at least for additional improvements and en-
largements of the properties, even if some other basis
is used for the appraisal of existing facilities. Actual
investment furnishes a definite sum which when once
established does not vary whatever the change in
conditions, provided the properties are properly
maintained through repair and provision for
depreciation.

The inexorable defect of reproduction cost as a gen-
eral rate base, is that it shifts with changing price level
or even with fluctuations in prices of the constituent
elements of the properties. It constitutes a varying
sum, which can not be placed under accounting con-
trol, but must be redetermined with every price move-
ment to provide the return to which the investors are
entitled. If we were to adopt reproduction cost as
the general rate base for the future, we should be
struggling constantly with the problem of repeated
valuations. Just as in the past, it would be exceedingly
difficult and cumbersome during a period of rising
prices and increasing costs to adjust rates upward, and
during decreasing prices to make adjustments down-
ward. At every point the divergent interests of the
investors and the consumers would appear. To reach
a decision, would involve extensive hearings and, just
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as in the past, the procedure would clog up the machin-
ery of regulation, with unsatisfactory results to both
the public and the investors.

4. Tarvacy or ‘“‘NormaL’’ Prices

The impossibility of having reproduction cost as the
general basis of rate mdkmg is especially clear if we
once face the fact that prices are continually shifting.
A great deal of discussion has been devoted to the 1(104
of ““normal’’ prices, and the present range is fre-
quently referred to as abnormal. But what prices are
normal? As far back as reliable data can be obtained,
there have been constant fluctuations. For one period
there was a movement upward, and for another down-
ward. At no point can anyone definitely prediet what
the course will be for any considerable time in the
future.

If we take into account the period sinee the right to
regulate was first recognized in Munn v. Illinois, we sce
that the normal price idea is a delusion, that changes
are continuous and extensive, and, if reproduction cost
is taken as the general rate base, that regulatory au-
thorities would face constantly the problem of new ap-
praisals. To make this point clear let us present
briefly a survey of the price changes since the end of
the Civil War.

The curve here presented shows that from 1865, with
minor fluctuations, there was a steady downward swing
until 1897. This marked the low point and mculentdlly
was the year before the famous pronouncement in
Smyth v. Ames. From then on there was a steady rise,
with minor variations, until 1914. Then there were suc-
cessive sharp increases, which reached a maximum peak
in 1920 of about 150% above 1914 and 237% over 1897.
Then followed a sharp decline, reaching a low point
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about October, 1921. Since then there has been a slight
inerease with unimportant variations. At the present
time the point of the curve is approximately 60%'above
1914, but about 130% above 1897.

With these facts as to past fluctuations beyond dis-
pute, who can predict what the future course of prices
will be? Are we now at the beginning of a long swing

WHOLESALE COMMODITY PRICES IN THE U. 8.
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downward, or do we face a long upward movement?
What economist can prediet cither course with any
high degree of certainty? Can we refer to any point
in the curve as representing the normal price level?
Assume that for the next fifty years prices will fluctu-
ate as widely as during the period of the curve, then
how can reproduction cost be employed as a workable
basis of rates? With constantly shifting prices, rate
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regulation would be practically impossible. No given
valuation of the properties would be useful for more
than three to five years. Repeated appraisals would
be necessary, and at every point there would be dis-
putes as to the increase or decrease in the rate base,
with renewed discussions as to the allowance for the
various intangibles and overheads. Iiffective regula-
tion would be defeated by the difficulties of successive
rate adjustments.

During the greater part of the period, since Munn
v. Illinois, no active or constant rate regulation was
attempted. But during the past two decades we have
pretended to have continuous rate making but have
proceeded without clear definition of principles, and
the results have been unsatisfactory because of the
uncertainties and difficulties of successive rate adjust-
ments. We devoted our major energies to disputes
without deciding anything and without ever finishing a
controversy. The process of rate making has been too
uncertain and cumbersome, and has largely defeated
the purpose of regulation.

To adopt a shifting rate base for the future would
mean to continue, or to aggravate, the unsatisfactory
practices current the past twenty years. The only rea-
sonable course, if we wish regulation, is to recognizc
the necessity of a rigid rate base, which can be kept
under accounting control, eliminating disputes and fix-
ing definitely the rights of the investors and the obliga-
tions of the public. When such a fixed rate base has
been established, the ground will be cleared for auto-
matic rate control according to changes in operating
costs. For this purpose, actual investment is the
requisite basis, and reproduetion cost is futile.

It may be suggested that instead of a periodie reap-
praisal of the properties as prices change, the rate base
might be adjusted in accordance with an index number,
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which would show periodically the percentage change
in average prices. But there is hardly an index num-
ber which has been so generally aceepted as to be used
for such an imporiant purpose. There would inevitably
arise wranglings between the interested parties each
time that an adjustment were attempted as to which
index is the more representative. These disagreements
would still cause delay and deadlock in the adjustment
of rates, and the disputes would embrace also the pre-
cise methods of the computation even if a given index
number were finally agreed upon.

Moreover, the use of index numbers is as yet limited
to economic discussions and has not reached the realm
of actual business conduct. Until business men quite
generally make contracts in terms of index numbers,
it is futile to attempt basing comprehensive control of
huge and varying inierests upon such a mechanism.
Tt is quite inconceivable that sccurity issues may be
based upon investment subject to adjustment to index
numbers as to payment of interest, dividends, prinei-
pal or liquidation. We have here fundamentally and
practically a problem of curreney control and not of
adjustment of business practice. Besides, however,
the fact remains that in any event, as shown in the next
section, any variation in the rate base according to
changing price level, will not work during a long period
of falling prices.

5. RepropucTioN Basis UNWORKABLE UNDER
DecLINING PRICES

In the preceding scetion the point emphasized is
that for the future satisfactory rate making, not to de-
feat itself by cumbersome methods and procedure, will
require the adoption of actual investment as the gen-
eral rate base. This argument, however, is further
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supported by the fact that reproduction cost used con-
sistently for the future would endanger the finan-
cial integrity of the corporations, even in cases
where there has been conservative financing, with no
overcapitalization.

Let us keep in mind that we are now at a compara-
tively high point in the price eurve; approximately
60% above 1914 and 130% above 1897. And let us con-
sider that in many instances large investments have
been made in public utility properties since the begin-
ning of the war and during the high prices. In many
cases the great bulk of the properties have been de-
veloped during this period. But even where the prop-
erties extend far back, a large proportion of the
investments represent the rapid expansion during the
past ten years. In all such cases the reproduction cost
basis could not be used consistently for future rate
making in the face of a long period of falling prices,
because a large proportion of the investment was made
in most cases through the issuance of bonds with a fixed
rate of interest. Strict adherence to reproduction cost
over a long period of falling prices would bring insol-
vency and financial collapse, for the return on the
diminishing valuation would not be sufficient to pay the
interest on the fixed amount of bonds outstanding.

The issuance of bonds has been based in practically
all cases during recent years upon the actual invest-
ment in additions and improvements. After large
amounts of bonds have been issued with a fixed money
return to the bondholders, and if subsequently with a
substantial reduction in prices the rates paid by the
consumers were based consistently upon the repro-
duction cost of the properties, the return allowed to
the companies would not be adequate to pay the fixed
interest obligations. Insolvency would inevitably
follow.
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To make clear the disastrous financial effect of fall-
ing prices if reproduction cost were definitely adopted
as the basis of future rate making, let us take the case
of a property developed in recent years with present
actual investment of $50,000,000, represented by $40,-
000,000 in 6% long term bonds and by $10,000,000 in
capital stock with an implied dividend rate of 8%. The
annual fixed interest is thus $2,400,000, and the divi-
dend $800,000, or a total required return of $3,200,000
a year. This is an average rate of return of 6.4% on
the total investment.

Now assume a gradual decline in prices, amounting
to 50% in 30 years. Then the same properties which
at the high price level prevailing at the time of con-
struction had required an investment of $50,000,000,
would be appraised at a strict reproduction cost of
only $25,000,000. If the original average rate of 6.4%
were allowed, the return would be only $1,600,000 a
year, or $800,000 less than the annual interest require-
ments, with nothing for the capital stock representing
an original investment of $10,000,000. Of course, the
company would be hopelessly insolvent and would have
to be reorganized on the basis of the lower money re-
turn. The stock owners would be completely wiped
out, and the par amount of the bonds would have to be
reduced by one-third to come within the return allowed
to the company.

This illustration represents the situation of all com-
panies which have installed large amounts of property
sinee the beginning of the war through the issuance of
bonds. If we should experience a long period of fall:
ing prices as followed the Civil War from 1866 to 1897
and if rates were to be based throughout upon repro-
duction cost, the companies would soon get into finan-
cial trouble. Comparatively few, if any, could survive
a decline of 50% in the valuation. IKach year would
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bring a larger number of receiverships; in some cases
there would be two or more successive reorganizations;
even the strongest companies would be struggling to
meet their fixed charges. There would be finaneial
chaos in the entire utility field, with the result of dis-
organized service and standstill as to improvements
and developments of the industries. And who can pre-
dict that there will not be a 50% decrcase within 30
years just as occurred during a corresponding period
after the Civil War?

But all this mecans simply that reproduction cost
would not work as a basis of return during a long pe-
riod of falling prices. As financial pressure increased,
the objections to a rigid adherence to the principle
would become stronger and more insistent. Finally,
with the threatened general disaster to the companies’
finances, reproduction cost would be abandoned and
actual investment would have to be recognized as the
necessary basis of return. The companics themselves
would inevitably shift to the investment basis on the
grounds of alleged justice.

If, then, reproduction cost cannot be employed at all
during falling prices, and only in a very cumbersome
and unwieldy fashion during rising prices, why not
abandon it altogether and adopt definitely actual
investment as the future basis of rate making?

6. Facrors or UnxcerTainTY 1N FuTure Price LEVEL

Let us frankly face the fact that we are in a time of
great financial uncertainty, subject to extreme fluctu-
ations, difficult to predict, and impossible of decliberate
control. As this is being written, the first cfforts at
the installation of the Dawes plan are being made in
the midst of agitation and discussion of settlement of
interallied debts. For the time being large gold move-
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ments are starting for Iurope, and who knows their
ultimate extent and their influence on prices? The
world’s currencies are in an unprecedented chaos at a
period when the economiec forees for international com-
merce and finance arc stronger than any time in his-
tory. What effeet will the inevitable general currency
rchabilitation have on American prices? We are fac-
ing an era of apparently tremendous construction and
reconstruction of industrial plant and equipment, in-
cluding fundamental utilities of power and transporta-
tion. What influence of this force upon prices? There
have been marked decreases in world gold production
in recent years, although during the immediate past
year (1924) there scems to have been an increase.
What influence on prices? What effect of improved
and centralized banking facilities?

True, during the past fifteen years there has been
inereasing consideration of general currency stabiliza-
tion with the purpose of preventing wide price fluctu-
ations. The new Federal Reserve System doubtless
has considerable power of control over the credit ele-
ment in price movements, and probably has prevented
more extreme shifts than would otherwise have oc-
curred after the war. Ultimately there will be more
systematic currency control, including credit, and con-
sequently a reduction if not climination of extended
price fluctuations. But for a period of at least thirty
years, we can cxpect no great result from voluntary
control and must frankly expect no better experience
as to price movements than in the past, particularly
after the Civil War, or after any period of extreme
financial disorganization. Let us realize, moreover, that
the disorganization and financial disaster have been
more extreme and far reaching than ever before, at a
time when all- countries arc more affected by world wide
conditions and forces.
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7. ProsrLEMm Concerns ExistiNg ProPERTIES

Facing these realities, we cannot escape the con-
clusion that for effective regulation we must have an
unvarying rate base. There can be no doubt that so
far as future improvements and additions are con-
cerned, actual investment should be taken as the basis
of return. This would not only provide a fixed and
non-fluctuating rate base, but would insure the utilities
against the grave financial risks of declining prices.

If, then, we realize the desirability and necessity of
establishing a rigid future rate base for all the proper-
tics, we must decide upon what basis existing properties
should be appraised to determine the initial amount.
Actual investment can be used readily and justly for all
subsequent additions and improvements. The prob-
lem is to adopt a reasonable and just basis of valua-
tion of existing properties as the initial rate base,
which would remain unchanged for the future, what-
ever the fluctuation in price level, and would be
increased only with actual additional investment.

The problem for consideration, therefore, is, whether
for the determination of such initial rate base, the
existing properties should be appraised at reproduc-
tion cost or at their actual investment. We believe that
actual investment should be used, but the problem is
not simple and reasonable adjustments should be made.

8. Present Price Lever ComparaTivery Hicu

First, we must recognize, as shown by the price
curve, that we arc now, with the exception of the post
war peak, at the highest point of prices since 1868, and
that under our proposal a valuation at reproduction
cost would permanently fix as a basis of return the
present high level of prices.
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While no one can foretell with confidence what the
future course will be, whether we are now facing a pe-
riod of falling or rising prices, we do know that we are
on a comparatively high level, so that we must ask
whether a valuation based on this high point, would be
fair and just to the public. Can we reasonably ask the
public to pay a return permanently for the future on
the present reproduction cost of the existing proper-
ties? Keeping in mind that we are on a high price level
and remembering that after the Civil War there was a
long period of declining prices, would we be justified
in capitalizing against the public through a rigid non-
varying rate base the present reproduction cost of the
properties?

If, of course, prices should resume immediately an
upward swing, the appraisal at present reproduction
might prove to be reasonable enough to the public. But
if the course is downward, then the injustice would be
severe, and the results burdensome. In this event,
there would be growing dissatisfaction as prices de-
clined and, ultimately, political pressure would be
practically irresistible to undo the job which was with
difficulty accomplished. The public would hardly
endure paying permanently a return upon a valuation
made at a high point after the prices had receded to a
much lower level.

Tt may be asked, what assurance do we have that the
public would support present valuations based on ac-
tual investment if prices were to decline? Would not
the consumers object to paying a return on properties
acquired at a high cost when the same facilities could
be duplicated at a much lower cost?

‘While no one could, of course, underwrite positively
any scheme of valuation, it is nevertheless fairly cer-
tain that an appraisal based throughout on actual in-
vestment would arouse no great resentment in the
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future even if prices were to fall appreciably. For
under the proposal all past investments would be en-
tered in the rate base at cost, whether they were made
during the past decade at high prices or in previous
decades at lower ranges. The net capital charge would
therefore demand only fair average rates. But if the
appraisals were now based upon reproduction cost, in-
cluding properties acquired at lower prices, it would
be too much to expect the public to support the high
valuations through a downward swing of prices.

9. ActuaL Cost Is WEIGHTED AVERAGE

With the great increase in prices since the beginning
of the war and with the probable.instability of the fu-
ture level, appraisal of existing properties on the basis
of original cost furnishes the best and most satisfactory
average price for the properties.

Most of the supporters of the reproduction cost do
not hold to the very peak of high prices, but urge ‘“nor-
mal’’ reproduction cost, with the vague view of elimi-
nating the extreme points and establishing some sort
of average or normal figure. Without presenting again
the indefiniteness or unreliability of ‘‘normal,”’ we
should point out that in view of the long course of
price changes, appraisal at actual cost of the properties
would supply the best ‘“normal’’ reproduction cost by
recognizing the prevailing prices all along the curve as

he properties were installed. This furnishes not a
low figure based on assumed low prices, but a normal
figure based upon average prices prevailing as the
properties were developed.

Valuation upon the original cost basis of the prop-
erties involves an appraisal of the various units, ac-
cording to the prices at which they were installed,
covering the entire period of the development of the
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propertiecs. This means that the low prices of the
1890’s are recognized for the properties acquired dur-
ing those years. The somewhat higher prices of the
preceding or the following decade are included in
the proportion of their. actual outlay in the present
properties. But it should also be clear that the capital
expenditures made since the beginning of the war and
during the peak prices, will also be recognized, and will
not be written down because of the recession in prices
since 1920. All actual costs of present facilities would
be considered wherever incurred in the price curve ap-
plicable to the particular case. The result would be the
most satisfactory normal cost. It would be a weighted
average, based upon the relative amount of construe-
tion now in existence at the various prices, including
the downward swing prior to 1897 and the long upward
movement sinee, also the sharp drop after 1920.

In the determination of the actual cost of the exist-
ing propertices, the fact should be especially noted that
in most cases a larger proportion of the installation
took place since the beginning of the war than during
any corresponding prior length of time. This is due
not only to the large extensions and improvements
made during the past ten years, but also to the re-
newals and reconstruction at the high prices, and to
the retirements of property installed during the earlier
periods. On the average, thercfore, the high prices of
the past ten years, would count much heavier than the
more moderate costs of the preceding decade, and then
the latter again would count relatively much more than
the low costs of the prior decade. Altogether, the
original cost of all existing properties would give suf-
ficient weight to the high level of prices, especially to
the installation at the peak, to make the net result a
reasonable figure to be used as a permanent rate base.
This would place no unjust burden upon the public in
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case of future falling prices, and it would sustain the
actual cost of financing.

10. Investors ExrEct RETUrRN oN UNcHANGING Base

Another important point to be taken into account is
the expectation of the investors. Since the policies of
regulation were not closely defined, we cannot assume
with definiteness that the investors had expectations
which would amount to a condition or an implied con-
tract more or less binding upon the public. However,
investments are almost invariably made with consid-
eration principally to the immediate amount of money
or equivalent that is devoted to an enterprise. With
perhaps negligible exceptions, investors never place
their money in an enterprise, or purchase securities,
except as they think of the return that they are to get
upon the immediate amount expended, not upon a
lesser or greater amount according to prospective
changes in price levels.

It is true that in recent years investors have come to
recognize more clearly the significance of price
changes. This factor probably has come to be con-
sidered somewhat in the launching of enterprise. But
for the most part even now, after our experience dur-
ing the past ten years with extreme fluctuations, inves-
tors are purchasing stocks and bonds or are devoting
moneys to business without much thought of the proba-
bility of changes in price levels. Corporations are
issuing bonds by the millions without special fear as to
what might happen to their ability to pay the fixed in-
terest in the face of gradually declining prices. Even
now investors think almost solely in terms of money
and only incidentally of the effect of subsequent
changes in price levels. It is therefore difficult to see
how investors would be particularly mistreated if the
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return allowed approximated substantially their
original expectations of return based upon actual
investment.

11. Uty Investors ExpEcTED LiMiTED RETURN

The factor of the investors’ expectations has partic-
ular significance when we consider that ever since
Munn v. Illinois there have been limitations upon the
returns to be realized. The public interest was defi-
nitely recognized so that the charge for service could
be limited accordingly. To be sure, the interest was
never clearly defined; but the limitations have contin-
ued throughout. At every step additional investments
have been subject to the public interest and the right
to regulate. This relation from one point of view has
represented a partnership between the public and the
private investors who devoted their money to the en-
terprise. This partnership could proceed reasonably
only on an investment basis, and the whole relationship
could be satisfactorily maintained only according to
cost.

From a somewhat different standpoint, as previously
indicated, the public interest can be viewed as a rela-
tionship of principal and agent, where the public in-
terest is considered paramount; the public is the
principal and the corporation is merely the agency
furnishing the service which otherwise the principal
would be compelled to provide directly for itself. This
is the so-called agency theory which has received ex-
tensive consideration by a number of writers who sup-
port the actual investment basis. Again, our belief is
that this theory is technical and can be easily exagger-
ated out of its true proportions. As a matter of fact,
it has never been definitely established. It applies only
as it coincides with the public interest that was recog-
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nized in Munn v. Illinois. But it does indicate the
character of the limitations which have existed against
the public utility investments.

In addition to the gencral limitations applicable to
all utilitics, some statutes specifically state that the
commissions shall fix rates that will allow a fair return
upon actual investment in the properties. This has
been the case, for instance, in New York State.* True,
even in these cases no explicit policy of regulation has
been enacted. Nevertheless, is not the language suf-
ficiently plain as a clear limitation which should be
recognized in the determination of a rate base for

future purposes?

12. Most InvEsTors CONTRACTED FOR LiMITED RETURN

The principal argument in favor of reproduction cost
is that it would provide practically a direct adjust-
ment of the investment to the change in price level,
particularly inereasing the money return to offset the
lower purchasing power. Assume that the actual in-
vestment in a given property amounts to $50,000,000
made gradually over the past 30 years, and that the
present range of prices is 50% above the average as
the investments were made. Consequently, if the pur-
chasing power of the return allowed is not to be dimin-
ished through the higher prices, the investment should
be adjusted to the 50% increase, so that the return
would be based on $75,000,000 instead of the actual
cash investment in the properties.

The argument for reproduction cost is that it pro-
vides an adjustment of the cash investment to chang-
ing price level so that the return would maintain
practically a level purchasing power. There is no
doubt that as a matter of economic and financial analy-

3 See ahove, Chapter III, Sec. 2.
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sis it would now provide a rough compensation to
investors for {the loss in purchasing power in the course
of rising prices.

But against this plausible analysis, the fact must not
be overlooked that a large proportion, if not the bulk
of the investments, have been made under contractual
limitations which recognize actual investment as the
basis of return, whatever the changes in price level.
They have been made through the issuance of bonds
which represent a definite contraet, wherein the hold-
ers are entitled to a fixed and unvarying sum of money
based on the face value of the bonds without regard to
changes in prices. The same condition prevails in the
case of preferred stock, which, however, forms but a
small percentage of the capitalization.

While no effort will be made here to present a con-
clusive statistical analysis of the rclative actual
invesiment in utility properties represented by bonds
as compared with capital stock, our belief is that at
least three-fourths of the investment has been made
through bonds. With some exceptious, these bonds
have been issued upon actual investment and the re-
turns are fixed by a definite rate of interest on the face
value of the bonds. What reason, then, is there to urge
that the valuation of all of the properties should be
based upon reproduction cost when the bulk of the
investments are not subject to such price adjustment?

It is, of course, impossible to determine with any
high degree of certainty in what proportion actual in-
vestments have been made in public utilities through
stocks and bonds. From long personal contact with
valuations and capitalization cases I believe that, on
the average, fully 75% of the actual moneys expended
in properties through security issues have come from
bonds and only 259 from stock. But for our purpose,
oven a 50-50% division would support our analysis.
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However, we may present some illustrative figures.
Let us take the capital flotations covering public utili-
ties in the United States.* For the calendar year 1923,
total debt, bonds and notes, was stated at $637,533,671,
and total new stock $250,457,058. This is a proportion
of about 72% debt and 28% stock. For the five years
1919-1923, the corresponding amounts of new issues
were $2,033,464,162 bonds and notes, and $733,879,818
stock ; a proportion of 73% debt and 27% stock. For
railroads, new capital flotations for 1923 were: bonds
and notes $437,194,000, and stocks $27,322,450, thus the
debt forming 94% of the total; while for the five year
period 1919-1923, the corresponding figures were $3,-
759,714,262 and $788,170,368 or 97% and 3% respec-
tively. For all utilities, including railroads, the debt
for 1923 is 79%, and for the five years 83% of the total
new capital issues.

Upon analysis it would doubtless appear that the
larger percentage of the relatively small portion of
stock issued by utilities in contrast to railroads, is due
to the extension of utility control by stock issues, often
representing duplication and not additional invest-
ment, where the stock of one company is exchanged for
that of another in the rapid holding company develop-
ment of that period. The force has been particularly
active in electric utilities, but negligible in railroads.
Moreover, analysis would show that new actual invest-
ment through stock has come more heavily from pre-
ferred stock, which has been issued in the so-called
¢ consumer-ownership’’ campaign and has been offered
also to general investors more extensively than com-
mon stock. It should be observed, then, that all pre-
ferred stock investments, bear exactly the same
relation in our discussion as do bonds and notes, ob-
taining a definite contractual return. Mostly, however,

¢ Qommercial and Financial Chronicle, January 26, 1924.
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for simplification the preferred stock element will be
disregarded in our analysis.

In all the vast amount of discussion favoring the
reproduction basis of valuation, there has never been
a proposal suggesting even remotely that any adjust-
ment should be made in the rcturn allowed to bond-
holders or preferred stock. The argument has
proceeded throughout from the standpoint of mak-
ing the higher valuation on all of the properties em-
ployed in the public service, whether the funds were
provided through the issue of securities with a fixed
return or through the issue of common stock. Such an
adjustment, it is clear, would result in giving the bene-
fit of the full incrcase on the entire investment to the
common stockholders and none to the others who had
furnished the bulk of the moneys.

Sinee the reproduction cost basis has been urged in
recent ycars principally as a matter of justice to the
investors, in order to compensate them for the loss in
purchasing power of a fixed return, it would be utterly
unreasonable to allow an increase on all the properties
when, as a matter of fact, the bulk of the investors
would get no benefit. The most that could be expected
would be compensation to stockholders who were not
given a fixed return and who did undertake consid-
erable risk in the business. But it would be idle, on
the ground of assumed justice, to allow an advance on
the bondholders’ investment and give the benefit to the
stockholders in addition to an increase in their own
investment.

The significance of this point can be made clearer by
illustration. Assume a property whose total original
cost amounts to $50,000,000, contributed 75% or
$37,500,000 by 6% bonds and 25% or only $12,500,000
by capital stock. Assume, moreover, that an average
50% increase in price level has taken place since the
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time of the installation. A full adjustment, therefore,
on the entire property for the rise in prices would
amount to 50% on $50,000,000, or an increase of $25,-
000,000. But, because of their contractual rclations,
the bondholders would still be held to their 6% on $37,-
500,000 contributed by them. Consequently, the full
$25,000,000 adjustment on the entire property would
go to the bencfit of the stockholders who contributed
only $12,500,000 and who would thus get 200% increase
in the valuation on which they would obtain a return
compared with the 50% increase in price level. Such
a result is obviously absurd and cannot be seriously
urged on the ground of justice. And this illustration
is representative of a large proportion of the
properties.

13. PossiBLE ADJUSTMENT FOR STOCKHOLDERS

The bondholders’ relation to the properties receiving
a fixed and limited annual income illustrates clearly
the expectation of the investors. For the most part,
as stated before, they think in terms of actual money
devoted to the enterprise and hardly cver consider the
consequences of material shifts in price level. The
same disregard at the time of investment to the prob-
able change in prices applics to all forms of invest-
ment. Moreover, the stockholders in the public utilities
assume the limitations upon public utility investments.
The fair conclusion, therefore, is that, all facts consid-
ered, there is no overwhelming reason why they should
be treated differently from bondholders.

The fact, nevertheless, should he squarely faced that
while the bondholders have deliberately and definitely
accepted a limited return, the stockholders did not as-
sume any such direct fixed conditions. They did under-
take certain risks and they did provide special
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protection for the bondholders. While they devoted
their moneys to the enterprise with the limitations of
a regulated return, the conditions and terms of the in-
vestments were never clearly preseribed. While pre-
sumably they might have been limited to a definite and
fixed return, this was not explicitly stated in any of the
laws of the country.

For these reasons, at least some adjustment may be
made on the stockholders’ investment. This, however,
should be strictly limited to the stockholders, and not
allowed on the properties financed through the issue
of bonds. The practical procedure in such an adjust-
ment would be, first, to make a determination of the
net investment equal to the original cost of the prop-
erties less depreciation. ¥rom this amount would be
deducted the face value of the various bonds outstand-
ing. The balance would represent the net original in-
vestment made by the stockholders. Then the time of
the issuance of the stock can usually be accurately de-
termined from the corporate records, and the change in
general price levels could be approximately ascertained
through standard price curves. Then the original
stockholders’ investment would be inercased by the
percentage by which general prices have risen since the
time of the issuance of the stock. By this adjustment
the stockholders would be fully compensated for the
change in price levels and the decrcase in the
purchasing power of money.

Tt should be noted, however, that in most cases even
this adjustment would not achicve exact justice. In
any case the stock is all of the same kind although it
is usually issued in lots at various intervals. Kach
successive issue would be adjusted according to the
price changes since its particular date of issue, but in
the actual dividend distribution all would receive the
same rate. Consequently some would receive less than
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the full adjustment to which they would be equitably
entitled and others would receive more.

Suppose a company has 100,000 shares of common
stock outstanding which have been issued in four equal
installments at ten year intervals. Then, of course, we
would adjust the four portions on various bases, be-
cause present prices bear a different relation to the
lovels at the time each portion was issued. But it is
evident that no varying rates of dividends could Dbe
allocated to the different groups; and in any event
their identities are now merged in the entire issue, and,
besides, the stocks have been changing hands all these
years, at prices that bear no special relation to the ac-
tual investment in the properties. Thus, the resultant
adjustment would be in some cases higher than war-
ranted for the particular stockholders and in others
lower. Under no possible arrangement could we obtain
an exact equalization for individual stockholders. But
the proposed adjustment would provide for the stock-
holders as a whole reasonable compensation for the
loss in purchasing power of their return.

14. ApgustMeNT To HAVE MiNor EFFECT

Such an adjustment as here suggested would not
only be reasonable, but in most cases would not seri-
ously affect the valuation. On the average, probably
not over 25% of the investments have been provided
by stockholders. On this basis, a full adjustment for
the change in price level allowed to the stockholders
would affect the total valuation only to a minor extent.
Assuming a 25% stockholders’ investment and a 50%
increase in prices, this would mean an adjustment of
only 1214 % upon the total cost of the properties. In
our illustration of $50,000,000 actual investment, we
should have a total adjustment of only $6,250,000 or a
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total valuation of $56,250,000. In many important in-
stances, the stockholders’ percentage of the investment
would be smaller, and the effect on the total valuation
would be correspondingly less. There are cases, how-
ever, where the adjustment would be substantial
because the stockholders’ investment is relatively high.

If such an adjustment as here suggested were at-
tempted, perhaps further attention should be directed
to the probability of future price decreases. In view
of the fact that we are now on a relatively high level
of prices, and that whatever adjustments are made
would remain permanently fixed in the valuation, it
might be reasonable to allow only 50% of a full ad-
justment. If this were to be made permanent as a
basis of return for the stockholders, even against a
long period of decreasing prices, there should not be
much ground for complaint. But the degree of ad-
justment granted to stockholders would be a matter of
policy, subject to the discretion of the public
authorities.

15. A DeriniTE REprobucTiON CosT FacTor

The suggested adjustment for stockholders’ invest-
ment rests entirely on its assumed reasonableness and
justice. The stockholders did undertake risks in the
business and did not subscribe to any definitely limited
return similar to the bondholders. While they were
always subject to a yield earned under reasonable
rates, the restriction was never closely defined as here
proposed and was hardly contemplated within the con-
ception of great price changes. Fair treatment seems,
therefore, to call for adjustment in the stockholders’
investment if we now propose to fix a definite and
unvarying rate base for the future.

The suggested adjustment, however, would serve
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also to mect whatever special legal requirement there
may be to give weight to the ‘‘reproduction cost’’ fac-
tor. The Supreme Court has squarecly declared that
¢“‘The refusal of the commission and of the lower court
to hold that for rate-making purposes, the physical
properties of a utility must be valued at the replace-
ment cost less depreciation was clearly correct.”” And,
as shown in a previous chapter, the Court would prob-
ably not invalidate given rates which furnished a
6% or 7% return on actual investment even if
it failed to yield 4% or 5% on the reproduction
cost. It seems to recognize a fair return on actual
investment as the ultimate measure of confisca-
tion. Nevertheless, the majority of the Court seems
to believe that in reason some substantial allow-
ance should be made for the higher price level and in a
closely contested case might actually require such pro-
vision. Our suggestion, therefore, meets the natural
feeling of justice that compensation should be made for
higher prices, but places a definite and determinable
limit to the adjustment. It meets in a practical way
the reasonable element in the reproduction cost
theory, and would doubtless be approved by the Court
if properly presented in a given case. It would give
us a just starting point for determining and maintain-
ing an exact rate base for the future.

Full reproduction cost has really never been re-
garded favorably by any court, but the feeling that
some weight should be given to present high level of
prices has been frequently expressed and, as previ-
ously stated, is doubtless favored also by the majority
of the Supreme Court. But with this conception, if
full reproduction cost is not to he allowed, how shall
the relative weight given to it be determined? This has
been utterly indeterminable. There has been no way
to establish whether a 75% or a 10% weight should be
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allowed compared with actual cost. In the South-
western Bell case, where the Supreme Court talked
most vigorously in support of reproduction cost, it
added only 25% on the actual investment although the
reproduction cost was then probably more nearly 100%
above the investment; and there was no explanation
how the 25% increase was established; it was just
taken out of the air without any support of principle,
theory or fact.

The proposed adjustment to stockholders’ invest-
ment is not offered primarily as a basis of establishing
definitely any reproduction cost factor, but its conse-
quence would be to provide a measure if the matter
must be regarded as giving ‘“weight’’ to an clement in
reaching ‘‘fair value.”” It would provide a definite
approach in any case to the percentage allowance for
reproduction cost, without floundering between widely
separated and unsupported ratios.

16. RepropuctioN VaruaTioNn INviTes INFLATION

Among the difficulties of valuations on the reproduc-
tion cost basis are various unjustifiable claims or appli-
cations of the theory. These, however, should be
frankly recognized as unnecessary distortions. Never-
theless, it is true that the absurd claims made in prac-
tical appraisals emerge more readily when reproduc-
tion cost is adopted as the basis than when actual cost
is used. The theory lends itself easily to various
hypothetical and fanciful applications in the hands of
valuation experts ﬁnanclally interested in forcing the
results to the maximum limits.

Among these claims are such items as the cost of
paving over the mains in the case of gas and electric
properties when, as a matter of fact, the company made
no such investment and the paving was paid for en-
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tirely by the municipality. In such a case the actual
investment basis would automatically eliminate the
item, while the reproduction cost theory does invite a
claim which has no basis in reality. It would be pal-
pably absurd to allow a utility a return on a sum
which does not represent any investment on its part.

The same consideration applies to every condition
where present reproduction of the properties would
involve expenditures which were never incurred. On
the other hand, a correspondingly rigorous application
of reproduction cost would eliminate items which did
represent substantial costs to the company in the de-
velopment of the properties, but would not have to be
incurred now under existing conditions. For exam-
ple, in the actual development of a street railway, a
great deal of excavation and grading were necessary
because of the contour of the then existing territory.
Now, however, on the basis of reproduction cost under
present conditions, the streets are level, no such work
would be required and nothing would be allowed for it
in the valuation. In such cases, however, the sup-
porters of the theory do not mind inconsistency and
urge that inasmuch as the investment was actually
made, the property should be included in the inventory
and appraised at the present higher prices. In the
practical application of the reproduction cost theory
there are inconsistencies which appear in one shape or
another over and over again. They are, however,
distorted applications, not inherent in the theory itself,
but somechow follow in its wake.

Other fanciful applications of the reproduction cost
theory appear in the various intangible construction
charges, cost of financing and other so-called over-
heads. In these items there is hardly any limit to
which a valuation may not be extended. These will be
considered separately in Chapter VIII. Their actual
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determination is not entirely simple, but the repro-
duction cost principle invites particularly the flight of
fancy and their consequent inflation beyond all reason.

17. Farracies oF Some AcruaL Cost THEORIES

Before concluding the discussion of reproduction
and actual cost, we may digress slightly to consider
some special aspects of the subject advanced from
time to time by public or company advocates.

On the public side in support of actual investment,
some writers have doubtless overstated their case or
have adopted untenable theories. Ior example, one
view is that rate regulation of public utilities is a sub-
stitute for the competitive processes in ordinary indus-
try. The idea is that in unregulated enterprises the
forces of competition tend to give the public full pro-
tection. Where there is such competition, the argu-
ment is, the prices charged for service represent
approximately the cost of production. In the case of
utilities, however, where such competitive factors do
not operate, the primary purpose of the commissions
should be to fix rates at a point of cost which would
be maintained under active competition.

Our view is that this analysis is cither not altogether
candid, or is based upon a misconception of what ac-
tually happens in competitive enterprises. If a con-
stant or unchanging price level were assumed, it is
true that in a competitive business the charges for
service would in general be determined by the cost of
production. But if we take into consideration the
force of changing price levels the analysis will not hold.

During a period of price changes, upward or down-
ward, even in competitive industry the charge to con-
sumers tends to the cost of production at the particu-
lar time as determined by prevailing prices. This cost
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includes a return on the investment as represented by
the prices at the time and not upon the original cost of
the properties as they were installed at higher or lower
costs.

It should be clear that in competitive industries
when prices rise, the value of the properties employed
rise in proportion, and that during falling prices the
value of the properties decline, notwithstanding a
greater original cost. There is, in other words, a con-
stant adjustment to the prevailing costs and there is
not an identity between the cost of reproduction and
actual cost. If then we desire to maintain in the util-
ities prices that obtain in competitive industries, there
would be a complete theoretical justification of repro-
duction cost as the proper basis of return.

The difficulty is, however, of a different sort, and
rests upon practical considerations and fundamental
policies. The fact is that we cannot regulate in the
future if we base rates upon reproduction cost. It is
unworkable and will defeat regulation exactly as it
has up to the present time. If we wish regulation, we
must allow returns to the investors upon a definite
basis, eliminating litigation and adjusting rates auto-
matically. Under the circumstances, we believe actual
investment is reasonable, but its justification is based
upon the facts particularly applicable and not upon
invalid economic analyses.

A somewhat different slant of essentially the same
idea has been presented by writers on the public side,
when they have argued that the thing to be determined
in rate making is the ‘‘value of the service,”’ which is
said to be independent of the ‘“value of the property.’’
But in the argument the fact develops that the ‘‘value
of the service’’ is not viewed as anything subjective
and intangible, but in reality as the cost of service,
and included in the cost is interest or return on the
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actually necessary investment. With the final result,
we thoroughly agree, but reach the same conclusion
by the dircet assumption and proof that no other basis
of effective rate control is possible. We do not attempt
to dodge the fact that valnation is necessary by employ-
ing vague phraseology, and then indirectly return to
exactly the same procedure based upon actual invest-
ment. TFrank facing of the facts and issues is neces-
sary for the cstablishment of sound policy.

18. RepropuctioN CosT OF SERVICE

Some reproduction cost advocates shift the issue
considerably from the standpoint of our discussion.
Instead of basing rates upon present costs including
present rate of return on present reproduction cost
of the properties actually used, they argue that the
rates ought to be fixed according to the cost of the
most economical plant and equipment to furnish the
necessary service under existing requirements. This
policy, it is urged, would give the public the henefit of
all available improvements in the industry and would
penalize the company for operating with depreciated
and partially obsolete property, but would make an
automatic adjustment to the investors for changes in
price level, up or down. The rates at any stage would
represent the cost of service by a new and thoroughly
modern property, and under efficient organization and
management.

The idea has been developed primarily by engineer-
ing writers, and abstractly considered makes a ra-
tional appeal. There are, however, two difficulties:
administrative and financial. As to the first, rate
regulation instead of being lifted upon a basis of
scientific certainty, with the rights of the investors and
duties of the public clearly determined and maintained,
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would be smothered worse than at present by vague
assertion, hypothetical guess-work, and the clash of
private and public interests. Every time a change in
rates would be proposed, it would be necessary to
redetermine the uncertainties of investment and opera-
tion of a plant which does not exist. Effective regu-
lation would be impossible. As to the second diffi-
culty, the problem of investment vs. reproduction cost
is treated in our discussion from the standpoint of
financial justice to investors, with the purpose of estab-
lishing effective regulation. But, as a matter of finan-
cial adjustment to investors, the particular theory
under immediate consideration would not present any
systematic protection of the investors, neither provid-
ing for thoroughgoing allowance of depreciation in
cost of service, nor safeguarding actual investment
made. So far, however, as adjustment is made to
changing price level, the questions of reasonableness
and justice are exactly the same as under our general
discussion of reproduction cost vs. investment and have
been considered in the preceding sections.

19. Cost ELEmENTS, NoT ‘‘VaALUE”

Perhaps underlying these confusions as to funda-
mentals in the problem of fixing a rate base, is the
conception that we are concerned with ‘“present value?’’
as such, to be differentiated from either original cost
or reproduction cost. These are regarded merely as
factors, but not present value, which is the quantum
to be protected by the Constitution.

Once more let us insist that there is neither legal
nor economic force in an abstraction of ‘‘present
value’’ for rate making purposes except as it is ex-
pressed in terms of ‘‘costs.”’” In rate regulation we
cannot deal with the ordinary conception of value as
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used generally in business or by economists. It is, of
course, a commonplace that in ordinary usage the value
of a property is dependent upon earning power, which
in turn depends upon the rates charged for service;
and thus for rate making purposes would swing into a
circle and get nowhere. We must have a definite phys-
ical basis of determining valuation for rate making,
which must consist either of original cost of existing
properties, or the reproduction cost, or some definite
combination of physical cost elements, with or without
deduction for depreciation. These are determinable
categories and can be practically established without
reference to rates. But fixing a value which is de-
pendent upon fair rates and simultaneously measuring
the fairness of the rates by the value, is obviously
legal and economic legerdemain.

20. ApsusTED INVESTMENT As ¢‘Famr VaLur’’

In concluding our discussion of reproduction cost vs.
actual investment, let us emphasize once more that our
approach to valuation is from the standpoint of estab-
lishing a fixed and unvarying rate base for effective
regulation in the future. We have emphasized the
matter of price levels and price fluctuations to show
the necessity of establishing a rigid rate base and for
that purpose to make a final valuation of existing
properties.

From this clearly defined standpoint, we believe that
with the adjustment suggested for stockholders’ invest-
ment, the only reasonable course is to base the valua-
tion of existing investments on the actual original cost
of the properties with a deduction for depreciation.
This would be the ‘‘fair value’’ for the investors and
would maintain the public interest which was set forth
in Munn v. Illinois and which should have been care-
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fully preserved through all the intervening period of
time.

The taking of a complete inventory of existing prop-
erties and appraising them at actual cost, is only the
starting point. As indicated throughout this chapter,

cognizance must be taken of the condltlon of the prop-
erty in order to account in the appraisal for past
depreciation. The next chapter will be devoted to this
phase of the valuation.



CHAPTER VII
DEPRECIATION

1. Various forms of depreciation. 2. Prevalent depreciation
provisions. 3. Accounting procedure. 4. No confiseation in-
volved. 5. Depreciation course illustrated. 6. Depreciation not
shown in aceounts. 7. Reasonable estimates necessary. 8. Proper
life average main consideration. 9. Obsolescence factor im-
portant. 10. The depreciation issue. 11. Fconomic death sel-
dom determinable. 12. Reserve equipment in valuation. 13.
Fair valuation of varied properties. 14. Treatment of obso-
lescence by opponents. 15. Obsolescence not diflicult to deter-
mine. 16. Special case of obsolescence. 17. Deferred main-
tenance. 18. Depreciation reserves in valuation. 19. Other
reserves in valuation. 20, Future depreciation provision no
problem. 21. Depreciation versus renewal charges. 22. Pro-
cedure in case of single unit. 23. The same principle for many
units. 24. The property as a whole. 25. New and growing or
settled properties. 26. 1llustration of settled properties. 27. Is
a large reserve needed? 28. Depreciation provides compara-
bility. 29. Replacements indistinguishable from additions.
30. Depreciation method assures financial stability. 31. Oppo-
nents concerned with valuation. 32. Conclusion.

1. Various Forms oF DEPRECIATION

Depreciation in its simplest form represents the
wear and tear of plant and equipment used in opera-
{ion. With the exception of land and property anal-
ogous to land, like grading and excavation, all physical
units wear out in use and must be replaced sooner or
later to maintain the properties.
A comprehensive concept of depreciation, however,
embraces all forms of impaired usefulness of property,
139
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regardless of its cause. Other factors of depreciation
besides wear and tcar are obsolescence, inadequacy,
and shift in demand for the use of the properties. In
a broad sense, all three categories may be included in
the term obsolescence, and in our discussion they will
be frequently so named.

Obsolescence represents the growing out-of-dateness
due to improvements, new designs, invention, ete.,
which make available better, more suitable and more
economical facilities than the ones in service. As such
improvements develop, the units of property in service
become more and more out-of-date, until at some point
1t is more economical to replace them with the newer
facilities, even though the existing parts are not worn
out.

Inadequacy represents a condition which, because
of a large increase in demand, renders the existing
facilities insufficient or unsuitable for the requirements
of service. This may be illustrated in the ease of gas
mains. Originally two inch mains may have been
adequate for the immediate and prospective service.
But with rapid growth of population and expansion of
the municipality, the two inch mains must be replaced
with larger ones, even though they are physically still
in first class condition.

A shift in demand closely resembles, or assumes a
special form of, inadequacy. The required replace-
ment is not due to growth but to change in the demand
from a particular service to a substitute that cannot
be provided by the existing facilities. For illustra-
tion, there is now throughout the country rapidly
growing competition by motor bus lines with existing
electric street railways. One of the factors of the
competition is, of course, the relative cost of scrvice.
But even at the same rates of fare a large number of
people prefer to ride in buses, due to their more rapid
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operation and the greater flexibility of the service.
This shift in demand for a substitute service is an
important cause of depreciation among electric rail-
way properties. The same factor appears among
other utilities, but usually applies to special kinds of
property and not to a utility as a whole.

Depreciation, according to our view, comprehends
all factors which are connected with the expiration of
the economic life of plant and equipment used in opera-
tion.! It is an important cost element in business.
On the side of operation, it is the portion of expired
property, or capital cost, which belongs to operating
expenses or cost of output during a stated period of
time. From the standpoint of capital investment, it
constitutes at any point of time the portion of the
original cost of existing plant and equipment whose
cconomie life has expired and has been or should have
been included in the past cost of production or service.
It represents the aggregate distribution of original
capital expenditures to the operating accounts during
the past economic life of the different units of property.

2. PrevaLENT DEPrEcCIATION PROVISIONS

Depreciation involves not only the problem of valu-
ation, to determine the future rate base for existing
properties, but also the question of how depreciation
of plant and equipment shall be charged to the operat-
ing expenses in determining rates for service.

Under the Interstate Commerce Commission classifi-
cation of accounts for steam railroads as well as under
the uniform systems prescribed by a large number of
regulatory bodies of the various states for local util-

1The terms “economic life” and “service life,” as employed frequently
in this chapter, signify the period during which a unit of property is
used more efficiently than any substitute. This means more specifically

that its use results in a lower cost per unit output than the use of any
substitute facility.
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ities, the prevailing provisions for depreciation involve
the following two requirements:

(1) In addition to actual repairs and minor replacements of
property, charges to operating expenses for the estimated amounts
of property worn out in service or otherwise rendered unsuitable

for use.

(2) To correspond with the preeceding depreciation charges, the
creation of a depreciation reserve, against which is charged the
original cost of all property retired from service.

The depreciation charges to operating expenses
represent the part of the property costs which prop-
erly belong to the year’s cost of operation, while the
depreciation reserve shows the total of all such past
charges made in connection with the existing property
in service. The periodical charges are credited or
added to the rescrve, while the cost of plant and equip-
ment retired is debited to or deducted from the reserve.

Systematic provision for depreciation is primarily
a matter of cost accounting in reference to expendi-
tures which are not directly chargeable to operation
or output of the business. An expenditure for prop-
erty involves an outlay which is entered as a capital
charge but is gradually transferred to operating costs
as the economic life of the property disappears in
service.

Ior example, the cost of a street railway car is
$5,000 and is charged to the appropriate capital
account; but subsequently $250 is charged annually to
operating expenses during the twenty years the car
is expected to be in service, and the charge to capital
account is diminished accordingly.? The ultimate pur-

2We shall have in mind throughout in this discussion the “straight
line” method of depreciation because of its simplicity and because it
represents the facts with sufficient accuracy. Iven with the greatest

precision, depreciation estimates either for present valuation or for
future operating purposes involve substantinl margins of uncertainty
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pose of this accounting is to determine the cost of the
service or product as compared with the amounts real-
ized from the sale, and thus to show the final profitable-
ness of the business. This accounting is conveniently
subdivided by periods which for our purpose is
assumed to be a year.

From the standpoint just presented a so-called cap-
ital charge, or investment in property, represents
merely an expenditure which is to be included in suc-
cessive periods in the cost of operation. During the
life of such property, its original cost is gradually
charged off to the cost of operation or production on
the basis of relative periodical use. At the expiration
of its uscful life, the full cost has thus been conveyed
from the original capital charge to the operating costs

so that complicated and refined methods of computation are not justi-
fied. The straight line method apportions the original capital cost to
operating expenses on the basis of equal annual sums during the esti-
mated life of the property. On fundamental economic grounds the
correct basis of charges is the so-called “sinking fund” method, under
which the total charges to operating expenses increase gradually year
by vear in accordance with the assumed interest return on the accumu-
lated reserve fund provided for the ultimate retirement of the property.
It starts with a certain depreciation charge for the first year, and the
accumulation of a corresponding fund. For the second year, the depre-
ciation is increased by the interest accrued on the fund during that
year. At that point the fund is equal to the two charges, plus interest
for the one year. Kor the next year, the charge is equal to the original
charge, plus the interest of the fund during that year, ete. In this
way, the gross charge to operatjon increases with the growth of interest
on the fund, but the net charge paid directly by the consumers remains
constant during the life of the property. The method results in writing
off to operation annually increasing capital costs during the life of the
property instead of equal amounts under the straight line method. If
we assume unchanging prices, interest rate, and productivity during the
life of the unit, the undepreciated cost under the sinking fund method
is equal at any point to the discounted value of the net returns still to
be obtained from the operation of the unit during its remaining life.
This conforms theoretically to the economic value of the unit under the
assumptions. But the method is too complicated and is not justified
by the results of the assumed refinement. This method of charging
operating expenses and crediting the reserve may be used even if no
separate depreciation funds are accumulated and the reserve is invested
in physical properties used in operation.

There are other bases of computing depreciation, but they are beyond
the scope of our discussion.
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included with other operating charges to determine the
total cost of the product.

This process applies to all renewable plant and
equipment, but not to land and to other permanent
items which do not require future renewal or replace-
ment. Land, once purchased, stands permanently in
the accounts without depreciation. It serves indefi-
nitely, and there is no diminution in the capital charge
for expired usefulness. Consequently the original cost
remains unaltered and there is no charge to operating
costs for depreciation.

It should be clear that if depreciation is provided
through operation as here outlined, the full original
investment in the property is permanently maintained.
As a part of the original cost is charged to operation
or the cost of serviece in the form of depreciation,
there is an automatic decrease in the net income avail-
able as return on investment and a corresponding sum
is locked up among the assets of the corporation. Con-
sequently, at the close of any period the original cost
of plant and equipment, less the amount of deprecia-
tion charged off to past operation, plus the funds
reserved out of operation for such depreciation, is
equal to the full original investment in the properties.
Thus an investment in property once made will be
maintained automatically through the depreciation
arrangement.?

* The discussion throughout this chapter implies the basing of depre-
ciation charges upon the actual original cost of the renewable units of
property. This is theoretically sound on the assumption of unchanging
prices, where the range of rencwal costs is the same as the original
cost of the property to be replaced. It is not correct, however, in the
face of shifting price level. The ultimate purpose of maintenance,
including the depreciation charges, is to maintain the physical properties
and their relative productive capacity, whether prices remain level or
shift. Consequently, during a long swing of rising prices, the cash
cost of renewals to maintain the relative productivity of the plant will
increase and should bhe provided for through corresponding higher
depreciation charges. The reverse is true during falling prices. But
with the constant fluctuation in price level and the uncertainty at any
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3. AccounTtiNG PROCEDURE

If the cost system is systematically maintained on
the basis here presented, all expenditures for property
are charged in the first instance to the appropriate
capital accounts. Then, as operation proceeds, the
proportionate part of such original cost which belongs
to the particular period is charged to operating ex-
penses or cost of operation, and simultaneously the
amount is eredited to a depreciation reserve. This
credit indicates a deduction from the original capital
charge, recording the transfer in the cost accounting
from the capital {0 the operating account.

The credit might be entered directly in the particular
property or capital account affected. The better pol-
icy, however, is to maintain a separate account for
such credits, which would show an accumulation of all
capital charges that have been written off and conveyed
to the cost of operation. This is the depreciation
reserve, which at any point of time shows the total
amount of depreciation charges to past operation on
account of property still left in service. It represents
the amount of the original cost of all such properties
that has been included in the past cost of operation.
The property or capital accounts show the full original
cost of such properties. The difference between the
sum of the original costs in the several property ac-
point of what the future changes will be, it is impossible to provide sys-
tematically for the shifting renewal requirements. The best policy,
therefore, is to hase depreciation upon original cost of the renewable
properties, and then, among other revisions of estimates in the course
of operation, reasonable adjustments can also be made for rising or
falling renewal costs. The point, however, should be clear that with
the initial valuations once determined and a systematic rate base
definitely fixed as proposcd, all reasonable and desirable depreciation
adjustments can be made, without affecting the rate base and without
arousing a conflict of interest between investors and consumers. Any
reserve accumulated for depreciation, or excess renewal cost, would be

limited to its purpose and would not be used directly or indirectly as an
addition to the rate base,
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counts, and the amount of the depreciation reserve,
shows the amount of the total original cost which
remains chargeable to future operation in reference
to properties existing at the particular time.

When any unit of plant or equipment is abandoned,
either because of wear and tear or obsolescence, the
original cost is then credited to or deducted from the
appropriate capital account, and concurrently debited
to or deducted from the amount of the depreciation
reserve. In this way all retired property is climinated
from the accounts. Consequently, at any point of time
the capital accounts represent only the properties
remaining in service, while the depreciation reserve
represents the amount of the original cost of such
properties which has been allocated to past operation.

The precise accounting methods may be varied
slightly from the above summary, but the results are
practically the same by the various ways of treatment.
The summary presents the more generally accepted
procedure, which must be kept clearly in mind to avoid
confusion in the subject under discussion.* The reec-
ords provide the essential facts and preserve the in-
vestment.

4There is, of course, considerable diversity in the depreciation pro-
visions in the classifications prescribed by state commissions and the
Interstate Commerce Commission. The latter sets forth a distinet
depreciation account in operating expenses for each class of equipment,
the charges to he based upon the expected life of the particular equip-
ment owned, and providing a still further account for any undepreciated
balance when the full original cost has not been charged off prior to the
retirement. But it has not provided similar depreciation accounts for
road and track items, permitting the companies to charge renewal costs
to operating expenses. As this is being written, however, it has under
contemplation the advisability of extending the strict depreciation re-
quirements to all renewable property. The state commissions have
mostly provided only a single account for depreciation charges, covering
all classes of properties or have distinguished only as to very broad
groupings such as “way and structures” and “equipment” in the case of
electric railways. Moreover, the companies are free to a large extent
to fix their own depreciation rules, which may or may not correspond
to the facts of depreciation, and do not control the depreciation allow-
ance in rate cases.
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4., No ConriscatioNn INVOLVED

Where such cost accounting has been consistently
followed, the accounts will show the amount of the
net investment that has been maintained in the prop-
ertics for the public service. As stated above, the
property accounts will show the original cost of all the
properties used in the public service, while the depre-
ciation reserve will show the amount of such cost that
has been charged off to past operation. The differ-
ence represents the net investment in properties
applicable to future operation.

It should be clear that the deduction of the depre-
ciation reserve from the original cost of the properties
does not represent, as is frequently claimed by oppo-
nents of the depreciation idea, a confiscation of invest-
ment. If the cost accounting process has been con-
sistently carried out, every charge to operating ex-
penses for depreciation and every credit to the reserve
has resulted in the retention in the business of a cor-
responding amount of current revenue, which other-
wise would have been shown as profits. The very
charge for depreciation has resulted in the first in-
stance in an identical increase in the operating costs,
which in turn has caused a corresponding decrease in
the net profits shown for the period of operation.
There has thus been retained in the business a fund
to correspond with the amount of the depreciation
charged to the operating costs, equal altogether to the
accumulated amount of the depreciation reserve.

The assets thus retained in the business from the
current revenues are set aside in some cases in a special
depreciation fund safely invested in outside securities
and used only as needed for actual renewals and re-
placements of any existing units of plant and equip-
ment. Where this mode of financial management
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exists, the original investment would consist of the
sum of the original cost shown in the property ac-
counts, less the reserve for depreciation, plus the
amount of the depreciation funds specially invested.
In such a case the income from the special deprecia-
tion funds would be added to the income account of the
company and the total would constitute the return on
the investment.

For the most part, however, no such scparate depre-
ciation funds in outside investments are maintained.
The usual method is to merge the money retained in
the business through the depreciation charges with the
other cash in the business. This is then employed for
any purpose of the corporation. It is, however, usually
expended for additions and improvements in the prop-
erty which otherwise would require the issuance of
new securities. Thus the funds representing in the
first instance depreciation, appear as additions to the
property accounts. The total cost of the properties,
therefore, includes the investment of the depreciation
funds. Consecquently, to determine the original invest-
ment we would include all of the total cost shown in
the property accounts, less the amount of the depre-
ciation reserve. This is the usual situation, so that the
original cost of the properties less depreciation shows
automatically the original investment.®

® Usually the depreciation funds, as distinguished from reserve or
charges, are thought of as applicable for specific renewals as property
is retired: if such funds are expended for so-called additions and im-
provements, then when any renewals are made they are thought as
properly financed out of new security issues; the conception is that the
depreciation funds are restored by the security issues and are agnin
made available for their primary purpose. Clear reasoning and sound
principle, however, requires no such technical distinction. For the most
part it is better policy to devote the depreciation funds to any capital
needs without distinction as to additions or renewals. The depreciation
charges as made to operating expenses represent the wear and other
property impairment. Consequently the funds retained in the business

through the charges constitute the real capital renewals for the year
and have preserved the investment. There is then no further principle
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Thus the claim that there is confiscation if the depre-
ciation reserve is deducted from the full cost of the
properties, is based upon a misconception of the finan-
cial relationship involved. There can be no confisca-
tion produced by the described accounting process even
if the charges for depreciation are grossly excessive.
However excessive they may be, they lock up auto-
matically a corresponding amount of assets in the
business derived from current revenues. Conse-
quently, the investment remains intaect; it cannot be
thus confiscated, if the rates are sufficient to pay the
cost of operation, including the charge for deprecia-
tion and the return on the investment.

5. DerreciatioN Courst ILLUSTRATED

The relationship just explained between the prop-
erty accounts, depreciation reserves and the invest-
ment of depreciation funds, may be made more clear
by a simple representation of a balance sheet of a com-
pany. Assume a new property in existence on January
1, 1910, with a total cost of all the properties in service
amounting to $10,000,000. Assume further that
$6,000,000 was contributed by the issuance of bonds
and $4,000,000 through the issuance of capital stock.
The balance sheet appears on the next page.

The balance sheet thus shows on the assets side,
properties $10,000,000; on the other side, bonds
$6,000,000 and capital stock $4,000,000, the relative
sources of the investment in the property. Now, sup-
pose that of the total property costs, $8,000,000 is sub-
ject to depreciation at the average rate of 4% a year.
At the end of the first year we find included in the
operating expenses for the year a depreciation charge
of $320,000. Presumably the rates are sufficiently high

involved in limjting the funds to any specific renewals; they are fully
available for any property or financial needs of the business.
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BALANCE SHEET
As of January 1, 1910.

Assets
Properties in Service .......cevvvevieeieninenraronses $10,000,000
Total ...iiiiii ittt ittt iienienaenns $10,000,000
Liabilities B
Bonds ...ttt ittt ittt ittt $ 6,000,000
Capital stock ....coviiiiiinniinrnirieirnnecennes 4,000,000
] 7 $10,000,000

to cover all the operating costs, including this charge,
as well as to yield a fair return on the $10,000,000
invested in the enterprise.

But this $320,000 has not been actually expended, for
the properties are comparatively new and no replace-
ments were necessary. Suppose during the year
through some sort of aceident a piece of property worth
$20,000 was destroyed and had to be replaced. There
still remains $300,000 appropriated out of the revenues
as a depreciation fund. This amount can either be set
aside by purchasing an equal amount of gilt edge
securities, or by reinvesting it in the properties, if the
demand warrants it. In the first case, the net invest-
ment in the properties the second year amounts to
$9,700,000. This together with the $300,000 of securi-
ties constitutes the total investment. In the sccond
case, the amount of investment the second year re-
mains unchanged. The full cost of the propertics
would be $10,300,000, but there would be the deduction
of $300,000 for depreciation reserve, so that the net
investment in the properties would still be $10,000,000;
the original amount would thus be fully maintained.
The same procedure is followed each accounting
period.
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Now assume that ten years of operation have elapsed
and that the cost principle has been consistently car-
ried out through depreciation charges, the accumula-
tion of reserve, the proper retirement of properties,
and the investment of depreciation funds. Assume
also that during the period there has been actual addi-
tional investment through bonds issued $5,000,000 and
an accumulation of depreciation reserve $3,000,000
invested in the properties. The balance sheet on Janu-
ary 1, 1920, thus appears as follows:

BALANCE SHEET
As of January 1, 1920

Assets
Properties in service ........coviiiiiiiireenienenies $18,000,000
Total ..vvriiiiieeeneeeeeeeeecnonsencannonnns $18,000,000
Liabilities
Bonds ....viiiiiiiiiiiiiiiii ittt i $11,000,000
Capital stock .....ocviiiiiiiiiiiiiiiiiiiiiiennnnes 4,000,000
Depreeiation TesServe ....ovvvieeereaieeeensonesenes 3,000,000
Total ivvieieerrnosreiinneenessneneneeonnnnns $18,000,000

This assumed balance sheet shows after a ten year
period total properties with an original cost of
$18,000,000. Of this, $10,000,000 represents the original
investment, $5,000,000 additional bond issues, and
$3,000,000 investment of depreciation funds. If then
we deduct the amount of the $3,000,000 depreciation
reserve from the total cost of the properties, we have
a balance of $15,000,000, the initial $10,000,000, plus
$5,000,000 additional bonds issucd, which is the net
investment. If, however, the $3,000,000 were segre-
gated by the purchase of securities, the left hand side
of the balance sheet would show, properties in service,
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$15,000,000; securities, $3,000,000; total, $18,000,000.
The liabilities side would be identical.

The deduction of the depreciation reserve from the
cost of properties in either case does not result in
confiscation. The investors throughout the period of
ten years obtained a return on their actual investment
and the accounts now show the full investment intact.
The depreciation policy therefore does not contem-
plate nor result in confiscation. Its purpose is to safe-
guard the properties and to maintain the integrity of
the investment. If it is properly followed, the net
investment is always equal to the total cost of the
property, less the depreciation reserve. If, however,
the depreciation funds are segregated in special assets,
the net investment, as above stated, is equal to the
total cost of the properties, less the depreciation
reserve, plus the special assets. In either case, the
full investment is preserved and the properties safe-
guarded from confiscation.

6. DeprreciaTioN NoT SHOWN IN ACCOUNTS

Under such systematic cost accounting, the net
investment is at all times satisfactorily shown by the
accounts. The difficulty is that in the great majority
of cases, the accounting records are not reliable either
as to the original costs of the properties in service, or
as to the amount of such costs applicable to past opera-
tion. Consequently, in order to determine the net
investment, an appraisal is necessary not only for the
determination of the original cost of the properties,
but also of the accumulated depreciation. When, how-
ever, such an appraisal has been made, the results are
approximately the same as if proper accounting
methods had heen employed throughout. The ap-
praisal on the basis of actual original cost less depre-
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ciation, serves therefore as the most reasonable adjust-
ment of all properties where the facts are not shown
satisfactorily in the accounts.

To determine the amount of the depreciation, we
must resort to estimates. There is no other way by
which the amount can be established. This is true
also of finding the original cost. It is a difficulty
inherent in any appraisal, that estimates must be made
to take the place of exact facts which should have
appeared in the accounts. Our proposal is that the
uncertainties of investment should be eliminated once
for all in every case by as exact a determination as is
possible of original cost and depreciation of the prop-
erties, fixing a permanent and unchanging rate base for
the existing properties.

7. REAsoNABLE EsTiMATES NECESSARY

Since we must rely upon estimates, it is necessary
to exercise judgment and recasonableness. In com-
puting depreciation, the common practice is to employ
the so-called straight line method. Estimates are made
of the total scrvice life of each unit of property, and
then the expired life is compared with the total life.
This ratio applied to the original cost gives the amount
of the depreciation to be deducted.

A refinement of the method would require that the
final serap value of the property should be estimated
and deducted from the original cost. The difference
would be the service value subject to depreciation.
Then the percentage of used life compared with the
total life would be applied to this amount. But this
refinement is hardly worth while in the face of the
large margins of uncertainty in the estimates of orig-
inal cost and expected life.

The application of the straight line method must,
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of course, rest upon reason and common sense. It must
not be employed in an abstract and mechanical way.
It has been criticized frequently, and there has often
been justice in the criticism for the rigid and dogmatic
manner of its application.

8. Pgrorer Lire AvErRaGE MaiN CONSIDERATION

A valid criticism has often been made of the inflexible
assumption of the average life. Frequently, the
average assumed for any class of property has been
rigorously applied to all units even though it obviously
does not fit the particular circumstances. If, for exam-
ple, twenty years are found to be the average expected
life of a street railway car, or of certain power plant
equipment, or of any other particular class of facilitics,
this does not necessarily furnish an absolute basis for
the computation of depreciation for such property
under all circumstances. The life of plant is not a
fixed element, but depends upon the conditions of a
particular case.

Moreover, the average life of property, even if satis-
factorily determined and applicable to the particular
case, is usually not employed properly in the compu-
tation of depreciation. It is used as if all units of any
class of property lived the assumed life, without
regard to the fact that some live much less and some
much longer. Out of 1,000 cars purchased at any one
time, for example, the average life may be twenty
years. But some of the cars will disappear from
service within the first five years, others during the
second five, and more during the next period, while
many will last beyond the twenty years, and some even
thirty years or more.

The average is based upon the total life of all the
cars divided by the number of cars. Consequently, if
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after ten years of operation depreciation were com-
puted, obviously only the remaining cars would come
under consideration, while those that were retired dur-
ing the ten-year period would be eliminated. But for
such remaining cars, the average life would probably
be about twenty-five years. Similarly, at the end of a
fifteen year period, for the then remaining cars, the
average total life might be near thirty years, and at
the end of twenty years, there would still be many cars
in operation and for them the average life would be
over thirty years. Thus, the determination of depre-
ciation at any one point involves, not the genecral
average life of the different classes of property, but
the average applicable to the remaining units subject
to appraisal.®

The straight line method will result in error if gen-
cral life estimates are applied to conditions to which
they do not fit. Life tables for different classes of
property are subject to a greater variety of conditions
and arc much less certain than life tables of humans.
In a given corporation, a certain average may be too
long, while in another it may be too short. Considera-
tion must be given to the particular case when select-
ing the average life to be used in computing deprecia-
tion. It is, of course, absurd to compute for any unit
of plant or equipment a large depreciation on a theoret-

¢We have here the same principle that underlies the construction of
a life insurance table. For example, the commonly used American
Experience Table starts with 100,000 assumed average persons at age
10 and on the basis of long actuarial experience shows the mortality
for each year of life, and on the basis of these figures states the remain-
ing life expectancy at the beginning of each year. At each point of time
the expectancy is the total number of years to be lived by the then
remaining number divided by that number. Thus at age 20 the ex-
pectancy is 42 years; but at age 30 it is not 42 less 10, but 35; at
age 40 it is 28; at every point it is the total remaining years of the
group then living divided by the number in the group, eliminating from
the computation the persons who had died in the interval. The same

principle applies to property expectancy. While this factor is not of
controlling importance, it should not be disregarded in valuation practice.
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ical expired life when, as a matter of fact, the property
is in first class operating condition, is economically
suitable for its purposes, and has a much longer expec-
tation in service than the assumed average. The
proper ratio of depreciation is not expired life to a
generally assumed average, but the expired life to the
expected for the particular property to be appraised.

9. OBSOLESCENCE F'acTOoR IMPORTANT

Great care must be exercised in determining the
average life of the various classes of plant and equip-
ment. This is particularly t{ruc with respect to the
factors of depreciation included under obsolescence.
These factors are difficult to determine and affect seri-
ously the average life that may be rcasonably usecd.
Because of the uncertainties of expected life, especially
because of obsolescence, a careful physical inspection
may be more accurate than a computation of deprecia-
tion based on the straight line method. By a careful
inspection of the different classes of property, an
experienced engineer could determine approximately
the fit condition of each class; whether it is 90 per cent,
80 per cent, or less.

The usual objection to the inspection method is that
it disregards the factors of obsolescence, which often
are the more important. There is no reason, however,
why inspection should be limited to the mere wear and
ordinary maintenance; under proper instructions, it
may include just as readily all factors of depreciation.
If it is made with the more comprehensive concept of
depreciation in view, the results are likely to be more
satisfactory than those obtained from the straight line
method ; there is not the danger of a mechanical appli-
cation which may result in excessive or inadequate
deduction. The determination of depreciation inevit-
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ably involves a large degree of judgment. No fixed
rules can be laid down and blindly followed. Only
persons with adequate experience and understanding
are qualified to make an appraisal. If they approach
the problem with a sense of responsibility and reason-
ableness, there is no great difficulty in making estimates
which are fair to both the company and the public.

10. Tue DepreciaTioNn IssUE

But whatever method be considered the more just
and practical, the intent should be to deduct from the
original cost of the existing properties an amount rep-
resenting the impaired usefulness of the constituent
parts. This corresponds with the principles of correct
and systematic cost accounting. If the proposed ap-
praisals are based upon original cost less depreciation,
we shall have the requisite base for determining the
future cost of service. The deduction for depreciation
merely climinates the part of the capital costs which
belongs to past operation and was a part of the past
cost of service. The remainder represents the net costs
incurred for the benefit of future operation. This,
then, is the net investment in property on which a
return is required as a distinet cost element. Any
special depreciation funds or other outside investments
would be considered separately, and added to the
investment if they formed a part of the necessary or
reasonable funds of operation.

For the most part public authorities have held that
in the appraisal of utility properties for rate making,
a deduction should be made from cost new to eliminate
all forms of depreciation. This practice has also been
sanctioned by the Supreme Court of the United States.”
But, as stated in a previous chapter, with the abrupt

" See Chapter V, sec. 6.
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rise in prices, the problem of original versus reproduc-
tion cost assumed such importance as to overshadow
depreciation in valuation cases, and the Supreme Court
has said nothing about depreciation in recent years.
The language, however, in the past cases, seems clearly
to permit the deduction of depreciation.

There has been, nevertheless, an active controversy
whether depreciation should be deducted from cost
new of the properties in determining the rate base.
The companies have mostly insisted that whether the
valuation is based upon original or reproduction cost,
no deduction whatever should be made for deprecia-
tion. Inasmuch as the controversy usually involves
twenty-five to fifty per cent of the gross cost figures,
to a large extent the arguments against the deduction
have represented mere special pleading and hardly
deserve consideration. They are not the material from
which sound public policy can be constructed. They
have been extensively urged, however, before commis-
sions and courts, and have found support among
writers of unquestionable sincerity who fully believe
in the correctness of their views. We shall, therefore,
discuss the more important points on their merits, as
cconomic and public views entitled to serious
treatment.

In the appraisal .of existing properties, the oppo-
nents of depreciation would start exactly as we pro-
pose—with an inventory of all classes and units of
property in service at the time. The cost of cach unit,
whether original or reproduction cost, would then be
determined. The aggregate cost of all such units would
constitute the rate base upon which the company
would receive a fair return, regardless whether the
constituent units are new or have been in use for many
yeers. The age, wear, or relative usefulness are
treated as of no consequence, provided that the units
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are in service at the time of the appraisal. A conces-
sion, however, is made in that if there has been a defi-
ciency in maintenance, resulting in deterioration for
operating purposes, and if a substantial amount would
have to be expended to place the properties in first
class operating condition, then such necessary rehabili-
tation costs may properly be deducted from the cost
new. The propriety of a deduction for deferred
repairs is thus recognized, but otherwise all function-
ing units would be included in the rate base at their
full cost, without deduction for any other factor of
depreciation.

The controversy, therefore, resolves itself into the
following questions: If there is any remaining use in
a unit of plant or equipment, shall the full cost be
included in the appraisal, although the bulk of its use-
ful life has manifestly expired? Or shall we follow
the fundamental basis of cost determination, recog-
nizing that capital charges made at the time of con-
struction or installation of property represent expendi-
tures for the benefit of the future, and that they should
be transferred and charged to operation as the property
is consumed in service?

The issue stands out glaringly in the fact that only
100% depreciation would be recognized by the oppo-
nents to the deduction, but that any lower degree
of reduction in the total usefulness of plant and equip-
ment would be disregarded altogether. Our view is
that the original cost should be diminished in propor-
tion as the total economic use disappears in the course
of operation. This is the fundamental cost accounting
prineciple and it recognizes not only 100% deprecia-
tion, but 90%, 50%, 25%, or 10%. Why should not
any measurable reduction in the usefulness of a unit
of property due to past operation be deducted in the
appraisal? Why eliminate only the full 100% loss
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in usefulness, but disregard all other degrees? We
would deduct, therefore, not only deferred mainte-
nance, but depreciation due to all causes reasonably
computed according to facts and circumstances of each
case.

11. Economic Deate SeLpoM DETERMINABLE

A special difficulty confronted by the depreciation
opponents is that of determining when the full 100%
usefulness has expired. Just when is any unit of
plant and equipment of no further use and to be
excluded from the inventory?

The point of complete economic death of property
can scldom be definitely fixed in practice. In the case
of the bulk of equipment, and even of structures, there
is a gradual decrease in the usefulness for the service,
but the complete disappearance is difficult to establish.
This fact can be illustrated by almost any important
class of equipment. When, for example, do railroad
cars cease to be economically useful? New cars are
placed in the most important service of the company
and bear the chief burden of the transportation re-
quirements. Then after a period of time, with the
development of better designs and change of require-
ments, new cars are purchased. These are then the
most economical equipment and are assigned to the
most important work, while the earlier cars have
reached a stage of secondary use on branch lines of
lesser importance. Another period elapses and fur-
ther progress in construction of equipment takes
place; again new cars are purchased and the original
equipment passes down another step in the service.
Thus gradually our old friends pass on down in the
importance of service, and on the way stop on the
sidings for storage purposes and perhaps are brought
into use only on rare occasions. Finally they dis-
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appear from service altogether, with perhaps no record
of their ultimate physical disappearance.

This picture is characteristic, and represents prac-
tically all classes of property. Power plant and equip-
ment are subject to a like course of economic deca-
dence. Generators are purchased which at the time
arc the most modern and economical, but gradually
they pass down the line of diminishing usefulness, and
finally merely occupy space in the power house where
on rare occasions and under special conditions they
may be pressed into service. Kvery experienced elec-
trical engineer knows of such equipment, which is left
in position only because the space in the power house
is not needed for the more economical modern
generating units.

The opponents of depreciation are thus faced with
the practical problem of determining the point when
property should be excluded from the inventory. No
matter how inadequate or out-of-date a unit may be,
there is always some available or remote use, if the
storage space does not cost anything. There may be a
contingency in which the thing might possibly be used
and therefore it can still be considered as being in
service and entitled to full cost consideration in the
appraisal.

The absurdity is, of course, manifest and shows the
necessity of facing the facts squarely. There is depre-
ciation with the course of time, which should be recog-
nized in every degrece. There should be a deduction
from cost new of the property, representing the degree
of depreciation which has actually taken place either
through wear and tear, or through advances in the
arts, or changes in service requirements.®

®The illustrations of depreciation have been taken mostly from
equipment, but the force affects practically all classes of property, in-
cluding structures which physically may have an indefinitely extended
life. Buildings just as structures may last 200 or even 500 years, but
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12. Reservi EqQupMENT 1N VALUATION

"The difficulty of determining the point when a piece
of property ceases to be useful, calls up the special
problem of reserve equipment, which has caused exten-
sive dispute in past valuations. As illustrated in the
preceding scetion, with the development of design and
changes in service requirements, plant and equipment
which were the best available at the time of purchase
gradually pass on down in importance and finally jus-
tify their continuance only as reserve facilities to be
employed in rare emergencies ; this is their only useful
purpose.

While the need of such reserve equipment is unques-
tioned, the problem is how to treat it in an appraisal
when it is brought side by side with facilities which
are up-to-date in design and bear the brunt of the
work in the public service. Granted that some of the
old cars may be needed during the peak pressure of
grain movement in September and October, this does
not change the fact that the bulk of their usefulness is
gone, and that in a sensible appraisal they should not

their economic life seldom exceeds 25 or 50 years. They become obso-
lete or unsuited to newer business requirements, and must be recon-
structed or superseded by modern buildings. A different example is
found in the elevated railway lines in New York City. As original
two track structures they were at the time the last word in municipal
rapid transit and would stand up for centuries. But with constantly
growing traffic and advance in construction, they had to be third-
tracked with extensive rebuilding of the structure; a large part of the
expense was thus replacing past depreciation and not improvements,
Now the modern mode of transportation in congested areas consists of
subways, and even the three track elevated lines are largely obsolete.
But even some of the original subways have fallen hehind progress and
service requirements, 'Thus an original three track route on upper
Broadway does not meet present needs and is heavily depreciated.
Many of the old platforms are too short and require reconstruction for
longer trains and greater carrying capacity, so that most of the recon-
struction costs are not improvements but the making good of accrued
depreciation. No management is ever justified in allowing for any
plant investment a longer economic life than fifty or at most one
hundred years.
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rank equally with new cars which are in constant serv-
ice of the most important kind.

As to power plant equipment, particularly generat-
ing units, we find that the reserve facilities consist
invariably of old types, of relatively small capacity,
huge in size, of large original cost, together with a
high cost of output. In a large modern power house
of say 200,000 k.w. capacity, the up-to-date equip-
ment consists of units of 30,000 to 60,000 k.w. ca-
pacity. The reserve equipment, however, is composed
of old units of 7,500 k.w. or less. But the modern
units of large capacity, in spite of the present high
level of prices, cost much less per k.w. capacity than
the old units in spite of the great increase in price
level. Progress has more than counterbalanced the
force of rising prices. Moreover, the older units
occupy relatively much more space in the power house,
require more attention, and consume much more coal
per unit of output. Nevertheless, the opponents of
depreciation still hold that such reserve should be
entered at full cost in the appraisal, at a higher figure
per unit of capacity than the new equipment which
really does the work of the business at a much lower
cost per unit of output. This absurdity is so palpable
that the idea involved can hardly be entertained.

We believe that some allowance should be made in
the appraisal for equipment rcally needed for reserve
purposes. But we must rcalize that its total useful-
ness has been greatly reduced when it is no longer
employed in the major service, and that the degree of
this reduction should be represented in the computed
depreciation. There is a great deal of plant or equip-
ment held by most corporations which is of little real
use to the service. It exists merely because the com-
panies have room for it, and often the demolition is
deferred merely because of the expense. In other
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words, the unit is a liability instead of an asset; it is
worth less than nothing. Sometimes, the items appear
to be kept merely to make a showing for valuation
purposes; so long as the property exists physically,
some basis of claim can be made for its inclusion in
the rate base, although its real usefulness has long
since dlsappeared Such pretense is unfortunately a
factor in many appraisals and cannot be disregarded.

13. Famr VarLvaTioNn oF VaRIED PROPERTIES

Aside from the problem of reserve equipment in a
modern plant, we are faced with the varied conditions
in different plants. There arc hardly two utility com-
panies, even in the same industry, that follow identical
methods and policies. Some have pursued a conserva-
tive financial course and exercised sound judgment in
management, while others have frittered away their
resources or have been lax in operating efficiency.
Whatever the cause, actual experience shows a great
variety in the up-to-dateness of plant and equipment
of different companies.

For illustration, let us assume two power plants,
each of 200,000 k.w. capacity. But while one contains
generating units of 5,000 to 10,000 k.w.—units which
represent a relatively large capital cost per k.w. and
are operated at a high expense per unit of output—the
other plant contains modern equipment of 30,000 to
60,000 k.w. capacity, at a lower unit cost of capital and
wjth much greater efficiency of operation. But other-
wise both plants are in good operating condition.

According to those who advocate valuations based
on cost new, depreciation would not be a factor in the
valuation of either plant. No deduction would be made
from the primary valuation so long as the generating
units are in good operating condition, without regard
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to their relative degree of efficiency. We should then
have the valuation of an antiquated plant exceed per
k.w. capacity that of a modern plant.

This is merely a striking illustration of conditions
prevailing among all classes of renewable public util-
ity properties. Most plant and equipment which have
been in operation a number of years if placed beside
corresponding modern facilities just installed, show
clearly the difference as to present suitability for
service. To establish valuations for all uniformly
upon full cost, original or reproduction, appears utterly
unwarranted.

We maintain that these differences should be elim-
inated in the net valuations through a deduction for
depreciation. By taking into consideration the pres-
ent condition of the plants we obtain valuations on
terms of equality.

14. TReATMENT oF OBSOLESCENCE BY OQPPONENTS

With respect to the factor of obsolescence, the depre-
ciation opponents interpose two objections: First, that
it cannot be predicted, and, second, even if it could be
foreseen there is no reason why the present consumers
should pay for the future discarding of otherwise phys-
ically unimpaired units when the real benefits from
the change will accrue to subsequent consumers. Since
the old units are in good physical condition and require
replacement only because of availability of improve-
ments or changes in service requirements, the renewals
are viewed as actual additions to be paid for out of new
financing, not through prior provision out of revenues.
The cost of the retired units is either to be kept in
capital account or set up in capital suspense and then
written off and apportioned to future operation.

Consistent with this stand on charges for obsoles-
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cence to future operating expenses, the opponents to
depreciation oppose the deduction for this factor in
the appraisal. As long as any property is still fune-
tioning, no matter how inefficiently, compared with
available facilities, they advocate the inclusion of such
units in the appraisal at their full cost. Indeed, some
even go so far as to urge also the inclusion in the rate
base of the unamortized amount of entirely discarded
units. The inventory would thus include not only all
existing property having any remote claim to usecful-
ness, but also some completely abandoned propertics
to be resurrected for the sole purpose of the valuation.

Postponing for a moment the technical objection that
obsolescence cannot be foretold, and keeping in mind
that our immediate problem is that of appraisal of
existing properties, let us inquire into the relative
desirability of the two systems from an operating view-
point. Aside from the fact that under strict cost
accounting, all disappearance of property should be
charged to opecrating expenses during its lifetime,
adequate provision for obsolescence requires the accu-
mulation for replacements before they are absolutely
necessary. Under the renewal policy a company may
find itself unable to finance the improvement becausc
it would have to carry a double load when the new
facility is introduced. In addition to the return on
the new capital it would have to carry interest or other
return as well as amortization cost of the investment
represented by the dismantled facility. As a result
improvements would be long deferred, and otherwise
available rate reductions would be postponed.

The operation of the principle is best observed in
unregulated competitive business. Where there is
active competition, one cannot remain long in business
if he does not take advantage of improved machinery
as it appears on the market, because his competitors,
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existing or potential, would introduce the improve-
ments and drive him out of the field. The only way
to survive is to exercise foresight and be prepared to
take advantage of new methods and machinery as soon
as they are developed. This can be done only by charg-
ing to operation all costs, not waiting with the charge
till the existing facilities are wiped out. The con-
sumers will refuse to pay the double costs, when the
products are offered by competitors at single costs.

The principle of rigorous charges for all forms of
depreciation, including obsolescence, has been adopted
by well organized unregulated business. It is adhered
to even by large concerns which are usually considered
to have substantial monopoly power. For example,
the United States Steel Corporation and the Standard
0il Companies are constantly searching for improve-
ments, and their depreciation provisions are more than
adequate to replace any facilities when operating eco-
nomies can be realized. Their purpose is to produce
at cvery point at the minimum costs and to be in a
financial position to take advantage of every improve-
ment. This policy probably more than any other has
held up their strong position against the constantly
surging actual or potential competition.

Systematic depreciation provision places a utility
on a par with scientifically managed private business.
It enables a company to take full advantage of prog-
ress, installing modern facilities as freely as might a
new corporation or competitor, without any overhang-
ing fixed charges from antiquated or superseded
property.

15. OssoresceNceE Not DirricuLt To DETERMINE

As a practical matter, there is no insuperable or
extremely great difficulty in observing and determining
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obsolescence. It has been grossly exaggerated and con-
fused the issue. For all units of renewable property
there is a more or less clearly defined period of useful-
ness. Reasonable regard for the history of develop-
ment shows that for most classes of property there is
a cycle of usefulness closely limited. This economic
cycle seldom exceeds twenty-five years. It has been
especially short in the case of power plant equipment,
in which the factor of obsolescence has been particu-
larly striking. While physically generating ecquipment
is exceedingly durable, experience shows that its eco-
nomic period has been less than twenty yecars. The
lapse of time produces its changes in most facilities,
and in the course of twenty years practically all power
plant equipment is economically dead. It does not
wear out physically, but it becomes inadequate or anti-
quated and useless. It is then superseded by modern
units, and at best serves only for rare reserve purposes.

This effect of improvement and change appears in
practically all modern public utility plant and equip-
ment. Advances in design and construction are going
on all the time, and in a period of twenty to twenty-five
years a complete transition takes place, which on eco-
nomic grounds requires the replacement of existing
with up-to-date facilities. This fact is clear and should
be recognized in the appraisal. Power plant equip-
ment ten years old is not as good as new; a large pro-
portion of its usefulness has expired, whatever its
physical condition. The same applies to railroad cars,
locomotives, and to practically all plant and equipment.

It is true that in judging future requirements for
depreciation, obsolescence cannot be definitely deter-
mined. But sincere regard for the continuous develop-
ments in industry and service requirements will indi-
cate to a considerable extent the changes which will
take place in the future. Moreover, as the force of
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obsolescence develops it is evident to an intelligent
management. The thing does not appear suddenly
over night. It is a gradual development, clearly dis-
cernible to the experts in charge of operation. It can
be fairly accurately measured as successive changes in
the arts and in the requirements of service take place.
It becomes apparent as it occurs, and a reasonable
allowance can be made in the depreciation charges to
take care of obsolescence as well as physical wear of
the properties. It must be based on estimates, but the
same is true of most important acts of management.

But our immediate problem is that of computing the
depreciation of existing properties for a future rate
base. For this purpose the fact of obsolescence can
be readily ascertained. An intelligent and experienced
engineer knows very well in making an appraisal
whether a gencrating unit of 10,000 k.w. capacity or
less is obsolete in a plant of 200,000 k.w. total ca-
pacity. Similarly, anyone with knowledge of cars
knows whether the type is out-of-date, and the extent
of the out-of-dateness. These facts do depend upon
estimates and reasonable judgment, but a fair deter-
mination can be made. While in the case of any special
unit there might be reason for a substantial difference
of opinion, this would not be a serious matter for the
properties as a whole if the purpose to determine the
relative usefulness is clear in the minds of trained and
competent appraisers.

16. SreciaL CASE oF ABSOLESCENCE

A case involving an unusual feature of absolescence
was decided by the Supreme Court of the United States
on June 2, 1924 The company through a special
invention developed by its own engineer made improve-

® Pacific Gas Co. v. San Francisco, 265 U. 8. 403.
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ments in the manufacture of gas. The invention was
developed during a comparatively short period of time
and upon perfection a large part of the old equipment
was scrapped and the existing stations were re-
equipped with new and superior facilities. On the
basis of direct cost, however, the original capital
expenditure in the old equipment was substantially
greater than the cost of the new. By excluding, there-
fore, the old equipment from the inventory and sub-
stituting the new at its actual cost, the valuation was
lower after the improvement than before. Conse-
quently, although the service and the usefulness of the
property had greatly improved, the basis of return to
the company was diminished. Such a result the ma-
jority of the court refused to accept, concluding that
there was ‘‘error somewhere, cither in theory or
application of principle.’’

In this case there was the unusual situation where
obsolescence affecting a large proportion of the equip-
ment did come about in a short time and was scarcely
foreseen.!® For the most part, however, obsolescence
is gradual, steady, and visible, and can be mecasured as
time passes almost as definitely as physical wear and
tear. In the particular case unquestionably there was
the unreasonable result that because of the improve-
ment a reduction in the rate base was made. The case
was further complicated by the fact that, as brought
out in the minority opinion by Mr. Justice Brandeis, an
adequate depreciation reserve had been provided to
take up the retirement of the old properties after the
cost of the new had been charged to capital account.
This illustrates glaringly the lack of definiteness and
precision in our present methods of regulation. Al-

1 This point, although accepted by the majority of the Court as fact,
was contested by the City and in the minority opinion the City’s con-
tention was favored.
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though the company had accumulated reserves through
operating expenses, it was not definitely required
under existing methods to deduct the amount from the
cost of the properties, and in the rate proceeding ap-
parently was compelled to deduct only the deprecia-
tion which could be computed at the time, regardless of
the amount that had been previously reserved. Under
the circumstances, of course, the retirement of prop-
erty for which reserves had been collected did result
in a reduced valuation compared with the rate base had
the improvement not been made.

Under sound policy, with the rate base and all phases
of operation under exact accounting control, a reserve
accumulated out of previous earnings would automati-
cally be deducted from the cost of the properties; the
installation of any new units would be charged to the
capital account, while the cost of facilities retired
would be deducted from the depreciation reserve.
Under such a procedure a company would not be in-
jured by serapping old and installing less costly but
superior new equipment. Its net capital account would
not be affected by the change. It would receive a
return on the same amount, plus any additional invest-
ment that might be made through the improvements.

The confusion that the casc illustrates can be rem-
edied only by a thoroughgoing appraisal of existing
properties and for the future keeping the rate base
under accounting control. Thereafter any reserves ac-
cumulated for depreciation would be definitely main-
tained for that purpose and the company would not be
benefited or injured by any changes in the properties.

17. "DerErRrRED MAINTENANCE

A final point in the appraisal is the degree of main-
tenance that enters in the current repairs and minor
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renewals. It is true that neglected properties depreci-
ate rapidly, while those well maintained depreciate
much more slowly. Opponents of depreciation recog-
nize the significance of neglected or deferred main-
tenance. Most of them concede that this should be
deducted from the cost new of the properties. But we
believe that this is an additional factor of deprecia-
tion. The final valuation should represent the original
cost of the properties, less a deduction for all depreci-
ation, including deferred maintenance. This is an item
belonging to past operation and should not be made the
basis of additional cost charges to future consumers.

18. DEPRECIATION RESERVES IN VALUATION

In determining the amount to be deducted for depre-
ciation, the question arises whether any consideration
should be given to existing reserves which have been
accumulated either during the period of commission
regulation or prior thereto.

While no absolute answer can be given to this ques-
tion, usually the reserves shown by the accounts are
of little use in the problem of determining the reason-
able depreciation deductions. There are relatively few
cases where reserves have been accumulated equal to
the deduction that should reasonably be made from
the cost new of the properties. If the reserves shown
on the books werc taken to control, it would result in
the grossest sort of variation in the different valua-
tions. There would be a large number of properties
with very small or no reserves, and a few with cxces-
sive reserves; in very few instances would the reserves
have any direct relation to the depreciation that actu-
ally exists. The only way by which all cases can be
treated in a reasonably uniform manner is by comput-
ing acerued depreciation in each particular property.
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The results would thus not be affected by the particular
financial policies that any corporation may have pur-
sued. All would be placed on the same basis of de-
termining the appraisal according to the original cost
of the properties less deduction for full but not
excessive depreciation.

In the few cases where excessive depreciation re-
serves have been accumulated, there is a serious ques-
tion whether, as a matter of law, the full deduction
could be made from the original cost. It seems to be
the opinion of the courts that a company is entitled to
the full earnings realized under any particular rates
authorized by the commissions or statutes. Out of such
carnings, all actual operating costs are to be deducted,
including a proper amount for depreciation. If, how-
ever, a company has failed to make adequate pro-
visions for depreciation, this would be viewed as its
own delinquency and would not serve as a reason for
not deducting full depreciation in the appraisal. Simi-
larly, if the company made cxcessive charges, this
probably would not change the fact of what would be
the proper deduction for depreciation and the com-
pany would still be entitled to the full return realized
above the cost of operation.

To the extent that the view just stated controls, a
company would be entitled to any excessive reserves
accumulated above the actual depreciation of the prop-
ertiecs. While such an excess resulted from charges
made to the public, it would be considered not as a
depreciation reserve but as a surplus accumulated out
of the profits of the corporation. It would be the prop-
erty of the company, not subject to any limitations and
control, nor deductible from the original cost of the
properties in computing the net investment. But
again this general view might reasonably and legally
be modified where a company under direct regulation
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has long continued excessive depreciation charges be-
cause of the alleged rapid changes in the business, and
where the commission had kept the charges under
serutiny for years, rccognizing them in rate making
and authorizing them because of the rapid force of
obsolescence asserted by the company.'!

19. OrHER RESERVES IN VALUATION

The view just presented applies also to other special
reserves accumulated by a company. In the second
Consolidated Gas case, there were involved large con-
tingeney reserves which had been accumulated out of
carnings and which partook largely of the nature of
depreciation reserves. The point was advanced by the
Attorney General of the State of New York that this
reserve should be treated as a deduction from the cost
of the properties; that it represented a contribution
by the public through the payment of rates and should
not be deemed as an investment of the companies.
This contention, however, was overruled by the Su-
preme Court, and the contingency reserve was recog-
nized as representing property of the investors on
which a return should be allowed.

In the several cases involving the 80 cent law, the

1% In the Knoxville case, the Supreme Court refers to the duty of a
company with respect to depreciation as follows: “I1f, however, a com-
pany fails to perform this plain duty and to exact sufficient returns to
keep the investment unimpaired, whether this is the result of unwar-
ranted dividends upon over-issues of securities, or of omission to exact
proper prices for the output, the fault is its own. When, therefore,
a public regulation of its prices comes under question the true value of
the property then employed for the purpose of earning a return cannot
be enhanced by a consideration of the errors in management which have
been committed in the past.” 212 U. S. 1, 14. This passage has been
quoted and referred to in subsequent decisions.

The converse proposition that excessive reserves are the property of
the company, follows logically the Knoxville view, and is inferred from
the language in the Galveston and the second Consolidated Gas cases,
where the point was emphasized that past profits belong to the com-
pany and cannot be used to offset current losses or deficiency in return.
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theory of the Attorncy General was that the contin-
gency reserves or excessive carnings accumulated dur-
ing the period of the 80 cent rate, or especially during
active rate making under the Public Service Commis-
sions Law, should be used to offset losses or deficiencies
in return during the ycars of high operating costs.
This view was based particularly on the provision of
the New York Statute that in fixing rates allowance
should be made for “‘a recasonable average return upon
capital actually expended.’”’ It was argued that in this
provision the Legislature expeected that surplus earn-
ings of good years should stand against later deficien-
cies, and thus there should be a continuous accounting
between the publiec and the company. The Court, how-
ever, overruled the contention and did not permit any
carlier excesses to counter balance losses for a period
when the rates were under question.

The same reasoning presumably applies to any sur-
plus accumulated out of ecarnings derived from rates
authorized by public authorities. In the same case, the
Supreme Court indiecated clearly that praectically each
year the company was entitled to all the net earnings
realized under the particular rates in foree. This
would apply not only to the speecial reserves and to
surplus, but probably also to excessive depreciation
reserves accumulated beyond the requirements of
systematic depreciation charges.

The law, however, is not entirely clear, and the
public authoritics are free to follow the rule of reason
with only the general limitation that the investment
must not be confiscated. But, in the face of the wide
variation in practice as to the depreciation charges and
the accumulation of reserves, the best policy in mak-
ing a final valuation would probably be to disregard
all actual showing of reserves, and to determine the
depreciation deduction either on the straight line basis
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or through an adequate inspection of the properties.
The existing condition of the property would control.

20. TFururk DerreciaTiON ProvisioN No ProsBLEM

The difficulties of determining depreciation apply
wholly to the appraisal of existing properties for the
proposed initial valuation. For the future, the pro-
vision for depreciation involves no serious problem.
The annual allowance must, of course, be based upon
an assumption of average life of the different classes
of property. The amounts charged to operating ex-
penses should in any event be adequate, and credited
to the depreciation reserve, while at the same time it
would result in the retention of an equal sum of money
in the business from the current revenue. By this pro-
cedure the investors would not be affected at all. The
amount of the investment would not be diminished or
increased. It would still be the definite sum resulting
frem the appraisal, plus any additional investments
made subsequently.

If the estimates based on the assumed average life
of the properties should result in an inadequate pro-
vision for depreciation, the fact would appear clearly
in the course of very few years. If the economic life
of the properties proved to be shorter than had been
contemplated, this fact would appear clear to the
management long before any serious impairment of
the property had taken place. When the fact of the
inadequacy appeared, a greater allowance could then
be made, and the deficiency supplied in subsequent
years.

Likewise, if the depreciation charges proved to be
oxcessive and greater reservation were made than
nceded, this fact would also appear in the course of
yperation, and adjustments could he made reducing the
subsequent allowance. The maintenance engineers, in
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constant contact with the properties and with periodi-
cal surveys, would discover whether the actual useful-
ness corresponds to the preliminary estimates of
average life.

In case excessive reserves should be accumulated
above the strict requirements, there would be no
ground for special objection on the part of the con-
sumers, because the investors would get no advantage
from the accumulation. The additional reserves would
be invested in improvements and extensions, and would
be preserved for the benefit of the public. While
temporarily such excessive provisions might mean
slightly higher rates than would be strietly required
over a period of years, the consumers would be relieved
from the interest burden which would otherwise be im-
posed through additional investments required for the
improvements.

The problem of reserves for the future is in no case
a serious one. liven excessive accumulations would re-
sult in such a small additional current charge to op-
erating expenses that it would be negligible in the
determination of rates. There is no real danger that a
prolonged unreasonable burden would be imposed upon
the consumers. The purpose would be to make a
proper allowance, with the full understanding that it
is based upon estimates, and that revisions would have
to be made in the estimates from time to time as they
prove to be out of accord with the facts of operation.

Moreover, as depreciation estimates are made not of
the property as a whole, but of its various units, it is
quite likely that the errors in one direction would be
compensated to a large extent by errors in the other
direction. The actual usefulness of some units will
exceed the estimates, and will fall short in others. And
the net margin of error in the total depreciation
charges would probably be small.
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21. DEepreciaTioN VERsUs RENEwAL CHARGES

The opponents of depreciation not only object to a
reduction from cost new of existing properties for the
determination of the rate base, but they claim that for
the current or future determination of operating costs,
charges for depreciation result in the imposition of
unjustified burdens upon the consumers and in the ac-
cumulation of reserves which are never needed for the
purpose of maintaining the properties used in
operation.

The primary problem with which we are now dealing
is that of valuation; to determine once and for all what
is the reasonable rate base as to existing propertics for
future rate making. We are, therefore, concerned
principally with the question of whether or not, in es-
tablishing such a definite rate base, a deduetion should
be made for the impaired or expired usefulness of the
properties. This question should be decided on its own
merits, regardless of what the proper policy should be
with respeet to future charges for depreciation to the
operating costs.

It is, however, important from the standpoint of a
consistent poliey of regulation to inquire whether it is
more desirable to base all future operating charges,
including the cost of property consumed in service,
upon a consistent cost policy, or upon the alternative
proposed by the opponents to depreciation. They
claim that the proper charge is, not current deprecia-
tion based upon life expectaney, but the cost of actual
renewals when property outlives its usefulness and
must be replaced by new units.

The exact procedure by which such replacement
costs would be charged to operating expenses might
vary according to the particular accounting system. It
might be either the cost of the renewals or the cost of
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the property retired. For the most part, however, the
procedure suggested would provide a renewal reserve
to which the annual charges to operating expenses
would be credited on the basis of cost of renewals or
retirements over a period of years, so as to equalize
approximately the charges between individual years.
When actual renewals and retirements take place, the
cost would be charged not directly to operating
expenses but to the reserve.

The proponents of this view draw a sharp distinetion
between such a retirement or rencewal reserve and the
depreciation rescerve of our discussion. The latter
would reach during the life of any company, especially
as a fair average settled condition is reached, 25 to 40
or even 50% of the original cost of the properties
in service. The opponents of depreciation insist that
such large reserves are never needed for the purpose
of actual renewals or retirements, and that their ac-
cumulation merely imposes upon the public an unjusti-
fied burden. Their counter proposal of renewal or
retirement reserve would never result in the accumula-
tion of a large amount. It would probably never ex-
cced 5% of the original cost of the properties
in serviece at any time. Its sole purpose would
be to equalize approximately the actual renewals or
retirements from year to year.

22. Procenpurk 1N Cask or SiNncLE UNIT

Apart from the matter of determining a definite fu-
ture rate basce for existing propertics there is the
question, which of these two policies constitutes the
correct cost determination for future rate making. The
purpose of the accounting system is to record correctly
the cost of service, and in this cost to include a proper
allowance for property which disappears in connection
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with operation. Which is fundamentally correct: To
base the charges upon depreciation as we desecribe it,
or upon the cost of renewals or retirements?

Our view is that the depreciation method furnishes
the correct accounting. Any capital charge for re-
newable property is merely a cost in suspense which is
gradually conveyed to operation with the expired use-
fulness from period to period. For example: The ex-
penditure of $5,000 for a street railway car is charged
to the property account with the clear realization that
the car would be consumed in service, and that say in
twenty years it must be retired and replaced by a new
car. The original cost of $5,000 was incurred for the
benefit of operation during the twenty years, and is
properly chargeable over the period in proportion to
the relative annual use. The charge to capital is thus
a mere accounting convenience: First, to record in-
vestment ; and, second, to furnish the basis for making
the annual charges to the cost of operation.

The opposing view is that the capital cost should not
be apportioned annually on the basis of relative use
during the life-time of the property, but should be
charged in its entirety to the cost of operation at the
time of retirement and replacement. The unsoundness
of this view appears immediately when it is applied to
any individual unit of property. The fact stands out
obviously without possibility of contradiction that, of
course, any unit is consumed during its life-time, and
that its cost should be charged to operation according
to the relative annual use.

23. TuE SaME PrincipLE For Many Units

The opponents to the depreciation system readily
agree that for a single large item of equipment, the de-
preciation principle is correct and the renewal method
wrong. If there were only the one unit, the entire cost
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of replacement at the end of twenty years could not be
charged at once to operating expenses and then paid
by the consumers.

They stress the point, however, that a publie utility
property is not a single unit, but consists of many
varied items which will not need to be renewed at the
same time but will equalize themselves from year to
year, and will cause approximately equal annual
charges for actual replacements. From this view of
the facts, they conclude that the property as a whole is
a continuous thing and is adequately and properly
maintained if the renewals are made as required in the
course of operation and if their cost as incurred is
charged to operating expenses.

Our reply is that if the depreciation system fur-
nishes the correct method of cost allocation for a single
large unit, it cannot be wrong if likewise applied to
hundreds or thousands of individual units of different
kinds of plant and equipment. It applies to a thousand
cars as well as to one. If systematically followed, it
comprehends every unit of the vast variety of property
and apportions as to cach separately the original in-
stallation cost of operating expenses during its life,
with provision for renewal at the time of retirement.

If this principle is properly carried out, is not the
cost of service correctly computed, and is not the re-
newal of the property systematically safeguarded?
Where does the principle go wrong in passing from the
consideration of a single unit to the multitudinous
units of a large and varied property?

The renewal method is obviously wrong when ap-
plied to any single item of plant and equipment. It is
equally wrong when applied to numerous units of va-
rious classes of plant and equipment. For every one
it defers the full charge to the time of renewal instead
of apportioning the cost equally over the entire serv-
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ice. It disregards the fundamental fact that cach piece
of property is consumed in operation and that its cost
therefore falls equally over its entire period of
operation.

24. Tae Prorerty As A WHIOLE

The proponents of the renewal idea rather ethereal-
ize the conception of ‘“the property’’ as a whole. They
look at it as an entity in itself, over and above the con-
stituent parts, just as man is more than arms, legs,
body, head, ete. But following such an exalted view,
we must realize that also ‘‘man’’ must be renewed as
he lives, taking food, water, air, ete., regularly or al-
most constantly, with no regard to the speccific loss of
a leg or arm, or even the breakdown of tissues or cells.
The constant intake of body making materials is ex-
actly equivalent to full maintenance, including depre-
ciation charges, and if it is not sufficient to make up the
full depreciation there is bodily deterioration although
the ‘‘man’’ as such may continue to exist.

A similar attitude is noted in those who attempt to
draw upon the more general economic conception of
“capital’’ as a ““fund.”” The view is that in a large
and varied property, the individual units wear out or
become unsuited to operation, and are replaced, but the
fund itself is maintained by constant renewals. There
is no special objection to such a fund theory except
that it also is somewhat metaphysical. Of course, capi-
tal is a fund which is preserved through renewals, but
the preservation is consistent and complete through
the systematic depreciation allowanece and not through
the renewal policy. By the one, the fund is automati-
cally renewed as drawn upon through operation, while
by the other renewal is postponed to the time of com-
plete depletion of the various constituent units so that
the level of the fund is reduced. The question is: How
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is the fund kept up to its original level, by deprecia-
tion charges which constantly meet the depletion as in-
curred, or by the renewal method which defers the
restoration till the complete disappearance from serv-
ice of the several parts? Likewise, from the standpoint
of valuation we may ask: How is the fund to be mea-
sured, as if all the units werc up to date in their serv-
ice requirements, or according to their actual state of
wear and serviceability ¢

But such transcendental coneepts applied to utility
properties are hardly justified. We are dealing with
plain material things, definite costs, and conerete op-
crations. The property as a whole is only a group of
constituent units and the costs are determined accord-
ingly. Fach additional unit requires and adds its own
capital outlay, and, except in case of land, each depre-
ciates individually in the course of operation, and it
is this fact that is provided for systematically through
the depreciation charges. As depreciation takes place
it constitutes immediately and directly a cost of opera-
tion and forms a part of the cost of service. If there
arc a thousand units, the force works separately on
cach unit, and every one contributes its individual part
to the current depreciation chargeable to operation.

There is no doubt that the larger the corporation and
the more varied the different classes of plant and
cquipment, the more nearly there is an equalization of
annual replacements. But under such conditions the
charges to operation under the retirement or renewal
system will not differ materially from those under the
depreciation system. The fundamentals, however,
must not be disregarded that in reality it is the depre-
ciation that takes place, and that the approximation of
the renewal or retirement charges to depreciation is
due merely to the condition of large properties with a
wide variety of plant and equipment.
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25. NEw AND (ROWING OR SETTLED PROPERTIES

Moreover, even in the case of large and varied prop-
erties, substantial equalization between depreciation
and renewals takes place only if a settled condition ob-
tains, where the propertics have practically reached
their maximum size and the annual retirements have
approached a fairly constant level from year to year.
Such a point is rarely, if ever, reached by a utility.
It does not appear in case of newer properties, or,
which is most prevalent, in the case of utilities with
growing propertics, where a general average age has
not been obtained and annual renewals are still on the
increase. In the latter cases, the retirement charges
are less than capital depreciation, and the costs charge-
able to operation on the renewal basis are correspond-
ingly low. With new properties the retirements are
few during the earlier years, and on the renewal basis
the charges to the cost of operation would be negligi-
ble. Likewise the renewals on the recent additions to
growing properties would be few. But on the depreci-
ation basis, the full annual proportionatc costs are
included in operation, notwithstanding the fact that
actual renewals are long deferred to the future. We
believe, as a sheer matter of proper cost determination,
this is the eorrect principle. The property is consumed
in operation during the earlier years in spite of the
fact that rencwals are far deferred, and the appropri-
ate costs should be included in operation accordingly.
It is also a proper financial policy that the earlier con-
sumers should contribute through the rates for the
accumulation of reserves to correspond with the actual
consumption of the property, although the final retire-
ments and renewals will not take place until a later
time.

The distinction between newer or growing properties
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and those which have reached a fairly average settled
condition, must be kept clearly in mind in discussing
the validity of the two alternative procedures. Un-
doubtedly with the newer or growing properties the
depreciation charges are higher than the renewals and
the costs paid through rates charged for services would
be greater. But this merely accords with the fact that
the costs have actually entered into the service and
should be paid through rates. There is no reason why
the earlier consumers should pay relatively less than
later ones when they actually have made use of the
property. Morcover, so far as consumers as a whole
are concerned, they provide for the accumulation of
reserves during the earlier ycars to be invested in
further additions and improvements upon which no re-
turn will be required, while otherwise such construec-
tion would require new financing with additional pay-
ment of interest or other return. Even if the reserves
are invested in special funds, the earnings of the funds
go to the benefit of the consumers. In any cvent, there-
fore, if the earlier consumers pay the full cost of the
service they will prevent the placing of undue costs
upon later consumers who get the bencfit of the
reserves and who would otherwise pay higher rates.!?

1 The purpose of depreciation charges is the proper distribution of
original capital costs to operating account, and the result should be
equalization of net annual cost of unit output so far as the depreciation
charges are concerned. But such complete equalization would not be
obtained by strict application of the straight line method; it would
produce somewhat higher net unit cost of output during the earlier
years of the plant and equipment and a lower cost during later years
when average conditions and fair stability of renewals have been reached.
This is due to the effect of the depreciation funds, whether invested in
outside securities or in properties used in the business. Full equaliza-
tion, however, would be produced by the ‘“sinking fund” method as
explained in note 2 section 2 of this chapter. But, in any event,
striving for exact theoretical adjustment is not worth while because of
the wide margins of uncertainties in any of the estimates. Conse-
quently the simple “straight line’” method is probably the most satis-

factory, with periodical revision of charges as the previous estimates
prove to be out of line with the reasonable requirements of the business.
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26. ILLUSTRATION OF SETTLED PROPERTIES

Referring again to the older properties, wherever an
average settled condition has been nearly reached, we
may illustrate the fact that the depreciation policy
would result in the same annual charges as the renewal
policy, provided that either is consistently followed.
Assume a large street railway company with 1,000 cars
used in operation, each car costing $5,000. The total
original cost of the 1,000 cars would thus be $5,000,000.
Assume an average life of twenty years. Under the
depreciation policy, the annual charge for depreciation
would be 5% of the total original cost of $5,000,000,
or $250,000 a year. But under the rencwal policy
there would be an average annual renewal of 50 cars
at $5,000 a car, or a renewal charge of $250,000 a year.
In this case, manifestly, it makes no difference whether
we make a charge for depreciation as such or for
renewals and retirements.

These figures illustrate the general principle that
wherever there is a large property where averages may
be safely employed, and where a settled condition has
been reached, the renewal policy, consistently followed,
results in the same charges as the depreciation policy.
This fact has been overlooked by the opponents of de-
preciation and their expressed solicitude for the con-
sumers is unfounded. Where, however, newer or
growing properties are involved, the facts should be
faced squarely that the depreciation charges are higher
than renewals and should be included in the cost
determination used for rate making.

27. Is A Reserve NEEDED?

The opponents to depreciation never tire of pointing
out that the reserve accumulated during earlier years,
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may reach 30% or 40% of the total original cost of the
properties, and will remain so without subsequent
diminution; consequently, is not nceded or used. The
statement as to size of reserve is correct, but the con-
clusion as to need and use is wrong. The funds re-
tained in the business through the depreciation
charges, as previously set forth, constitute the real
renewals of property consumed in operation, and are
needed constantly for that purpose. They are either
cxpended for new property or are otherwise employed
for the financial benefit of the business. There is no
question of their being used and needed. But, as
to the large reserve, its sole use is to indicate statisti-
cally how much of the original cost of the properties in
serviee at a particular time has alrcady been charged
off to past operation. It has no other use; that is its
exclusive function. It is augmented by the sums
charged to operating expenses and is diminished by the
original cost of property retired; and at all times its
balance shows the amount of depreciation alrecady ac-
crued and charged to past operation on property then
in service. What more use does anyone wish, when the
funds themselves are doing their full duties in
protecting the financial stability of the business?

And here is exactly the difficulty. The erities do not
understand what is really involved finaneially; they
confuse the funds which are continually working with
the reserve which is a statistical and cost measurement.
A 40% reserve merely records that 40% of the existing
property costs represents accrued depreciation that
has been included in past operating expenses. If the
fact is accurately reported, that is all there is to it, and
there is no further use for the figure.

Let us reiterate the controlling fact that the direct
depreciation funds locked within the business through
the charges to operating expenses, are indeed needed
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and used. Their immediate function is to replace the
property consumed in operation as indicated by the
charges to expenses. Their purpose is to maintain the
integrity of the investment; to replace immediately all
capital impairments due to the force of operation. How
specifically they are to be employed for the benefit of
the business depends upon the particular circumstances
of a company.

In the case of growing or developing properties, the
most important use of the depreciation funds is the
acquisition of new plant and equipment, for which
otherwise bonds or other securitics would have to be
issued, with additional fixed interest or other obliga-
tion for return. In the case of non-expanding prop-
erties, the depreciation funds are invested in income
bearing securities and thus relieve the consumers
to that extent from paying a rcturn through rates;
or they are used for the purchase of the compa-
nies’ own obligations and thus reduce the direct burden
of return upon the consumers; in either case they serve
to equalize the cost of service paid by the public dur-
ing the carlier and later years of operation before and
after settled conditions have been reached. They serve,
therefore, not only to maintain fully the investment
and safeguard financial stability, but also to equalize
the cost of service and rates paid by succeeding genera-
tions of consumers, covering the period of development
before settled conditions obtain.

The fact must not be overlooked that the reserve
reaches 30% or 40% during the period of expansion,
and consequently already exists under the depreciation
policy when settled conditions are reached and strict
annual rencwals become equal to the depreciation
charges. The funds, therefore, have already been ex-
pended on properties and do not remain as unused cash
or are separately invested. They have fully served
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their public purpose; have been needed and used for
the benefit of the properties and the consumers. They
have, in short, kept the interest or burden of return
30% or 40% lower than would otherwise be the case,
assuming the same properties and scope of operation.
The funds are thus fully employed, and the reserve
stands as a clear record of the fact that the investment
provided by the security holders has been definitely
maintained and that the present consumers are not
asked to bear costs which properly belong to prior
operations.

28. DepreciaTioN ProvipEs COMPARABILITY

But even where settled conditions in a large prop-
erty have been reached, we believe that the deprecia-
tion policy as such is better for the purpose of
regulation. If regulation is to be effective, a uniform
policy ought to be used throughout in order to simplify
the process, and to make comparisons between differ-
ent properties more feasible. There are several factors
which should be briefly considered.

The first and controlling point is that regulation is
concerned not only with large, varied, and compara-
tively settled properties where there may be a fair
equalization of annual replacements, but it has to do
with all kinds of properties, in the great majority of
which there is no such equalization. Nevertheless,
cven with the former properties there is substantial
variation in renewals from year to year, a fact which
is recognized by the proposal of a renewal reserve to
provide for annual fluctuations. But outside of these
properties, there is great variation from year to year
and company to company. There are large and small
properties; growing and settled ; great variety of units
and few large units; and all sorts of combinations.
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Consequently the only way by which uniformity may be
obtained between all kinds of properties is to apply
consistently the depreciation method. The results of
operation should be available to the public authorities
for comparison between companies, and actual cost has
to be used for this purpose. If the renewal policy is
cmployed, there would be great variation in costs
shown by the individual companies for lack of consist-
ency in practice, and comparison would be vitiated.
But if the depreciation policy is followed regularly,
the charges for ultimate renewals are included on a
uniform basis by all the companies without regard to
the fact whether renewals are actually made or not.
The same basis of cost is consistently included through-
out, so that comparisons can be validly made between
the various companies.

It must not be overlooked that the actual making of
renewals and retiring of properties is largely a matter
of operating policy. This is not determined solely by
the fundamental fact whether the usefulness of a cer-
tain unit has expired, but also by the financial or other
factors governing the operating practice. The variety
of treatment would be reflected in the operating costs
under the renewal policy, but eliminated under the de-
preciation system. As depreciation charges are made,
the costs are included in operation, and then the man-
agement is free to make renewals according to its par-
ticular purposes. The depreciation charges, therefore,
would be consistent throughout among all the compa-
nies, whereas the renewal policy might vary greatly
from one corporation to another.

29. REPLACEMENTS INDISTINGUISHABLE FROM ADDITIONS

Another fundamental point is that in practice it is
often difficult to determine whether in a particular in-
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stance an expenditure made for property represents
technically a renewal or an addition or improvement.
If the depreciation policy is consistently pursued the
distinetion is not material, becausc all costs for prop-
erty would be charged to the property account whether
the items are technically renewals or improvements
and the reserve would be deducted from the total cost
of all the properties, whether technically renewals or
original additions. But if the renewal policy obtains,
the technical distinetion would have to be adhered to
throughout, and would often require arbitrary
determination.

To illustrate the difficulty of distinguishing between
additions to property and renewals, let us consider in
the case of a large railroad the purchase of cars. At
what point is a purchase of particular cars to be
deemed as renewals or additions? As the old cars are
gradually shifted to lesser service new cars are needed.
They are purchased without thought of whether they
are technically additions or renewals. Similarly, the
old cars are gradually relegated to less and less im-
portant service and finally are used for only minor
purposes. At what point are the old cars definitely to
be treated as retired and the new cars substituted?
Clearly the two acts have no relation to each other.
New cars are purchased as needed, and old cars are re-
tired when they cannot serve any further conceivable
use. A distinction between additions and renewals
would be purely technical and arbitrary.

This illustration is typical of practically all classes
of utility property. The changes are so great and vari-
ous that the demarcation between additions and re-
newals cannot be satisfactorily maintained. Under the
depreciation policy, as stated, when new property is
installed it is immaterial whether it is recognized as
an addition or replacement. In any case the new ex-
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penditures are gradually charged off as depreciation,
and ultimately all original costs of renewable property
are conveyed to operation without regard to the fact
whether actual rencwals or retirements have taken
place. When the useful life of the property has ex-
pired on the basis of sound estimates made by the man-
agement, the original cost will have been transferred
to operation without regard to the fact whether the
plant or equipment still physically exists. When a unit
is actually retired, it is taken out of the property ac-
count and charged to the reserve. As to investments
shown by the accounts, however, it is immaterial
whether an item remains charged to the property ac-
count after its economic life has expired, for the cost
in any event has been properly conveyed to the operat-
ing expenses as the uscfulness of the property has
disappeared, and is counterbalanced in full by the
depreciation reserve.

30. DeprrciaTioN METHOD ASSURES FINANCIAL
STABILITY

Perhaps the most important point in favor of the
depreciation policy as against the renewal or retire-
ment policy is the financial stability it assures to the
utility. Aside from initial overcapitalization, the
failure to provide properly for depreciation was
the major cause of the recurrent financial collapse, the
numerous receiverships and periodic reorganizations
with consequent huge losses to investors and
demoralization of service in the railroads and other
utilities.

But if in the earlier years of their development the
lack of provision for all forms of depreciation, espe-
cially obsolescence, was in part due to inexperience,
there is no more excuse for such a lax policy now. We
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have seen again and again for the last fifty years how
all processes of industry, including the utilities, have
undergone one change after another. The railroads
had to be practically rebuilt from the bottom up; elec-
tric facilities have undergone tremendous changes;
street railways have had to acquire radically different
means of operation. These changes are taking place
right now, and every competent and conscientious
engineer readily recognizes and admits the importance
of depreciation in the operation of any property.

There can be at this date no more doubt about the
desirability and necessity of adhering consistently to
a depreciation policy. It is economically the correct
cost system. It establishes unformity and thereby
makes it possible to compare different properties, re-
quires no arbitrary determination of replacements and
additions, and, above all, contributes to financial sta-
bility. This method would include all actual economic
costs in operating expenses to be paid through the
rates charged for service. The properties would be
adequately maintained whether actual renewals are
made or not. The commissions would have a more
valid basis of cost comparisons between individual cor-
porations. While either system may be used for some
properties in the future, when once the uncertainty of
the present rate base has been eliminated, the depreci-
ation system would be far the more satisfactory for all
purposes of regulation.

31. OrroNENTS CONCERNED WITH VALUATION

The objectors to depreciation, however, are prima-
rily concerned, we may assume, not so much with the
future policy of making proper charges in the cost of
service for expired property, as with the matter of
valuation. In the determination of the rate base, they
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are interested materially as to whether or not past de-
preciation shall be deducted from the cost new of the
properties. This makes a great difference in the total
amount upon which a return would be allowed. If this
point were once finally determined beyond the possibil-
ity of revival, the companies would probably not mani-
fest much concern whether the charges to operation
are to be based consistently upon depreciation or upon
renewals or retirements. They would not be financially
benefited or injured by the one method or the other,
and would get the same fixed return in either case.
The main reason for the strong opposition to future
charges for depreciation is probably the more or less
conscious desire of supporting more forcefully the
position that depreciation should not be deducted from
the cost new of existing properties in determining the
rate base. If the utilitics agreed to the view that the
charges to operating expenses should be based on de-
preciation and a corresponding reserve should be ac-
cumulated, they would manifestly appear inconsistent
if at the same time they argued that past depreciation
should not be deducted from the cost new of the prop-
erty in fixing the rate base. KEven a court inexperi-
enced with financial matters, especially technical
accounting procedure, would see the obvious incon-
sistency of requiring, on the one hand, the consumers
to pay for depreciation and the accumulation of a re-
serve, and at the same time allowing a return on the
full cost new of the properties regardless of deprecia-
tion, and of the funds contributed by the consumers
and invested in or for the benefit of the properties.
With the realization of this inconsistency, the
companies seem to be cager to eliminate from all ac-
counting records and from all rate making policy every
direct consideration of or reference to depreciation.
Consequently they present the view of charging to op-
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erating expenses the cost of property at the time of
renewal or retirement. If this view were accepted, it
would appear to square with the argument on the val-
uation side against the deduction for depreciation ; that
the full original cost of all property used in service
should be included in the rate base. There is no pur-
pose here to charge deliberate deception, but only to
point out the important financial interest that weighs
in favor of the renewal policy. The fact is that praec-
tically all outstanding management or valuation en-
gineers, or accountants and economists, competent in
such matters, and not under the financial influence of
the companies, subscribe to the depreciation point of
view.

32. ConcLusioNn

Our belief is, however, that in resolving the present
uncertainties as to investment in existing properties,
the facts themselves should be considered without spe-
cial reference to future operating methods. We have
to do with present plant and equipment, and the ques-
tion is, upon what amount are the investors entitled to
a return? How can we treat consistently and fairly all
classes of properties under various physical condi-
tions, with all sorts of past operating policies? The
rcasonable course is to inventory the present proper-
ties in service, fairly compute their original cost and
then deduct such part of the cost as applies properly
to past operation and fix for a permanent future rate
base the part that applies to future operation. This
means original cost less depreciation as the rate base.
It would place all properties in the same relative posi-
tion, eliminating all past wear and obsolescence, pre-
senting the results throughout on a direct comparable
basis with new property.

If this method is reasonably followed without too
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rigid adherence to technical considerations, it presents
the fairest and most sensible method for the purpose of
establishing a definite rate base for existing properties
and placing regulation upon a workable basis for the
future.
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1. CHARACTER OF SPECIAL ITEMS

In the preceding two chapters we have discussed
more particularly the valuation of physical properties
which are tangible in character and must be period-
ically renewed. We have been coneerned (1) with the
direct cost of labor and materials which enter into the
construction or installation of plant and equipment
used in the public serviee; and (2) with the deduction
for expired usefulness of these properties.

Besides these factors, however, it is necessary to
give special consideration to various intangible or
overhead construction costs, and to items which are
not directly identified with plant and equipment. These
latter include land, working capital, and going value.
The intangible construction costs include organization
expenses, engineering and superintendence, omissions
and contingencies, taxes during construction, and cost
of financing.

197
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2. SEepPARATE VarLuatioN PriNcIipLE FOR LAND
UNJUSTIFIED

The valuation of land requires special consideration
because it has come to be regarded by many rate
making bodies as differing in character from plant and
equipment, and deserving independent treatment in the
valuation.

Our view is that land does not differ essentially from
other physical property, and should not be treated dif-
ferently in valuations. There is only one distinction:
Land does not depreciate in use. It represents a per-
manent investment, not subject to periodical renewal.
But even land may be subject to depreciation, although
this is not usually the case. Where, however, land was
purchased for operating purposes and in the course of
time became unsuitable for operation, then if it can not
be turned to other uses without loss on the original
cost, the amount of the loss is depreciation in the
nature of obsolescence. But a similar profit should be
included among earnings. In the appraisal of land, as
in that of any other physical properties, the basis
should be the fair original cost actually paid for it.
Where the cost is not known, it should be estimated
like that of any other physical properties.

In rate making practice, however, there has come to
be a tacit assumption that land must be treated differ-
ently in the valuation. Even commissions which have
adhered more or less consistently to original cost less
depreciation as the proper rate base for plant and
equipment have appraised land for the most part on
another basis, recognizing the so-called present values
as indicated by adjacent land at the time of the
valuation.

The idea back of this distinction rests perhaps upon
a confusion of what is really involved. As utility land
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is found side by side with land employed for other pur-
poses, the first impulse is, naturally, to take the market
value of the other land, which is more or less clearly
ascertainable, as the criterion for the utility land lim-
ited to utility purposes. But any other physical prop-
erty of a utility may be similarly compared with
outside properties used for other purposes. The
market value of any outside properties can be used as
a measure to determine the valuation of similar utility
units. But if this course were adopted for all classes
of property, it would result in the recognition of re-
production cost as the basis of rate making, with the
objections which have been already considered.

3. Laxp Sussect To SAME LiMITATION

The basic approach to the proposed valuation is
from the limitation imposed by the underlying publie
interest. All investments in whatever properties are
subject to this limitation. Land purchased for use in
operation is under the same restriction. It is vested
with the public interest exactly as are buildings and
the various classes of equipment.

No principle was ever enunciated excluding land
from the scope of the public interest and from the limi-
tations upon other physical properties of a utility.
When land is acquired for railroad or other utility pur-
poses, it is immediately restricted in use to the partiec-
ular public service. Whatever the values which may
develop in adjacent lands, these depend on the possi-
bility of various other uses, mercantile, manufacturing,
residential or what not. But utility lands are limited
to the special enterprise, and are not available for the
uses which are the cause of the values developed in the
adjacent properties. Consequently, whatever the in-
crease in the valpe of other land, this is due to the pos



200 REGULATION OF PUBLIC UTILITIES

sibility of especially profitable uses which are not open
to the utility lands.

This point is fundamental but is usually overlooked.
Its application may be studied particularly in case of
railroad right of way and terminal propertics. To a
large extent right of ways were acquired by the rail-
roads either as free grants or at very low cost at the
time of construction. It is true that a new railroad
produces immediate increases in nearby land values;
better markets beecome available for agricultural lands;
new towns spring up for business and residence; new
factory sites develop; new uses and greater values
But this does not ereate any new opportunities for the
railroad land itself. When acquired it was consigned
once and for all to railroad operation, with the recog-
nized limitation upon earnings. Tt was taken perma-
nently from the market for any other purpose. It was
no longer available as farm land, factory sites or for
residential developments. Tts investment was made
upon the expectation of a reasonable return as railroad
property. It was dedicated to the public service, and
limited like any other railroad property in the returns
that might be obtained.

The same reasoning applies to terminals in the cities.
The land was obtained mostly before the large muni-
cipal developments had taken place. Because of the
very location of the terminal, however, new outside im-
provements appeared and values near the terminal
increased. But this advance was due to the possible
new uses and the econsequent larger profits that could
be derived from those properties. The railroad land,
however, is not available for other things and there-
fore is limited to the reasonable returns upon the
investment.

The proper view of utility land or other physical
property is that it was acquired in connection with a
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large cooperative undertaking. The investment was
made for a public purpose and was expected to make
other properties and business more useful and there-
fore more profitable. The development of any utility
causes the emergence of new values because of the new
uses and profits made available. But the utility itself
is merely a public convenience undertaken at joint ex-
pense through which the other developments are ob-
tained. And these developments would be greatly
impeded if the utility valuations were to be increased
in proportion to the new uses outside. If a return were
allowed on valuations based upon outside develop-
ments, the burden upon other properties and industry
would often be so grecat as to cause a collapse or
prevent further development.

4. ActuaL INVESTMENT ProOPER Basis

Tt is true that the original cost of utility land is often
strikingly at variance with present prices of adjacent
or similarly located land available for other purposes.
This divergenee is much greater than in the original
cost of structures and equipment as compared with the
present reproduction cost. Moreover, land grants by
governmental bodies, free of cost to the utilities, have
not been uncommon, while money gifts expended in
other physical properties have been much less frequent.
Finally the practice of the commissions and the views
of the courts have inclined toward the recognition of
the present range of prices of land as if available for
other purposes.

All these conditions make the strict application of
the original cost principle to land somewhat difficult.
If a particular parcel of utility land purchased in 1890
for $1,000 would now cost $25,000 (i. e., if it were free
from its public use) the divergence is so great that it
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is difficult to limit the valuation to the original cost.
And yet, since the land has been limited throughout to
utility purposes, is it just to increase the charge upon
the public twenty-five fold merely because of the great
advance in other land values? Suppose a terminal site
was granted free to a railroad, so as to obtain for a
municipality the advantages which go with an impor-
tant railroad location. Assume that now the land occu-
pied would be worth a million dollars if available for
other purposes. To allow nothing in the valuation for
the land scems perhaps unreasonable, and yet why re-
quire the public to pay a return on a million dollars for
property which was given by the public for the railroad
purposes? Should the public pay a huge return on its
own contributions for utility developments?

In the case of railroads particularly the strict adher-
ence to original cost of land, with the elimination of
public grants, would mean a very much lower burden
upon the public than valuation at present prices of ad-
jacent or similarly located land available for other pur-
poses. The problem is difficult and important, and
should be solved by a final determination. While, per-
haps, there is a legal inclination to present range of
prices, the rights of the companies have never been
definitely determined. A reasonable investment policy,
which would recognize the change in price level appli-
cable to stockholders’ investments, would probably be
upheld by the Supreme Court. Certainly if such an
adjustment were made, there is no reason why in addi-
tion great increases in land values should be allowed
beyond the investment. Why should the public pay a
return where there was no sacrifice, and where the
propertics were never available to the other uses upon
which the present values of other land are based, and
where the propertics always were limited to a fair
return?
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The sensible view is to appraise all utility land on
exactly the same basis as other property—actual in-
vestment. If we are to accept actual investment for
other physical properties, there is no compelling rea-
son for departing from the principle in the case of
land. Aud the rcasonableness of holding to actual in-
vestment becomes all the more clear if we allow an ad-
justment on stockholders’ investment for the change in
price level.

But the decision rests with the legislatures and the
commissions, subject, of course, to judicial approval.
What we urge is to make a final valuation of all exist-
ing land, as well as other properties, and fix the amount
entitled to a return permanently for the future, with-
out further fluctuations. Then, after the rate base has
been fixed, all additional land would be added at actual
cost and limited to that amount. In the case of sale of
utility land in the future, any losses below the initial
valuation or actual cost, should be absorbed through
the cost of service, and any profits should be deducted
from the cost of service; or both losses and profits
might be absorbed through a special reserve employed
for the equalization of return to the investors. In any
event, land should be treated throughout as other prop-
erty not subjeet, in the future, to any special loss or
profit, but entitled to a return on the amount included
in the rate base.

5. AppraisaL. oF CURRENT ASSETS

Another special item is that of ‘‘working capital.”
This has been subject to a great deal of misunderstand-
ing but in reality is quite simple. The only reason for
giving it special consideration lies in the method of
making an appraisal. The usual practice is to inclnde
in the primary appraisal only the so-called fixed capi-
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tal, which consists of plant and equipment with a serv-
ice life of more than a ycar. The direct appraisal
consequently covers land, structures, buildings, equip-
ment, machinery and tools, and would be based upon
original cost less depreciation.

Besides such fixed capital, however, there is also the
working capital consisting of materials and supplies,
cash, accounts receivable, and other current assets that
are reasonably neccessary to the operation of the busi-
ness. These items are appraised under the term
“‘working capital.”” This sum is added to the fixed
capital, and the total becomes the rate base on which a
fair return should be allowed.

The principle of valuing such current assets does not
differ from the general principle of valuation. The
assets should be appraised at their actual cost. For
cash and materials and supplies the amount can be
taken directly from the records, while with the ac-
counts receivable it is only necessary to eliminate the
had accounts which are not collectible. Mostly the
problem of depreciation is not encountered.

A special problem, however, arises in the case of
current assets which do not appear as yet on the rec-
ords at the time of the appraisal, but which represent,
nevertheless, investment for the benefit of the business.
Such items are illustrated in the case of gas companies
by the gas stored in the holders before delivery to the
consumers. This gas represents the cost of labor and
materials employed in its manufacture. While the
charges appear in prior operating expenses, the ap-
pearance of the corresponding asscts in the accounts is
delayed until the gas has been delivered to the con-
sumers and the accounts receivable are taken upon the
balance sheet. The amount is therefore subject to ap-
praisal. It should, however, be included just as any
other outlay of capital for the public benefit.
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In the same class with gas in the holders are all sales
of gas or electricity or any service which has been
taken by the consumer but for which bills have not yet
been sent out and for which, therefore, nothing appears
in the accounts. From the time of manufacture and the
charge of the cost of labor and materials to operating
expenses, there is nothing to show in the accounts for
the cost on the asset side until the amounts are billed
when they arc entered as accounts receivable. Conse-
quently all the intermediate items, including unbilled
service, should be determined by separate appraisal.

6. NET CurreNT AsseETs KQuarL WorkinGg CapiTaL

The first problem, then, is to find the cost of all the
current assets reasonably necessary and held for the
conduct of the business. Then there is the question of
whether or not any considerable amount of such work-
ing capital has been contributed by current creditors
who do not receive interest or any other return upon
the amount of their contribution to the assets.

For the most part the investment in public utility
properties either imposes a direct interest charge or
requires the payment of a fair return. In the case of
most current creditors, however, the situation is differ-
ent. While they contribute funds to the business they
do not impose any interest burden and do not get a
return on their investment. Consequently, the proper
procedure in determining the total amount of the
investment entitled to a return is first to find the val-
uation for all properties and assets, and then to deduet
the amount contributed by creditors who do not obtain
any return.

Such current liabilities consist usually of unpaid
taxes, unpaid wages and salaries, and unpaid accounts
for materials and supplies. In general they include
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all non-interest bearing obligations that have been
incurred in connection with operation and have resulted
either in like charges to operating expenses or in the
direct transfer to the company of asset items corre-
sponding to the amount of the liability.” Since, how-
ever, the assets obtained from these sources are in-
cluded in the appraisal, the liabilities should be
deducted from the gross amount to determine the sum
on which a return should be allowed. The reason for
the deduction, therefore, is to eliminate from the rate
base any capital sum on which actually no return is
received by the contributors.

The computation of working capital consists there
fore in determining the original cost of all the current
assets reasonably employed in the public scrvice less
the amount of the current liabilities. The balance is
the net working capital which should be added to the
net appraisal of the fixed capital. The total is the
amount of the valuation or rate base.

There has been considerable confusion in the com-
putation of working capital. A clear-cut statement of
principle has seldom been made which would show the
relation of working capital to other assets. The prac-
tice has frequently been to include the current assets
without deduction for non-interest bearing current
liabilities ; but this would allow a return on a capital
sum on which actually the company incurs no liability
for return. Consequently a cost element is allowed
where there is no cost to the company.

In some instances little or no regard has been given
to the actual working capital employed in the business.
In such cases a computation is made of the estimated
amount of working capital which the corporation ought
to have, and then the amount is added to the fixed
capital. Frequently the basis for such an estimate is
a sum equal to two or three months’ operating ex-
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penses. While such estimates in particular cases may
be fairly reasonable, as a general proposition, how-
ever, they are not in accord with actual facts. The
question is not what capital a corporation ought to
have, but what it actually does have. It is the capital
really employed in the public service that should be
the basis of the return. This can be determined for
working capital cxactly as for fixed capital by a survey
of the properties, with the deduction of the amount
contributed by non-interest receiving creditors.?

7. Goop Wi, Nor EremeENT oF VALUE

The third special item of valuation that requires
separate consideration, is that of ‘‘going value,”’
which has been involved in a great deal of confusion
and misunderstanding. The term cannot be satisfac-
torily defined because of its undetermined status. Its
probable scope can be best indicated by showing what
it does not include.

The first thing that can not be included in going
value is ‘‘good will.”” The two idcas are easily mixed
and in ordinary discussion are recadily merged into
cach other. While there may be difficulty in their
practical segregation, the concepts are distinct.

Good will represents the value of a business in
excess of the monctary investment, due to the profit-
ableness of the enterprise. It represents the fair mar-
ket or selling value of the business as a whole, due to
the existing customers, the various commercial con-
nections, superior management, advantage of location,
ete., which together have produced a capital value in

1 “Working capital” as here defined corresponds to the term as used
by accountants. It consists of current assets less current liabilities.
But the same total valuation would be obtained, if first all the assets,
fixed as well as current, were added together, and then the current lia-
bilities were deducted. The procedure is one of convenience and not

principle.
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excess of the investment. To illustrate, assume an
ordinary unregulated business with an investment of
$100,000 and a return of 8% to support the investment.
Then, assume that {he business develops and the carn-
ing power is finally established at 16% upon actual
investment. Of this total return, 8% is required under
our assumption to support the investment, and the
extra 8% becomes the basis of an additional capital
value in the business. This eapitalized income consti-
tutes an additional value of $100,000 above the $100,-
000 invested, and represents good will,

This illustration sets forth clearly the idea of good
will as capitalized earning power in excess of the
required return on the investment in the business. It
is due to earning power and follows the rates or prices
charged for the service or product. With this idea
clearly in mind, we see immediately that the good will
element must be eliminated from public utility valua-
tion for rate making. Such a value is dependent upon
the rates to be charged, and consequently if we were
to determine, to start with, the value of the earning
power on existing rates, it would be impossible ever
to obtain a reduction in rates. The investors are
entitled to a fair return on their sacrifice and not on
any good will that may have been established by rates
that bring more than a fair return. This view has
been definitely recognized by the Supreme Court.?

8. Past Dericiency LecaLry INADMISSIBLE

Another view of going value which must be dis-
carded, is that of past losses or deficiencics in return,
This has been extensively discussed and has had the
support in the rate practice and legal decisions of sev-

3 Wilcox v. Con. Gas Co., 212 U. 8. 19; Cedar Rapids Gas v. Cedar
Rapids, 223 U. 8. 655; and others.
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eral states. In the State of New York, for example,
the Court of Appeals, the highest court of the state,
ruled ® that a company is entitled to a fair return not
only on the physical properties employed in the service,
but also upon the going value, which was specifically
defined as consisting of past losses and deficiencies in
return on actual investment. The idea was clearly set
forth in the opinion and it was definitely recognized
that if a property has not brought sufficient returns in
the past, the accumulated amount is to be added to the
physical appraisal for rate making purposes. This
view has been more or less clearly followed in rate
practice in the State of New York since the 1914 de-
cision. The same idea has prevailed in Wisconsin, and
has received favorable recognition in other states dur-
ing the past ten years.

In spite of its definite recognition in the decision of
the highest court of the State of New York and by
regulatory bodies in other states, going value as past
losses and deficiencies in return, has been definitely
rejected by the Supreme Court of the United States
in the Galveston case. This refusal to permit the
inclusion of past losses or deficiencies in return, was
subsequently further emphasized in the Atlanta Gas
case, decided June 11, 1923.*

9. Awvso ImprAcCTICAL

From a practical point of view apart from the striet
legal decisions, the deficiency idea will not work. It
is true that from a liberal standpoint of justice, a com-
pany which has not had an opportunity to earn a fair

* Kings County Lighting Co. v. Willcox, 210 N. Y. 479, March 24,
1914,

*The New York ruling was clearly enunciated by the Court of Appeals
and presumably controls under the New York Constitution. It is diffi-
cult, however, to see how it can be maintained in practice against the

Supreme Court decision.
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return in the past should not be prevented from mak-
ing up the deficiencies in the future. If we are to
assume a property carefully conducted without mis-
management, which has been unable to earn a fair
return during the development period, then on grounds
of broad justice it does seem that it should be per-
mitted to make up later the past losses or deficiencies.
But the difficulty lies in the practical application of
this otherwise reasonable view.

In the first place, how are we to determine in any
given case the fundamental causes of the deficiencies?
Were they due to mismanagement, financial manipula-
tion or bad business judgment? Tn most instances it
would be very difficult to segregate fault or misman-
agement from causes which would justify the allow-
ance of the deficiencies. The separation would have
to be made usually on an arbitrary basis, unless all
past losses and deficiencies were recognized.

Then the question also arises as to just what items
should be allowed. If we are not to penalize future
consumers for past errors on the part of the manage-
ment, does not this extend also to miscalculation by
the utility of the time and effort necessary to make
the undertaking profitable? Assuming that the ini-
tiators of the utility expected to realize adequate
returns sooner than proved to be feasible, are they
not themselves to blame for their poor judgment?
Why penalize future consumers? And it is difficult to
assume that there were organizers who had actually
expended the money with the idea that the losses would
continue for many years and that the expected returns
would bhe long deferred to the future.

Another point is that in a large proportion of cases,
the original mistakes in the location of the business
or premature undertaking before it was financially
justified, were liquidated within a comparatively short



SPECIAL ITEMS IN VALUATION 211

time after the mistakes were realized. The history of
railroads and public utilities is replete with receiver-
ships and reorganizations within a short period after
the business was begun. Unless the enterprise proved
profitable soon after operation started the loss could
not be carried along many years. Insolvency was the
inevitable outcome, resulting in receivership and reor-
ganization, and usually transfer of ownership to a new
group.

At the time of such reorganization the carlier defi-
ciencies in return were liquidated and the people who
sustained the prior losses were mostly eliminated from
the business. New interests took control who had no
share in the previous loss. If from that point on, the
business proved profitable the present owners did not
realize any deficiency and are not equitably entitled
to its inclusion in the rate base. If, however, again
after reorganization the losses continued, there was
then a period of further struggle followed by a second
reorganization. Losses due to inadequate develop-
ment of the territory served, cannot be carried along
for many years without insolvency and reorganization.
Consequently, for the most part, the past deficiencies
have been liquidated and the people who actually sus-
tained the loss are not the present owners, in all
probability.

But even where there has been no reorganization,
in most cases the present owners nevertheless did not
sustain the early losses. Through the sale of stock the
ownership is transferred gradually from one group to
another, so that over a period of years in a large
proportion of cases substantially a new set of owners
appears. The stock, however, is sold throughout on
the basis of its expected earning power at the time of
cach sale. Consequently, during periods of losses or
deficiencies the prices were correspondingly low and
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again the original losses were liquidated and were not
borne by the present owners.

Another point against allowance of past losses and
deficiencies in the future rate base, is the fact that
no similar provision could be made for a deduction in
case there have been excessive earnings in the past.

To justify any general rule of valuation on the
ground of reasonableness, it should apply systemat-
ically to all classes of cases. If the proposal is to
allow an addition for past losses and deﬁcwnmeq, it
should provide also for a deduction of past excessive
returns. But such a deduction is impracticable. In
the first place, the Supreme Court has apparently
decided that, as conditions now stand, the companies
are entitled to a return on all their present properties,
including the investment of any surplus accumulated
out of earnings through authorized rates. Tf, there-
fore, there have been excessive earnings which have
been invested in the properties, they belong to the

company and are entitled to a fair return. Since, then,

as a matter of fundamental law, past excessive earn-
ings cannot be deducted, where is the reasonableness
of including, as an addition, the past losses or defi-
ciencies?

But besides the constitutional obstacle to systematic
addition or subtraction for past deficiencies or exces-
sive earnings, it is manifest that if past excessive
earnings have been paid out to the stockholders in
dividends, either directly in cash or indirectly in the
form of stock dividends upon which they have been
receiving cash dividends, it would be utterly unreason-
able and unthinkable to deduct such excessive pay-
ments from the present valuation. If it were done,
there would be tremendous destruction of present mar-
ket values; i.e., a destruction of earning power even
though adequate properties exist. Such a thing, of
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wourse, could not be done. The only opportunity to
deduct excessive earnings from the valuation would
be in cases where no distribution of dividends had
taken place, but where the excessive earnings had been
accumulated in surplus and had been invested in prop-
erties. It would scarccly be reasonable or just, how-
ever, to make a deduction in such cases when none can
be made in others where the distribution of earnings
has taken place. The only fair policy, therefore, is to
disregard both past earnings and past deficiencies, and
to take into account the existing properties, deter-
mining the fair investment in them, and fixing definitely
once for all a rate base for the future. When this has
been accomplished, we can then provide for subsequent
excessive earnings and deficiencies in a systematic
way, with full justice to investors and the public.

10. Goine YaLuve ConceEpr Nor CLEAR

If good will and past deficiencies in return cannot
be included in going value because they are illegal and
unreasonable, they have at least the merit of being
definite concepts and more or less concretely deter-
minable in dollars and cents. But the scope of going
value that the Supreme Court of the United States
has recognized in valuations for rate purposes is not
clear.

Mr. Justice Lurton approved the inclusion of about
one-half million dollars in the valuation of a water
plant in order not to ‘‘limit the value to the bare bones
of the plant, its physical properties, such as its lands,
its machinery, its water pipes or settling reservoirs,
nor to what it would take to reproduce each of its
physical features. The value in equity and justice
must include whatever is contributed by the fact of
the connection of the items making a complete and
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operating plant. The difference between a dead plant
and a live one is a real value. . . .’ °

But this something which must ‘“in equity and jus-
tice’’ be added to the ‘‘bare bones’’ has proved to be
so shadowy, that no separate and definite amount has
been required by the Court for it in later cases.®

As to the matter of the ‘“bare bones’’ of the physical
properties, however, the valuation itself with deduc-
tion from full cost only for depreciation, together with
a full return on the valuation, would seem to provide
the blood and tissues of life. Tt is exactly such a val-
uation and a return established through the rates
which mark the difference between a dead plant and a
live one. This establishes the value and follows the
recognition of a going concern. Any value adequately
supported by rates is really ‘‘going value.”” Other-
wise there would be only scrap. It is difficult to sec
how there would be any additional value dependent
upon the faet that a recognized value is supported by
rates; a value following from the fact that there is
value.

If there is a separate element of going value re-
quired by the courts, we believe that the regulatory
authorities are practically free to determine a just
policy as to its inclusion in the rate base. 'We should,
therefore, apply to going value the same fundamental
question as to all other claimed property values, viz.:
Does it contain a factor of eost? Does the property,
as constituted at the time of the appraisal, contain an

¥Omaha v. Omaha Water Co., May 31, 1910, 218 U. 8. 180.

¢ Cedar Rapids Gas Light Co. v. Cedar Rapids, March 11, 1912, 223
U. S. 655; Des Moines (ias Co. v. Des Moines, June 14, 1915, 238
U. S. 153. See also Denver v. Denver Union Water Co., March 4, 1918,
246 U. S. 178, where a separate amount allowed by the Master was
approved by Court, because “the Master expressly declared that his
detailed valuation of the physical property and water rights included
no increment hecause the property constituted an assembled and estab-
lished plant, doing business and earning money. . . ."”
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investment beyond that represented by the physical
properties and working capital?

11. Cost or OBrAINING CUSTOMERS

We believe that there is a definite element of invest-
ment in at least some cases in addition to physical
properties and working capital. This consists of the
capital cost, if any, of obtaining existing customers.
Where expenditures actually have been made to obtain
customers, they do represent a capital outlay in addi-
tion to the properties and should therefore be included
in the rate base. The mere argument that they have
probably in most cases been charged entirely to operat-
ing expenses, is not sufficient to exclude them from the
valuation. Undoubtedly we would find that numerous
improvements in physical properties have been in-
cluded in operating expenses which emerge now in the
appraisal. Our proposal has been all along to dis-
regard all past accounting methods, consider only the
present facts, and determine the rate base accordingly.
If this view is followed, we must recognize that to
obtain customers may cost something besides the
investment in physical properties. If there is such
cost, it constitutes an investment. It is this invest-
ment, if any, which we suggest should be included as
going value in the appraisals.

This idea, however, is not to be expanded so as to
include past deficiencies in return or good will; it is
to include only the fair and reasonable costs that were
actually incurred in obtaining the existing customers.
It must be admitted that in most instances it will be
difficult to determine these costs, because the facts are
not readily obtainable. In some cases, however, there
will be found records upon which to base a fair esti-
mate. But this factor must be kept within reasonable
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limits, and not used to inflate the valuation. The de-
termination should rest upon the facts of the particu-
lar company. Where the facts, however, are not avail-
able, a fair investigation should be made as to whether
or not there had been such special capital outlays, and
if so, what the fair amount has been. The fact, how-
ever, should be recognized that in most cases the growth
of the business is automatic with the growth of the
population. Customers mostly present themselves
because they desire service. Consequently an invest-
ment in obtaining customers should not be assumed
merely because the business exists. An addition for
going value should be based only upon a reasonable
determination of the facts that there was such a capital
outlay for the development of the business. In this as
1 other items cost is the only consideration.

12. OverHEAD ITEMS ENUMERATED

Besides the special items discussed above, there are
also various intangible or overhead construction costs
which represent investment, but which usually are not
included directly in the appraisal of plant and equip-
ment. These items cause the major disputes in the
appraisals. In the determination of the physical prop-
erties there is usually no great difference of opinion
between engineers and valuation experts when once
the basis of the appraisal has been agreed upon. But
in the determination of the various overheads, or in-
tangible items, there are usually wide differences of
opinion.

These intangible items are five in number and will
be discussed in the following order:

(1) Organization expenses; (2) engineering and
superintendence; (3) omissions and contingencies; (4)
taxes during construction; (5) cost of financing.



SPECIAL ITEMS IN VALUATION 217

13. Four OveruHEaDS NoT SpEciaLLy DirricuLtr

Under organization expenses we classify all the
expenditures made prior to the launching of the enter-
prise, like the cost of making preliminary surveys of
the business with estimates as to the possibilities of
the enterprise; the cost of obtaining charters and spe-
cial franchises; together with the necessary expenses
for the engraving and printing of securities and estab-
lishing the corporate records. All these preliminary
steps in establishing the business are necessary and
should be recognized in the determination of a perma-
nent rate base.

The second item, engineering and superintendence,
represents the cost of the general organization required
for the actual construction and installation of plant
and equipment. The cost of labor and materials and
ordinary supervision goes directly into the appraisal
of the physical properties. But the more general engi-
necring and supcrintendence which cannot be readily
charged to individual units of plant and equipment
appear as an independent item of valuation. This
includes the cost of preparing detailed surveys, deter-
mining final plans and specifications, and all the gen-
eral supervision required in the installation of the
properties as a whole. Such general engineering and
superintendence is an inevitable expense and must be
recognized in the total valuation.

The third item is omissions and contingencies. In
any inventory of physical property that may be made
there are bound to be omissions. Their extent depends
upon the degree of care with which the inventory is
prepared. If a complete inventory of all facilities were
made there would be no ground for a separate allow-
ance. But such accuracy is seldom attained and, there-
fore, some reasonable provision should be made for
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omissions. In the same group may be included injuries
and damages caused in connection with construection,
and losses due to miscellaneous contingencies for
which separate titles or accounts may not be provided.
These items involve usually actual expenditures which
arec unavoidable under ordinary circumstances and
should be recognized to a rcasonable extent in the
appraisal.

Another item of intangible costs is that of taxes
during construction. This consists of the actual taxes
or payments made to governmental bodies during the
period of construction or installation, prior to opera-
tion. These expenditures are inevitable and constitute
a proper charge to the investment.

14. Cost oF FiNaNCING ANALYZED

The last general group of intangibles is the cost of
financing. This involves two categories: (1) Interest
during construction; and (2) discount on securities
issued. The first item, we believe, is properly included
as investment, while the second has been erroncously
urged by public utility interests and should not be
included in the valuation.

Interest during construction represents, in general,
the fair return on the capital funds during the con-
struction period, before the properties are placed in
operation. While the funds are tied up in the process
of construction or installation, the interest aceruing on
the bonds or notes issued for capital purposes, consti-
tutes a proper construction cost and ought to be in-
cluded in the valuation. In case the funds are pro-
vided from the issuance of stocks and not bonds or
other interest bearing obligations, the right of the
investment to a return during the construction period
nevertheless exists. The stockholders are entitled to
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a return from the time the funds were contributed ; and
during the period of construction the amount of the
fair return constitutes a proper capital charge and
ought to be included in the appraisal. But after con-
struction and installation are completed, both interest
charges and return on stockholders’ investment should
come out of the earnings of the business and are no
longer chargeable to capital account.

The allowance for interest during construction
should be based as nearly as possible upon the facts
of the particular properties. For the most part, how-
ever, the facts cannot be directly determined from the
accounts or records of the corporation, and reasonable
estimates are necessary, as in all other clements of the
appraisal where the facts are not directly ascertain-
able. The determination, however, should rest upon
what would have been the reasonable interest cost or
the proper return ou the investment during the period
that the funds were tied up in construction. It should
represent net interest or net return actually payable
to the investors.

The second item in the cost of financing is presented
usually under discount and bankers’ commissions. The
idea is that besides ordinary interest or return on
investment, the corporation in financing the enterprise
was required to sell its securities at less than par
value, i.c., allow a discount and that the discount should
be included in the valuation. Our view is that this
discount is not a separate item chargeable to construec-
tion. The amount of the investment made through the
issuance of securitics is measured by the actual cash
received by the corporation and available for the pur-
poses of construction. This amount subsequently reap-
pears in the shape of physical properties or the other
overhead expenditures. In addition, however, there is
a carrying charge for intercst or return during con-
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struction. But the interest rate allowed should be high
enough to absorb not only the direct interest payment
on the par value of the securities but also to cover for
the construction period the proportionate part of the
discounts incurred. The total discount belongs to the
entire life of the securities. Consequently only the
part applicable to the construction period should be
provided under interest during construction. The rest
should be charged to subsequent operation during the
life of the securities.”

The basic fact is that any discount on bonds or stocks
is due to the deficiency of the rate of interest or rate
of return on the securities compared with the market
rate applicable to the particular bonds or stock. If
the rate promised on any security issue is high enough,
the selling price is at par and there is no discount. If
the rate exceeds the market rate, then the security sells
at a premium. But if the rate is less than the market
rate, then there is a discount, which is equal to the
capitalized amount of the deficient nominal rate com-
pared with the market rate applicable to the security.

There really are two factors involved: (1) The pure
discount, which is the difference between the par value
and the price paid by the investor, and (2) the banker’s
or broker’s commission, which is the difference between
the price paid by the investor and the amount received
by the corporation. Thus, a 6 per cent security of $100
par value may have been sold to the underwriter or
banker for $95, who in turn sold it to investors for $97.
While strictly speaking, therefore, only three points
represent the discount to equalize the nominal with
the then current market rate of money, we have in

TWhile we speak here of discount on securities in general, strictly
the item appears only in the issuance of bonds and not capital stock.
The latter cannot be legally issued at a discount; and if there were a

discount, it would remain permanently as a mere offset to the par
value of the stock.
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mind the inclusion under interest during construction
the entire five points, because it is usually impossible
to determine how much of the discount incurred by
the company is due to one or the other; and to the
corporation the result is the same whether the distine-
tion is made or not, for it is concerned in what it gets
for the securities and in the return it must pay. Like-
wise we are interested in the capital funds obtained by
the company and in the net return paid.

The rate of return at which we suggest that the
interest during construction should be computed, is the
reasonable market rate and not the nominal rate, which
may be less or greater than the market. If the market
rate is employed in the computation, it antomatically
allows the corporation the full carrying charges during
the period of construction. In other words, the market
rate of interest allowed in the appraisal includes the
portion of the total discount which properly belongs to
the construction period, while the rest is absorbed
through the earnings during the life of the securities.
The total discount is properly absorbed or amortized
during the life of the scecurities and appears currently
from year to year as part of the net interest or return
payable. The part chargeable to investment is only
the amount applicable to the construction period and
not the total discount as is usually claimed by the com-
panies; the rest should come out of subsequent earn-
ings. If, then, the net interest is allowed during con-
struction, there is no reason for a separate allowance
of discount or cost of financing. The full cost has
already been allowed, and the additional discount
would be duplication of capital charges.

The view just presented has been generally recog-
nized by economists and financial writers and sus-
tained by the courts. There is no decision from the
Supreme Court of the United States which recognizes
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an additional cost of financing besides full interest or
return during construction. The relationship between
discount, market rate and nominal rate on the par
value of securities has become fairly definitely
recognized by judicial and rate making bodies.

15. OVERHEADS AS PERCENTAGES OF PHYSICAL
VALUATION

The determination of all these overhecad items, as
already suggested, presents difficulties and the claims
are easily subject to exaggeration and gross inflation.
There is no doubt that the items do involve capital
expenditures, but the amounts allowed should be kept
within reason.

The proper approach to a reasonable determination
should be the actual reasonable expenditures for these
purposes. But unfortunately in most cases the data
are not available and estimates must be made. This
should be determined in the most rcasonable way, as
close as possible to the facts in each particular case.

Perhaps the best procedure is to fix a reasonable
percentage for each item and apply the same percen-
tage to all the properties. To illustrate: Upon the
cost of labor and materials charged directly to the
physical properties an allowance may be made of 2%
for organization expenses, 5% for engineering and su-
perintendence, 1% for omissions and contingencies, 2%
for taxes and 5% for interest during construction.
This makes a total allowance of 15% for overhead on
top of the direet cost of labor and materials included in
the appraisal. The percentage for taxes and interest
would allow liberally for a construction period of over
a year, on the assumption that not all the funds are
provided at the beginning. In some cases these per-
centages might have been exceeded, but in most cases
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they would correspond reasonably to the facts and
would allow sufficiently for the probable expenditures
incurred. Certainly, if the total surcharge consider-
ably exceeds 15%, there is reason for special investi-
gation and the greater amount should not be allowed
unless clearly justified by facts. In the same way any
substantial lower amount should be carefully scruti-
nized as to its reasonableness.

16. OverueAaDs CHARGED To OPERATION

A complication inevitably appears in the determina-
tion of overheads in that a large proportion of most
properties was constructed or installed in connection
with operation. There are very few instances where
the present properties were provided under the initial
construction program over a single period of time.
For the most part the properties were started on a
small scale and gradually expanded over a long period
through additions and extensions as the business devel-
oped. In most cases there was piece-meal and not
outright construction of all the properties.

Because of the gradual development of the proper-
ties, many overhead costs incurred in the construction
or installation were not charged to capital account,
but were absorbed in the current operating expenses of
the corporation. Consequently, in comparatively few
cases of large properties is there a direct construetion
account which shows the expenditures chargeable to
the various items. But they were nevertheless capital
costs and should be included in the appraisal. The
percentage may be small because the work was done
in conjunction with operation, so that only the addi-
tional costs directly due to construction should be
included. In any event, however, the reasonable costs
applicable to any case should be determined according
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to the particular facts. The use of percentages is
desirable, but must not be followed blindly without
regard to the special circumstances.

Since in most cases the accounting for overheads
in the past has corresponded very little with the actual
facts of construction or operation, we are compelled
in an appraisal to disregard the accounting and make
our determinations according to the facts as they
appear. Consequently, the intangible costs, if incurred
in connection with existing property, should be allowed
in the valuation even though some of them had been
charged to operating expenses. In such cases, the
operating costs were over-stated, and the returns or
profits realized were in reality greater than the amount
shown in the accounts. But the reverse is true when-
ever expenditures chargeable to maintenance or opera-
tion of the properties have been charged to capital
accounts. It is the purpose of the appraisal to make a
determination once for all of these and all other uncer-
tainties in past accounting. Our view is that all rea-
sonable capital costs should be allowed, if incurred,
whatever the past accounting methods, but that the
overhead items should not be employed for an
unjustified inflation of the valuation.

17. DEeprEciaTION OF OVERHEADS

Another question in connection with the items
enumerated is whether a deduction for depreciation
should be made as is the case with physical plant and
equipment.

The usual idea is that the overheads are not subject
to deduction for depreciation. This view, we believe,
properly applies to organization costs, but not to the
other intangible items included in our classification.
The original organization cost is an expenditure in-
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curred once for all. But in the case of engineering and
superintendence, taxes and interest during construec-
tion, the allowance is based directly upon the amount
of the physical properties installed. A proper pro-
cedure, if it were practical, would be to make a distri-
bution of these items to the physical units of plant and
equipment so as to show no such separate intangibles.
The separation is merely one of convenience, and does
not change the fact that the costs were incurred in
connection with the existing physical properties. Con-
sequently, the reasonable view is that the gross cost of
the various overheads, with the possible exception of
organization expense, should be diminished by the
same percentage of depreciation as applies to the rest
of the properties.

The question of depreciation on overheads, however,
is not important. In this, as in all other matters of the
appraisal here discussed, reason and common sense
ought to be employed. In any event, if the gross
overheads are limited to reasonable percentages, any
further deduction for depreciation is of little practical
significance.

18. ConsormatioNn CosTs

Another class of items must be mentioned in passing
because they are frequently encountered in valuation
practice: Consolidation costs, purchases of property
from one company by another at a higher price than
the original installation, securities issued against
franchises or contracts, moneys paid or securities
issued for patents or licenses used in the service.

These are all items of somewhat exceptional char-
acter and are extremely troublesome if a valuation is
to be fair to both the public and the investors. The
cases are not infrequent where in the consolidation or
merger of companies securities were issued on the
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basis of expected greater earnings resulting from the
combination and exceeded the net investment in prop-
erties. Often, indeed, the consolidation could not
practically have been effected without a capitalization
of a considerable part of the greater carnings. How
then shall such issues be treated, if they were thor-
oughly justified through the savings realized, and par-
ticularly if at the time they were consistent with the
laws and were subsequently actually supported by suf-
ficient earnings? What shall be done especially if for a
decade or more the securities were bought and sold on
that basis prior to any systematic effort at rate con-
trol? To cut down ruthlessly to investment in existing
physical properties would destroy previously estab-
lished market values and would be hard on innocent
purchasers. But to recognize the over issues, places
the burden of partly dubious financial practices upon
present consumers.

A recent case involved the purchase of existing prop-
erty by a much larger corporation. The latter paid
perhaps 50% more than the actual investment and then
discarded a considerable portion of the acquired equip-
ment. But it was operating at much lower costs than
the smaller company and even at the price paid was
able to grant a substantial immediate reduction in
rates. It was apparently not able to obtain the prop-
erties at a lower price, but every ground of public pol-
icy was in favor of the acquisition. How should these
properties be treated in a valuation, at original instal-
lation cost less depreciation, or at cost of purchase
from the smaller company? How shall we be fair to
both investors and the public?

The other items mentioned are of the same general
character, involving payments of cash or securities for
rights or privileges which at the time may have been
legitimately acquired but do not correspond with pres-



SPECIAL ITEMS IN VALUATION 227

ent recognized policy. As to patents or licenses, val-
uation at reasonable actual cost is entirely proper, less
the amortization for expired life of the rights. But
what shall be done where patents werce developed by
the utility and were used as a basis of large security
issues above cost? Tikewise securities issued against
franchises and contracts above any actual and le-
gitimate cost of acquisition?

Against these items of over-valuation often encoun-
tered, we sometimes strike the reverse where through
receiverships and reorganization the properties were
purchased at much less than fair investment and where
subsequently sufficient earning power developed to sup-
port the original investment. Iow shall such prop-
ertics be appraised, at the foreclosure prices or
without regard to such acquisition?

19. Ruine or REason

In all those matters, obviously no rigid rule can be
laid down. The last illustration, however, does indi-
cate the more general course most reasonably pursued.
The presumption is that if under foreclosure proper-
ties were acquired at a sacrifice sale, the subsequent
valuation should nevertheless be based upon the prior
investment, without regard to the advantage obtained
by the purchasers. If this is the reasonable course,
then it would secem proper also to disregard all such
corresponding items of over-valuation. For the most
part, that is probably the only sensible procedure; to
recognize existing properties, appraise them at orig-
inal cost less depreciation and mostly disregard all
prior financial complications.

In any event, it is important that all these questions
be resolved once for all. The rule of reason must be
used, but the results ought to be made permanent.



CHAPTER IX

SYSTEMATIC MAINTENANCE OF THE
RATE BASE

1. Items in the appraisal. 2. Importance of reasonable
methods. 3. Cooperation of all parties essential. 4. Accounts
to be rewritten. 5. Capital stock needs adjustment. 6. Balance
sheet illustrated. 7. Adjustment in case of decreased assets.
8. Adjustment in case of increased assets. 9. Control accounts.
10. Net investment shown by aeccounts. 11. Additions unddr
commission control. 12. Additions may come from earnings.
13. All additions under commission control. 14. Conclusion.

1. ITEMS IN THE APPRAISAL

In the last three chapters we have considered the
chief factors in an appraisal. We have attempted to
set forth the principles which should control. If these
principles were adopted no insurmountable difficulty
would be met in making a valuation of all public utility
properties which would resolve once for all the uncer-
tainties of past investment and establish an unvarying
rate base for the future.

In this chapter we shall show the steps to be taken
first in establishing such a rate base for existing prop-
erties, and then maintaining this rate base, as well as
adding increments whenever new investments are
subsequently made, all under an exact accounting
control.

No attempt will be made to describe in detail the
procedure of making an appraisal. This would be a
technical, and, to a large extent, clerical matter, readily

228
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prescribed by competent engineers and valuation ex-
perts. As indicated in a previous chapter, a complete
inventory of the different classes of property should be
made in ecach case. This should conform to the ac-
counting classifications preseribed by the commission.
As a result there would be uniformity in the valuation
reports of all the properties which would serve not only
to determine the rate base for cach particular prop-
erty, but to provide a basis for cost comparisons
between the different properties.

In such inventories there should appear the quanti-
ties of each class of property, showing separately the
allowances for labor and materials, and the prices ap-
plied to the quantities, to determine the original cost
of cach class. All the items should be presented in
such form as to facilitate comparisons between differ-
ent properties. This would afford a check against
grave errors and prevent relative injustice.

Besides the classification of properties and the unit
prices there should appear also the percentage depreci-
ation applicable to cach unit or class of property as set
up in the inventory. The facts should be complete, so
that the quantities, prices and amounts of depreciation
appear in the detailed statements which should serve
as a permanent record of the work accomplished.

9. IMPORTANCE oF REAsoNABLE METHODS

In a large project of this sort, reasonable and prac-
tical methods must be employed. The obvious criticism
against the proposal to determine the valuation of all
utility properties is the huge size of the job, the great
complications involved, the long time, and the large
costs required.

That the undertaking is large and costly cannot be
denied. It is justified, however, because of the defi-
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niteness that would be obtained, and because tnere-
after rate making would be an automatic process.
Freed from endless revaluations and litigation the
commissions could devote themselves to more positive
problems of regulation. We do realize, however, that
it would be an easy matter to defeat the purpose of
valuation if the processes were carried to the great de-
tail which sometimes occur in valuations. There is no
doubt that most appraisals are much more costly than
reasonably necessary for accurate and satisfactory re-
sults. Usually there is excessive regard for minuteness
of detail, which consumes time and rolls up expense
without assuring greater correctness in the amounts
established. For the sake of justice, there should be
accuracy, but this is not enhanced by over refinement
and elaborateness in preparing and pricing the inven-
tory. In any event, with the greatest of care, there is
an inevitable margin of inaccuracy because of the vari-
ability of the numerous elements of labor, materials,
wages, prices, depreciation, ete., which enter into the
appraisal. Consequently studied minuteness in the
inventory does not narrow the margin of error.

In every appraisal it is possible by careful prelim-
inary survey to adopt large units of property basing
the inventory upon such units, and not upon the in-
dividual minor constituents of each unit. For example
in the appraisal of track, it is necessary to know only
the different classes of structure and the analyzed cost
per foot or mile of each class. The analysis of the unit
should be painstaking, then the application to the
length of each class of track would be simple arith-
metic based upon rapid and easy measurement. It
clearly would not be necessary to count and compute
separately every spike, bolt, bar, tie, rail, ete.

Similarly in the case of power plant and equipment,
we can adopt large units of appraisal without individ-
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ual regard to the smaller constituent elements. Apart
from a general survey of a particular power house to
determine the principal classes and numbers of gener-
ating units and to study the entire layout in relation
to the required output, it would not be necessary to
inventory and price separately every part of cach gen-
crator, nor the great amount of auxiliary apparatus re-
quired and connected with each generating set. The
larger unit might include the boilers and other steam
equipment or even the building itself. With a proper
study of the suitableness of the plant to the required
output, the whole plant and equipment could be ap-
praised on the basis of general k.w. capacity. There
should be a minute and careful analysis of the items
entering into the unit in relation to the output require-
ments and the existing layout. But when this has been
determined, with a resulting unit cost per k.w. capac-
ity, no further detailed and minutely elaborated in-
ventory of individual apparatus, with all the sctting,
piping and connections, is nceded. Such elaboration
would be costly, would encumber the work, and would
be too complicated for ready grasp, all without adding
to the accuracy of the appraisal.

In the same way, accurate short cuts can be employed
in the appraisal of practically all classes of property.
For cach class, a detailed study of the unit must be
made, with careful consideration of the constituent ele-
ments and cost of each. But when once determined,
the unit can be applied to all the property of its class
without separate listing and pricing of each piece of
property which is capable of individual appraisal. The
results will be no less accurate and no less fair to the
investors or the public. The work, however, would be
greatly simplified and expedited, and would be
completed within reasonable limits of time and expense.

The purpose is not to define exactly how such
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reasonable and practical costs of the more essential
and controlling units may be determined. We wish
only to emphasize that extreme detailed procedure is
not justified and that it does delay the work and over-
whelms it with cost. Simplification of procedure is nec-
essary and feasible. This can be obtained if the
commissions and the companies undertake the job with
the purpose of obtaining a reasonable appraisal and
cutting through the confusion that has existed hitherto
in valuations.

3. CooreEraTioON OF ALL PaArTiEs IESSENTIAL

Our belief is that with the adoption of reasonable
methods, all the public utility properties could be ap-
praised and a definite rate base established within a
period of say three years.

There would have to be cooperation between all the
parties. In the first place, the project would be mostly
a state matter ! and the negotiations and respousibili-
ties would rest with the commission under direct legis-
lative authority. But besides the commissions there
should be the fullest cooperation with the municipali-
ties affected and a great decal of the detailed work
might be assigned to them. On the companies’ side also
there would be necessary direet and willing coopera-
tion. If they sce the necessity of placing regulation
upon a definite basis and realize that there is no pur-
pose of confiscation or undue interference, they would
be particularly able to expedite the work and bring
about satisfactory results in a surprisingly short time.
Their occasional attitude of making appraisals difficult
and impracticable has caused a good deal of delay and
additional expense in valuations. If, however, the com-

1The railroads are, of course, being valued by the Interstate Commerce
Commission. 'The railroad valuations should he based on the same
principles and policies as other utilities, and the fixed results used for
determining the return on investment.
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panies are willing, it would be surprising how readily
suitable inventories could be established and how soon
a reasonable and just appraisal could be made.
Cooperation between the different parties is essential.

The purpose of the valuation here proposed should
be expressly stated—to determine once for all a defi-
nite rate base for existing properties. Underlying
principles and methods should be adopted, so that the
practical appraisal would involve merely their applica-
tion. All parties would know beforchand what was de-
sired, and would be concerned only with the direct
effort of getting the results. There would be no dif-
ficulty in completing the job within a reasonable period
at a moderate cost. But even if the job should require
as long a period as five years, the facts would be estab-
lished once for all and we should do away with the
repetition of valuations and the reconsideration of
the same facts time and again without permanent
consequence.

4. Accounxts To BE REWRITTEN

After the appraisal in any case is completed, we
should not be contented merely with the record, but the
official accounts of the company should be rewritten so
as to show the facts established by the investigation.
In this way, the property or investment accounts
would square with the rate base, and the accounts
would stand substantially as if the companies had
throughout followed the accounting principles and
rules prescribed for them by the regulatory authorities.
Such a record would greatly facilitate future regula-
tion and would place rate making practically on an
automatic basis, showing directly all the cost elements
to be contained in the rates.

In rewriting the accounts, we should have through-
out a readjustment of all the items which enter into the
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balance sheet of a corporation. In the case of the
assets there would be no difficulties in the adjustment.
The previous entries in the various property and asset
accounts would be superseded by the gross property
costs determined in the appraisal. At the same time,
the amount of the computed depreciation would be en-
tered into a special reserve, so that the net investment
in the properties, would appear as the original cost of
all the rewritten property and asset accounts less the
depreciation and the current non-interest bearing
liabilities.

A more serious problem of adjustment appears on
the other side of the balance sheet, the liabilities or
sources of the funds through which the properties and
assets were acquired. Usually, however, there would
be no difficulty with the so-called current liabilities.
These could be readily determined and taken directly
from the previous accounts or balance sheet. As ex-
plained in the preceding chapter, they would be anal-
yzed and taken into consideration in the determination
of working capital.

Nor would there be any obstacle to the ready deter-
mination of the various interest-bearing obligations.
Usually all the notes and bonds outstanding represent
actual investment in the business. Only on rare occa-
sions would the net investment be less than the par
value of bonds and interest-bearing obligations out-
standing. If, however, in any case the par value of
notes and bonds should excced the net valuation, ad-
justments in the accounts would have to be made as
explained below.

5. CapitaL Stock NEEDS ADJUSTMENT

The major difficulty in the adjustments would come
in treating the capital stock outstanding. This, as in
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the case of bonds and notes, for the most part, appears
at a par value 2 and is entered in the accounts at this
amount without regard to the fact whether it repre-
sented actual investment at the time of issue, or
whether subsequently the amount of the investment
was maintained. If the amount of stock outstanding
and the surplus indicated by the accounts added to the
notes and bonds outstanding, exceed the net valuation,
adjustments must be made to bring the revised accounts
or balance shect into conformity with the net results
of the appraisal.

In case the total sccurities, including capital stock
outstanding, exceed the net appraisal, the best adjust-
ment would be to reissue the securities so as to agree
with the amount of the valuation on which a return
would be allowed. To the extent that such valuation is
covered by notes and bonds outstanding, no changes
in the accounts would be required. But the capital
stock account should be adjusted so as not to exceed its
net equity in the valuation. To make this adjustment
direct and definite, the existing amount of capital stock
should be replaced with an amount equal to the net
equity of the stockholders in the investment. If, for
example, $10,000,000 of par value capital stock were
outstanding, while its net equity in the valuation en-
titled to a return proved to be only $5,000,000, then the
earning power, in any event, would be limited to
$5,000,000 and the simplicity of accounting would be
ecnhanced if the amount of the stock were reduced to
the same amount allowed in the rate base by the regu-
lating body.

Such reduction in the capital stock would, of course,

2In the case of a comparatively few utilities there has been introduced
lately capital stock of no par value. Whatever advantage may be
found in securities of no par value, this would not pertain to utility

securities, if the latter are to yield a definite return, as proposed in
our plan.
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not affect its real value, nor the relative value held by
the different owners. The same number of shares out-
standing could be continued, but the par value of each
share would be reduced to the extent of bringing the
total par value to the net carning value included in the
rate base.

If the securities issued were thus adjusted to the rate
base, the accounting control for the future would be
subsequently facilitated. The initial valuation would
be shown immediately by the amount of the sccurities,
and, as will appear later, all additional investments
would be indicated by further securities authorized
and issued, and thus throughout the rate base entitled
to a return would be shown by the securities outstand-
ing. This would be a definite sum readily ascertainable,
without confusion, and would stand out as a self-
evident amount in any published balance sheet.

6. BavLaNCE SHEET ILLUSTRATED

In most cases, however, the existing stockholders
would probably not consent to a readjustment of their
holdings to conform to the net earning value estab-
lished by the appraisal. Moreover, it would probably
be undesirable to bring legislative action to compel a
revision. While the readjustment would facilitate the
accounting control, the same results can be readily ob-
tained by special accounting provisions. For the sake
of definiteness, we shall show the possible procedure
where the net valuation is less than the total amount of
notes, bonds, capital stock and surplus, and also where
it is greater.

Let us assume that the valuation in a given case was
cost of fixed capital $18,500,000, depreciation $3,800,-
000, working capital $300,000; net valuation or fixed
rate base $15,000,000; but that the notes and bonds
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outstanding are $10,000,000, the par value of capital
stock $10,000,000 and an indicated surplus of $5,000,-
000; an excess of total securities of $5,000,000 above the
new rate base. The balance sheet prior to the rewriting
of accounts was as follows:

BALANCE SHEET 1
(Before accounts are rewritten)
Assets Side

Current 8SSetS ...oeeiiireiiiiiiiiiiiereiiiiieiaann $ 1,450,000
Cash ...iiiiiiiiiieniereneineeenennns $ 300,000
Special deposits .........iiiiiiaieae, 100,000
Accounts receivable ........... 000000 350,000
Materials and supplies ..covvverirannnns 700,000
Land, construction and equipment.................. 24,700,000
Total assets ....ovevvevrrenennnenneneens.. $26,150,000
Liabilities Side
Unfunded debt ......ccovviviiiiiiiiiiiiiniinianea, $ 1,150,000
Taxes acerued ........cceeveeeenasnens $ 200,000
Interest acerued .............cc000nn 250,000
Wages & salaries acerued ........c.c..n 25,000
Bills payable .....covieiiieeiinennnnns 675,000
Funded debt ....ccvveieveeeeiancnasascnseeannnnns 10,000,000
NoteS vevvviriverresssssecncansssennns $ 2,000,000
Bonds .....cccitieeitececcccassnoanns 8,000,000
Capital StocKk ....ceveiereiirnnneterenenaneneeanns 10,000,000
Surplus ...ttt titieitiiiiieaiianns 5,000,000
Total liabilities ..eveveveernoeveaecenennnn. $26,150,000

In the rcadjustment of accounts we would leave
undisturbed the total of $10,000,000 of notes and bonds
outstanding. But with a net valuation of only $15,-
000,000, we should have a remaining earning value of
only $5,000,000 above the bonds and notes applicable
to a total $10,000,000 par value of capital stock and
$5,000,000 indicated surplus. Consequently, the total
surplus would be automatically wiped out, and would
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disappear from the accounts without any special prob-
lem. But if the par value of capital stock could not be
reduced to its equity of $5,000,000 in the rate base, it
would have to be continued in the accounts or the
balance sheet at the full par value of $10,000,000; twice
its recognized amount in the rate base.

If, then, the asset or property accounts are rewritten
on the basis of the valuation, with a net appraisal of
$15,000,000, and if at the same time the notes and bonds
are entered at $10,000,000, also the full par value of
$10,000,000 capital stock, we have a decficiency of
$5,000,000 on the asset side of the balance sheet. This
is due to the excess of par value of the capital stock
outstanding over its share in the rate base established
through the appraisal. This excess can be indicated
on the asset side of the balance sheet to offset the ex-
cessive amount shown in the capital stock. Such an
offset on the asset side under the general title ‘“Valua-
tion Adjustment’’ would indicate immediately, in a
single sum, the amount of the capital stock in excess of
the net earning value fixed for the properties.

7. ApsusTMENT IN CaseE oF DECREASED ASSETS

In the revision and adjustment of accounts, the rate
base established would be shown either (1) by the sum
of the property and asset accounts, less the computed
depreciation and current non-interest bearing liabili-
ties; or (2) by the notes and bonds and capital stock
outstanding, less the sum in the Valuation Adjustment
Account presented on the asset side of the balance
sheet. With a clear understanding of the accounting
principles involved, there would be no difficulty in
showing instantly what the amount of the rate base
would be as a result of the valuation. The rewritten
balance sheet would appear as follows:
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BALANCE SHEET 2A

(Rewritten accounts show reduced equity in stock)
Assets Side

Current assets .......c.cvveeiirinneronsroceneannnss $ 1,450,000
Cash ...ttt $ 300,000
Special deposits .......cciveiieiiiiinnn. 100,000
Accounts receivable ................... 350,000
Materials and supplies .......ccoveeunn. 700,000

Fixed capital mnet ...... ...t 14,700,000
Land ...oiniiiiiiiiiii i $ 500,000
Buildings .....cociiiiiiiiiiiiiiiinne.. 2,300,000
Equipment .........coiiiiiiiiiiiennns 15,700,000
Tolal ..vvvvrivieiirrennnanneoenns $18,500,000
Less accerued depreciation .............. 3,800,000

Valuation adjustment .........covievevvnncenenenns 5,000,000

Total assets side «vvovivinererreneeeeneneenss $21,150,000

Total net capital or rate base................cvvneL. ?1?,60—0,6(?)

Liabilities Side

Unfunded debt ....cvvvnnnineiniiiiinreinnnaieann $ 1,150,000
Taxes acerued .......ceeeveveeeeeaea...$ 200,000
Interest acerued .......cccvveieiinanenn 250,000
Wages & salaries acerned .............. 25,000
Bills payable .........ccciiiiiiiii., 675,000

Funded debt ....ovvvriinriiiiiiinnnnnnanaean, 10,000,000
NOLES e eeeeeneneeeeennenensnne enns $ 2,000,000
Bonds .oovieiiiiiiiie ittt 8,000,000

Capital Stoek ......ovievrieeiinniiennirisennnneans 10,000,000

Total liabilities side ...ceeeerrrereereennnnonsn $21,150,000

Total INVESEMENE .+ v veneennnnnnnnnnnnnnnnnnnnnnes "~ $15,000,000

This balance sheet now shows the facts as required
for the purpose of rate making. On the assets side,
all the properties are entered at their determined cost.
From the total current assets are deducted the current
liabilities, and from the fixed assets depreciation is de-
ducted, giving a total net capital as rate base $15,000,-



240 REGULATION OF PUBLIC UTILITIES

000. Likewise from the other side of the balance sheet,
we have total notes, bonds and capital stock $20,000,-
000, with a valuation deduction of $5,000,000, giving net
capital for the determination of return amounting to
$15,000,000. These amounts are entered in the accounts
and will remain as a continuous record for future rate
making. For the future the $15,000,000 of net capital
is to be maintained through adequate maintenance and
depreciation to be paid for by rates charged for serv-
ice, and will be increased only by actual additional
investment in properties used for service.

8. ApsusTMENT IN CaSE oF INCREASED ASSETS

The preceding balance sheets represent a case
where the valuation disclosed excessive book costs and
a condition of overcapitalization, with the adjustment
of accounts to the results of the appraisal. A similar
adjustment would be cffected if the net valuation ex-
ceeds the assets previously shown in the accounts of
the corporation. While such cases may not be numer-
ous, they probably would appear, and provisions
would have to be made in the adjustments of the
accounts.

These cases represent the somewhat unusual policy
of some corporations to build up their properties
through long periods by charging improvements and
additions to operating expenses and thus creating so-
called hidden reserves. If a company makes a practice
of charging to maintenance items which properly
should be included in property accounts, there is a
gradual understatement of the properties and a corre-
sponding overstatement of maintenance expenses. The
annual net income of the company as well as the real
investment in the properties is understated. There is
gradually an accumulation of surplus which is not
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shown in the accounts and invested in properties not
shown among the assets of the company.

In such a case, the adjustment of the property ac-
counts would leave a balance after all of the notes and
bonds and capital stock outstanding have been entered
into the accounts. The net investment would thus be
greater than the total amount of sccurities outstand-
ing together with the existing showing of surplus.
This difference may be added directly to the surplus,
or perhaps, preferably, it may be set up as a separate
item, Valuation Adjustment, on the right hand side of
the balance sheet. This would represent in a single
sum the amount in the rate base added to the equities
previously shown to the credit of the stockholders. It
would resemble the adjustment on the opposite side
where the net investment is less than the securities
outstanding. The following is the balance sheet after
the rewriting of the accounts, starting with the same
book values as in the preceding case, but having larger
appraisal figures:

BALANCE SHEET 2B
(Rewritten accounts show increased equity in stock)

Assets Side

CUITENt ASSELS .« .o veveveneneeenesenesaesonanennans $ 1,450,000
Cash ....ovviiiiiiii i iiiiiannaeeanns $ 300,000
Special deposits ...ovviviiiiiiiiiiiia, 100,000
Accounts receivable ................... 350,000
Materials and supplies ........cceunn.. 700,000

Fixed capital met .......coovvieiieiiiiiiniiia.... 29,700,000
Land ...ovviininnninnieninnenenneannns $ 2,000,000
Buildings ....covviiiiiiiiiiiiiiiennen 6,500,000
Equipment .........coeviiiiiiiiiainn 29,700,000
N B $38,200,000
Less acerued depreciation .............. 8,500,000

Total assets side .....ceevvveeneeereeennnnnnan 31,150,000

Total net capital or rate base..............coevvuns. $30,000,006
E————%
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Liabilities Side

Unfunded debt .oovverveerereeeceacsosaaroesenasnsns $ 1,150,000
Taxes 8CCTUEA ...ocvvereeroncoceocnnans $ 200,000
Interest acerued .......ccieviiieniannns 250,000
Wages & salaries acerued .............. 25,000
Bills payable «..c.cccvvenniniionieennns 675,000
Funded debt ....ovvienreriiieriennreoineerinennnn 10,000,000
NOtES ©evvveeeneenecsnennanensensssasad 2,000,000
BondSs . ovvitineinerioeeannnrecsaossanss 8,000,000
Capital stock ...viveiiiieiiiiiiiieiiienansaeaiinns 10,000,000
Surplus ...oiiiiiiiii ittt eieiinseseanas 5,000,000
Valuation adjustment ........cocieeevncenccncccscns 5,000,000
Total liabilities side ....ceoeeccoeesscasannnns $31,150,000
Total investment .......cceceeeeesvascessasccssass. $30,000,000

As in the preceding case, the new balance sheet
shows directly the figures used for the rate base. But
here the fixed property accounts were written up from
a gross cost of $24,700,000 to $38,200,000 but were
diminished by a depreciation reserve stated at $8,500,-
000 with a net increase of $5,000,000. And this net
addition to the net fixed capital, is shown on the other
side under ‘“Valuation Adjustment.’’ The fact is clear
that the net capital or rate base is $30,000,000. This
remains as a permanent figure to be maintained
through repairs and provision for depreciation, and to
be increased only with net additional investment.

9. CoNTrROL ACCOUNTS

In any event, in the rewriting of the accounts, it is
desirable to show in a single sum the full amount of
the rate base established through the valuation. Con-
sequently, after the various individual property and
asset accounts have been rewritten, with the cor-
responding adjustment of the accounts as described
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above, it would be desirable to enter besides a single
control account, which would give in one item the net
amount of the rate base.

In the adjustments previously discussed, there would
be a complete balancing account established. After
such complete adjustments have been made, the single
further entries required would be to place on both
sides of the balance sheet the net results of the valua-
tion. On the asset side, this would represent the net
value of the propertics established through the ap-
praisal, while on the opposite side would appear the
off-setting sum under the title of investment in
properties as determined by the appraisal.

These, it must be understood, are mere control ac-
counts. Their single purpose would be to show, in one
net sum, the results of the valuation; otherwise, to de-
termine the rate base fixed by the appraisal, it would
require an analysis either of the asset accounts or of
the liabilitics and capital stock outstanding. By far
the simpler procedure is to have summary and control
accounts to show the desired amount in a single item on
cach side of the balance shect. These control accounts
are presented in the adjusted balance sheets given

above.

10. NEeT INVESTMENT SHOWN BY ACCOUNTS

After the accounts have been rewritten, as described
in the preceding sections, the rate base applicable to
existing properties appears definitely in the accounts
and constitutes a permanent record. Thereafter, the
rate base will be permanently under accounting control
and the amount of investment entitled to a return can
be readily ascertained at any point of time.

In keeping the permanent future rate base, provision
must be made for the continuous maintenance of the
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properties. This would require that besides ordinary
repairs and minor renewals, adequate provisions shall
be made for depreciation. From the time of the ac-
counting readjustments, full regular charges should be
made to operating expenses on account of further de-
preciation of propertics and the corresponding
amounts should be credited or added to the depre-
ciation reserve. This, as already explained, would re-
sult automatically in locking up in the business an
amount of cash or other assets equal to the amount of
the depreciation charged to operating expenses and
added to the reserve. In this way, the depreciation re-
serve would show the continuous accumulation through
charges to operating expenses of the factor of
depreciation.

As new subsequent properties are added, the cost,
under the commission’s control, would be included in
the appropriate property or fixed capital accounts.
Each such fixed capital account would be charged with
the cost of the new property installations authorized by
the commission, and throughout, as operation continues,
charges for depreciation in reference to such property
would be made to operating expenses, with the cor-
responding accumulation of reserve and locking up of
assets in the business. Then, as units of property are
retired, the original cost, as determined in the initial
valuation, or by subsequent actual costs, would be de-
ducted from the appropriate property account and
likewise deducted from the depreciation reserve. For
the future, therefore, there would be a definite record
of additions and withdrawals from any property ac-
count, and there would be recorded the accumulation
of depreciation reserves according to the charges to
operating costs. Conscquently, at any time, the net
investment entitled to a return would be the total
amounts of the property and asset accounts, less the
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total amount of the depreciation reserve and the cur-
rent non-interest bearing liabilities outstanding. The
same showing, however, would be made if on the other
side of the balance sheet, we take the notes and bonds
outstanding, together with the capital stock, and sur-
plus including the Valuation Adjustment made in con-
nection with the initial appraisal. If the control
accounts are kept, such additional investment as made
would be added to the account on each side of the bal-
ance sheet. At every point the accounts would show
definitely the amount of the rate base. The additions
to the property accounts from time to time should have
the prior approval of the commission, both as to the
desirability of the construction or changes intended,
and as to the reasonableness and propriety of the costs
charged to the account. Under this procedure, there
could be no question at any time as to the amount on
which the investors are entitled to a return. More-
over, the rate base as thus determined, would be
coupled up consistently with the policy of charging
depreciation to operating costs. There would be no
possibility of giving the investors an advantage in
accumulating an excessive depreciation reserve, nor
would the investors be penalized if for a short period
of time the reserves should be inadequate. The pur-
pose would be to eliminate any cause of dispute as to
the amount of the investment, the rights of the
investors, and the obligations of the consumers.

11. Apprtions UNpErR CommissioN CoNTROL

The additional investment, after the initial valua-
tion and adjustment of accounts, would be made
through the issuance of securities and particularly
bonds. Consequently, the regulation of security issues,
the control of accounting for additions and improve-
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ments, the charges for repairs and depreciation, and
the maintenance of the permanent rate base would all
constitute a unified control policy.

For the most part, the issuance of new securities,
would involve immediately and directly additional in-
vestment for the public service. In fact, new securities
should not be authorized except for additional invest-
ment or for the proper refunding of previously exist-
ing securities. Consequently, as applications are made
for new security issues, the commissions should make
the proper investigation to determine their reasonable-
ness. If the securities are for the purpose of new in-
vestment, then, as the bonds or stocks are actually
issued, the cash funds should be safeguarded under the
accounting control of the commission so as to be avail-
able only for the construction or addition of new prop-
erty within the purposes of the issue. In this way,
there would be full control in behalf of the public; the
amount of the securities issued would constitute the ad-
dition to the investment. This would be a definite fig-
ure beyond dispute and would appear automatically in
the accounts. And it would be added as a single sum
to the control account so that at each point the total
net investment entitled to return would be shown by
the balance of a single account.?

s For an exact statement of the investment on the basis of which the
return is computed for the cost of service, the amount would be shown
in the first instance by the par value of the security, less the discount,
or plus the premium and subsequently, at any point, the net investment
would be the par of the securities less the unamortized discount, or
plus the remaining premium. As to the control account, likewise an
exact statement would show at any point the exact investment to corre-
spond with the balance sheet accounts, so that the net proceeds of a
gecurity issue would be entered and subsequently additions would be
made periodically with the amortization of discount and subtraction for
the writing down of premiums. But, for practical purposes, this
refinement would scarcely be necessary; the facts would be sufficiently
presented for control purposes if the par value of the securities are
entered as they are authorized and issued. The actual computation of
tte return would be based on the real facts, as will appear in the next
chapter.
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As construction or the installation of property pro-
ceeds, the commission’s engineers and inspectors
should be in close contact, so that the work throughout
shall be properly done in the most economical way.
Moreover, there should be serutiny of the propriety of
the costs incurred. While the additional investment
should be measured by actual costs, the amounts should
be reasonable and all unnecessary expenditures should
be avoided. For this purpose, the closest cooperation
should be maintained between the commission and the
companies. And before any permanent additions are
entered in the accounts for property construction or
installation, the approval of the reasonableness of the
expenditure should first be obtained from the commis-
sion based upon the certification of the engineers or
competent inspectors.

By this suggested procedure, when an expenditure
has once been entered into an account, there would be
no further question between the public and the com-
panies as to the validity of the expenditures and the
right of the companies to a return. The purpose, how-
ever, would not be to interfere unnecessarily with the
judgment and discretion of the company. There should
be reasonable freedom and elasticity of action, and the
management should not be impeded in the work of con-
struction and installation of property. But, at the
same time, there should be sufficiently close public con-
tact, so that the reasonableness of the expenditure is
determined as construction and installation proceed.
And when the entires are once made in the accounts
they should stand definitely as fixed sums, without
possibility of future dispute.

Since additional investment would be made mostly
through the issuance of securities, it would be desir-
able, after the initial valuation and the readjustment
of the accounts, to segregate from then on, all the new
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securities issued for the purposes of investment, This
could be readily done so that the amount of the securi-
ties issued would appear in clear separate accounts and
would show the additional investment made since the
time of the initial valuation. This sum added to the
initial valuation, would give the amount of the total in-
vestment entitled to a return at any particular time.
And as securities are issued for additions, the amounts
would be added to the investment entitled to a return.

12. Abppitions May ComE FrRoM IEARNINGS

‘While for the most part additional investment would
be made through the issuance of new securities, the
plan of control should be sufficiently elastic to allow
for additions made in any convenient and workable
way. The paramount purpose should be to show def-
initely by the accounts what the additions are, no
matter through what source they are provided. Conse-
quently, while additions can be most readily indicated
when they are financed directly through the issuance of
securities, nevertheless, the same definiteness can be
and should be maintained through whatever source the
funds are obtained. The fundamental purpose is to
make all additions to the investment stand forth clearly
in the accounts.

But if such a definite policy of regulation were
instituted, there would be very little additional invest-
ment made through surplus accumulated out of the re-
turn allowed. This would be a fixed and definite sum,
as will be brought out in the following chapter. It
would be directly related to the investment and would
be sufficient merely to support the amount. Conse-
quently, it would furnish little or no inducement for
the stockholders to leave any portion in the business to
be reinvested in properties. For the most part, the
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returns allowed above fixed charges would probably be
distributed as dividends, and very little would be left
as accumulated surplus to be reinvested in properties.

Nevertheless, the system of accounting and methods
of control should provide sufficient elasticity to permit
the reinvestment of the return. The company, at the
close of any fiscal period, should be free to distribute
the full amount of the earned return available for divi-
dends, or retain all or part of it to be reinvested in
the properties. But the reinvestment of earnings
should not be left in an undefined and haphazard form.
It should be based upon deliberate and definite action
of the company. The mere incidental retention of sur-
plus for a short period of time, should not be the basis
of an additional return to the owners. This applies
particularly to the holding of funds accumulated out of
earnings until the periodical payment of interest or the
distribution of dividends. But, if during a certain pe-
riod there has been an earned return, and if any part
is voted by the directors to be reinvested in the busi-
ness, this action, with the approval of the commission,
should constitute a recognized additional investment
precisely as if there had been an authorization of addi-
tional security issues. Such investment of earnings
should not be available subsequently for dividend pay-
ment. Then the expenditure of the funds would be
subject to the commission’s approval and would be
safeguarded in exactly the same way as in the issuance
of securities. When the funds have been expended and
the costs entered into the property accounts, there
should then be no further questions as to the validity
of the amounts entitled to a return.

13. Air Apprrions Unper Commission CoNTROL

Under present conditions a large proportion of new
capital improvements is made without the prior ap-
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proval of the commissions as to the desirability of the
projects and without immediate supervision as to costs.
The statutes usually provide for commission super-
vision over additions only indirectly through control
of new security issues. If improvements are directly
financed by means of such issues, the prior authoriza-
tion of the commission is necessary. Before approving
the new securities, the company must show the desir-
ability of the proposed projects, and when the funds
are finally obtained the commission must see to it that
they are expended exclusively for the purposes set
forth in the order of approval.

But often new construction is financed by means of
short term notes, bank loans or treasury funds, none
of which is under commission control. Thus, the addi-
tions are not passed upon either as to their desirability
or as to the reasonablencss of the costs. After the
work has been completed, the company petitions the
regulatory body to permit a new security issue for the
purpose of paying the short term notes, or the bank
loans, or reimbursing the treasury for funds previ-
ously expended. It is true that in connection with this
petition the commission usually investigates the need
of the new facilities and the propriety of the expendi-
tures. But at best this can be done only superficially
after the expenditures have been made. Besides, there
is the additional hesitation to embarrass the utility
financially by disallowing such an issue, even if some
items in the expenditures already made would not have
obtained a prior approval.

By far the better way, therefore, would be for the
future to require direct cooperation between the com-
panies and the commission for construction and im-
provement prior to any expenditures. There is no
reason why the companies, with the commission’s en-
gineers, should not work out beforehand a construction
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program on its merits and receive the prior approval
of the commission. When such a program has been ap-
proved for a year or other period, the company could
proceed with the installation and pay for it in any way
by which funds can be most readily secured. If the
financing should be directly and immediately through
bond issues, the new issue would represent the addi-
tional investment. If, however, it should be through
temporary note issues or even bank credit, the amount
would be established and would be recognized in the
accounts as definitely as if securities had been directly
issued for the construction purposes.

In case of temporary financing, the final issues of
bonds or capital stock would appear as a readjustment
of notes or bank loans previously authorized. In any
event, however, the important thing is that the publie
interest be adequately recognized in planning new
facilities and in establishing a construction program.
Further, there should be direet determination of the
costs, with the commission’s approval, so that when ex-
penditures are once entered into the accounts, what-
ever the immediate source of the funds, there should
be no dispute as to the right of the companies or the
obligations of the public. This should be shown by the
accounts, whatever the form of temporary or perma-
nent financing. Only in this manner could the publie
interest be adequately safeguarded.

14. CoxNcLusION

The purpose of this chapter has been to show that
after the appraisal of the existing properties has been
made and the accounts have been rewritten to present
the initial valuation, then subsequently all additional
investment can be readily determined and the rate base
constantly maintained at a definite figure. There would



252 REGULATION OF PUBLIC UTILITIES

be no more disputes over valuations, for the rate base
would be shown clearly by the accounts.

The systematic maintenance of the rate base, how-
ever, is only one step in the determination of the return
allowed to the investors. It is finally the return itself
which constitutes a cost element in rates; the invest-
ment or rate base is merely the sum on which the return
is computed. Consequently, to fix the return we must
have not only a definite rate base but also a definite
rate of return not subject to fluctuation or dispute.
Both factors are variable under present methods of
rate making and both must be fixed and placed under
accounting control for effective regulation. The fol-
lowing chapter, therefore, will be devoted to the basis
and method of determining an exact rate of return.



CHAPTER X
THE RATE OF RETURN

1. Cost of capital employed. 2. Return on existing investment
main problem. 3. Fixed rate essential. 4. Seven per cent
equitable rate. 5. Changing rate for future unworkable. 6.
Market rate controls. 7. Return mostly fixed by econtract.
8. Same terms control over long periods. 9. Discount and
premium automatic return adjustments. 10. Bonds and pre-
ferred stock bear definite rate. 11. Common stoeck practice
needs modification. 12. Common stock negligible factor. 13.
Conclusion,

1. Cost or CaritaL EMPLOYED

Of the two undefined factors in the formula ¢‘fair
return on fair value,”” we have developed a defini-
tion and machinery by which ‘‘fair value’’ becomes
an exact amount constantly ascertainable. We have
shown that the only rate base suitable for regulation is
the net cost of the properties. Cost is the sole ‘‘value’’
which does not alter and is subject to exact accounting
control.

Likewise the other factor in the formula should
be definitely fixed and controlled by cxact account-
ing. Again cost is the only unvarying and controllable
basis by which to measure the return. It should be
the amount actually demanded by investors to provide
funds. The amount expected or agreed upon consti-
tutes a specific element of cost exactly as the expenses
for labor, materials and depreciation enter into the
cost of operation. In this chapter, therefore, we shall
be concerned with the determination of the rate of

253
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return which when applied to the rate base fixes the
amount of return.

Throughout our consideration of the rate or amount
of return, we shall have in mind, primarily, the actual
cost of obtaining capital. We shall separate the dis-
cussion, as with the rate base, into return on existing
properties at the time of the valuation, and that on
subsequent investment. What we are seeking, how-
ever, in cither case, is the rcasonable cost actually
incurred to provide the service.

2. Rerury on Existing INvEsTMENT MAIN PrROBLEM

As to existing investment, the question is what was
the rate of return demanded, or reasonably expected,
by the investors, not what would be necessary now
under different circumstances. What we are seeking
is the rate agreed upon when the capital was turned
over to public use. We have to do with actual or quasi
contracts between the public and the investors. It is
the explicit or implied terms of these contracts which
should determine the return.

But while the approach is that of a simple cost
determination, for the most part the records are not
clear and the desired rate of return representing such
cost is not available except in comparatively few cases.
Our problem of fixing the rate of return upon existing
investment is, therefore, similar to determining the
amount of the investment itself. We must make the
most reasonable estimate possible and once for all
eliminate the uncertainties of the past.

3. Fixep RaTe ESsSENTIAL

There have been wide differences of opinion between
public authorities and the companies as to what con-
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stitutes a proper rate of return. Even among the com-
missions themselves or among courts, there has been a
wide range in the rate allowed. Some have considered
6% as fair, while others allowed as much as 8%,
so that the higher rate would yicld a third more
than the lower. Under such conditions there has been
a constant tendency toward dispute and litigation. Un-
fortunately the facts are not clear enough to deter-
mine in any case with precision what percentage should
be allowed upon the fixed rate base. But this factor
of uncertainty must be eliminated for the future if we
are to exercise workable rate regulation. The rate of
return must be equally definite with the rate base for
effective public control.

Our proposal is that a single rate of return should
be fixed once for all upon the existing investment of
each company as determined by the initial valuation.
In establishing this rate, due consideration should be
given to the conditions controlling the development of
the properties. Nevertheless a uniform rate, reason-
ably and fairly determined for all of the companies,
would probably serve most satisfactorily. Such a
single uniform percentage could be applied with least
difficulty. If differences between companies are recog-
nized by the commissions, then a great many arbitrary
or unimportant distinetions would be drawn, and a
decision would be complicated by the variety and
contrariety of facts injected into the question.

While a single uniform percentage for all companies
is not absolutely essential, it would expedite greatly
the establishment of systematic rate regulation. But
if differences must be recognized between individual
companies, as may prove to be necessary in the face of
widely different conditions, there should be a single
determination for each company so that no further va-
riation would arise in the future. If for a given prop-
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erty, it would appear that a 6% return on the
total net investment determined in the valuation is
reasonable, this should continue permanently as the
rate of return on the existing investment, We should
then have a definite rate upon a definite sum estab-
lished by appraisal, so that the amount of the return
included in the cost of operation would not be subject
to further variation, uncertainty and dispute. The
rights of the companies and the obligations of the con-
sumers would be fixed. We should have an exact cost
element for the future, subject to automatic accounting
control.

4. Seven Per Cent EqQUIiTABLE RATE

The entire subject of rate of return is a matter for
determination by the commissions under proper legis-
lative authority. Local conditions would largely con-
trol in their decision as to whether a uniform single
rate should be applied to the net past investment of all
utilities or whether specific rates should be allowed in
individual properties. In general it would seem that
an attempt to employ varying rates in accordance with
the specific conditions under which funds were pro-
cured in the various enterprises, would hardly be
practicable. Effort at extreme refinement would most
likely add little to the justice of the result.

In practically all cases the investment is divided
between bonds and stocks. There has been, of course,
wide variation in past rates of either security, depend-
ing upon the special conditions of the particular issues,
and upon the relative proportion of bonds and stocks
floated. Usually, however, the rate on bonds has
ranged from 5% to 6% and on stocks from 7% to
9%.

In view of present financial cohditions and past
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uncertainties, a 7% return applied to existing
net investment in all utility properties would seem
to be reasonable. Such a rate would approximate
justice to all concerned. The portion of investment
represented by bonds would in any event be limited to
the rate stipulated in the bond; usually between 5%
and 6%, thus allowing a sufficient return to the
stockholders. Suppose we appraise the property
of a company whose securities consist of equal amounts
in bonds and stocks. Then a reasonable assumption
would be that the bonds were issued on a 6% basis
and the stock to bring a return of 8%. A 7% allow-
ance on all of the property would provide for the 6%
interest and 8% dividend, and both classes of security
would be treated in accordance with the fair expecta-
tions of the investors.

But assume that the investment is divided into
75% bonds and only 25% capital stock, then both the
required interest on the bonds and the expected return
on the stock would be higher, and in the aggregate the
7%, on the total investment would still be reasonable.
After the interest payment, enough would be left to
pay slightly over 8% on the stock investment.

Where, however, the conditions are materially dif-
ferent from the assumptions just made, it would be
extremely difficult either to justify a substantial reduec-
tion below or an increase above the general 7%
on the total net investment. Where, for example,
a materially higher rate for bonds was required than
the 6% assumed,” the reason would probably be
found in the larger proportion of bond investment,
or in the overcapitalization of the properties or in mis-
management which proved adverse to the eredit of the
rompany. The question then is, to what extent should
‘uture consumers be penalized for financial misman-
igement in the past? If, on the other hand, bonds
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have been issued at a substantially lower rate than
6% this would probably be due to a lower proportion
of bond investment or to special excellence of manage-
ment; and in either case it would not be unreasonable
to allow the company some advantage on the stock in-
vestment. Whatever adjustments in the abstract might
seem desirable, when the commission faces the problem
of fixing the rate of return it would probably find that a
single rate of 7% upon the various investments is rea-
sonable and would greatly simplify the procedure of
placing all properties under systematic rate control for
the future.

In any event, whether a uniform rate of return be
adopted for all the properties, or whether differenti-
ation may be desirable according to conditions of the
various propertics, a rate of return should be fixed in
each case which would stand permanently against the
existing investment established through the initial val-
uation. Thus the amount of return on present invest-
ment to be included as a cost element in future service,
would be definitely determined, subject to future
accounting control.

5. CHanciNneg Rate For Furure UNWORKABLE

As to subsequent additional investments, the actual
rate and amount of the return required can he casily
determined. If the proposed policy is adopted, the re-
quirements would be definite and the return would be
as exact and beyond dispute as the cost of materials
and supplies consumed in the service.

In considering future additional investment at any
point as new capital is required, the rate of return
allowed would correspond to the market conditions of
the time. We must recognize that we cannot transeend
the market requirements. We are bound by them and
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if we wish additional investments, we must pay the
return required by the people who furnish the funds.
This fact cannot be avoided.

There has been a great deal of confusion in past dis-
cussion as to what constitutes the return required.
The idea found frequently is that there should be an
adjustment throughout on all the preceding investment
to correspond with the rate of return that would be re-
quired if securities were to be issued at the moment
when rates are fixed. This idea corresponds roughly
to the cost of reproduction basis of valuation ; that with
shifting conditions in the market, cither as to price
level or rate of return, the change should be recognized
as applying to the entire investment at any point where
the rates are to be fixed.

If this view were adopted for future rate making, the
entire valuation would be subjected to constant fluctu-
ation according to the change in price level and, cor-
respondingly, the rate of return on the shifting amount
would be subjeet to variation according to the change
in interest rate fixed on the investment market. Our
view is that regulation with the two fundamental fac-
tors in fluctuation, would be practically an impossibil-
ity. There could be no accounting control, and at
every point there would be a double set of variations,
with difficult redetermination of the facts and with end-
less dispute in reaching agreement on the facts. The
only way by which rate making can be put upon a
systematic and workable basis is to have all factors
definitely determined, based upon the cost actually in-
curred, and placed under accounting control. If the
return actually demanded by those who furnish capital,
is allowed in the rates as paid to the security holders,
then this is all that is necessary. Investors should get
what they expected; neither more nor less. The re-
turn would become virtually a contractual matter.
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6. MagrkeTr Rate CoNTROLS

For the future, we should be perfectly clear that we
cannot escape the market requirements in obtaining
capital. We must pay the interest or rate of return
that will be required. But, let it be equally clear that
this does not require, at any point, a readjustment of
return on past investments. It applies only at the time
the funds are obtained.

If a given company now needs $10,000,000, it must
meet the present requirements as to a return, and none
of the existing investment will be affected by the rate
that must be paid for the new money. If the market
at the moment calls for 6% on the particular
form of securities offered, it must be paid, and fixes
once for all the cost of future return payable upon the
new $10,000,000, unless it is refunded on another basis.
If subsequently, further funds are needed and the in-
terest rate has declined, the reduction does not change
the rate payable on the preceding $10,000,000 and in
turn will not be affected by another rate when still
more capital is to be provided later. At any point, the
rate of return on new investment is a fixed element in
the market that cannot be avoided, and it remains fixed
for the lifetime of the security. But it applies strictly
only to the particular transaction and does not alter
the equally fixed rates placed upon all the successive
investments. At every point the particular conditions
control and the investors will provide the necessary
funds, if they have the assurance, through the rate-
making machinery, that they will actually receive the
return agreed upon.

7. ReturNy MostLy Fixep By CoNTRACT

The bulk of public utility investments are repre-
sented by bond issues. This is even more likely to be
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the case in the future, especially if the proposed plan
of regulation is adopted. Consequently, to the extent
that bonds are employed for future financing of public
utilities, the rate of return is definitely determined at
the time of the issue and is fixed for the lifetime of the
bonds. It is not further affected by any change in
market conditions which may for subsequent issues re-
quire a higher or a lower rate of interest. It represents
the cost actually incurred in connection with the issue,
and should be included in the cost of operation paid by
the consumers through the rates charged for service.

The fact, of course, is clear that a bond represents a
definite amount of money furnished the corporation;
the latter in turn promises to pay back a fixed principal
sum at the maturity of the bond, and in the meanwhile
to pay a specified rate of interest on its face value. In
this way every pavment to be made to the investor by
the corporation is an exact cash sum determined by
contract. When the bonds have been issued, the terms
control and no modification is made unless there
is a subsequent refunding or readjustment of the
agreement between the bondholder and the corporation.

8. Same Trrys ControL OvER Lona Periops

The prevailing method of issuing bonds fits exactly
with the ideas here presented, making the control of
the return a simple accounting matter. Usually there
is a large mortgage authorized covering all or specified
properties of the corporation. Not all the bonds pro-
vided for by the mortgage are issued at once; they are
sold as funds are actually needed for the successive
improvements and extensions of the business. But the
terms of the mortgage and of the bonds issued under it
are definitely fixed. Consequently, all the Londs, even
if issued successively over a long period of time,
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impose the same cash liabilities upon the corporation.
All bear the same maturity and interest.

For illustration, a large corporation creates a
$100,000,000 mortgage, with all of the bonds bearing
an interest rate of 5% upon the face value, and all
maturing at the same time, fifty years from the date
of the mortgage. The corporation then sells its bonds
as the moneys are actually needed for the development
of the business. Assume that to start with $25,000,000
par value of bonds is issued. This would impose a
definite obligation of 5% a year upon $25,000,000 for
fifty years. The annual interest cost, or return, is then
a definite sum beyond dispute and subjeet to account-
ing control; $1,250,000 during the life of the bonds.

Subsequently as more funds are needed for exten-
sions and improvements, more bonds will be issued.
At every point, however, each bond will represent a
definite contract of the same terms as all the bonds
provided under the mortgage. In every instance, the
liability of the corporation, both as to annual interest
payments and final principal, is fixed by contract. If
at any point as the bonds are issued, the approval of
the commission is obtained and the purposes are de-
clared valid, then, the return to be paid by the con-
sumers in the cost of service is exactly determined for
the future in terms of dollars, without any adjustment
for subsequent change in the purchasing power of
money or shift in the market rate of interest.

9. Discount aAND PreMium AvutomaTic RETURN
ADJUSTMENTS

An important point to be considered in connection
with the successive Lond issues is the automatic adjust-
ment to the shifting market rate of interest, even
though the rate of interest on the par value of the



THE RATE OF RETURN 263

bonds is the same on all and remains fixed throughout
their life.

This adjustment is made through the issuance of the
bonds at a so-called premium or discount ; the corpora-
tion receives more or less than the par value of the
bonds according as the market rate of interest is less
or greater than the rate fixed on the par value. Let us
assume that when the mortgage was issued and the
first $25,000,000 of bonds were placed on the market,
the 5% rate fixed for all the bonds corresponded at the
time to the market rate of interest. Whenever the
so-called nominal rate of interest {fixed on the face of
the bond is equal to the market rate, the bonds sell at
par and the corporation obtains the full amount of
cash equal to the face value without premium or dis-
count. Then the net interest burden placed on the
corporation and paid by the consumer is fixed directly
by the nominal rate on the par amount of the bonds.

Subsequently, however, as conditions change, the
market rate of interest may be greater or less than
the nominal 5% fixed in the bond. The nominal rate,
however, would remain constant, and the adjustment
to the market rate would be made through the so-called
discount or premium at which the bonds are sold. If
the market rate is greater there is a discount, or the
bonds bring less than the par value; if the market rate
is less, there is a premium, or the bonds are sold for
more than par.

Let us assume that ten years after the original issue
of $25,000,000, an additional $10,000,000 was sold when
the market rate of interest had advanced from 5% to
6%. To make up this increase, the investors paid an
amount for the bonds correspondingly less than par.
In other words, the bonds were sold at a discount suffi-
ciently less than par to bring the new bondholders for
the remaining life of the bonds a full 6% upon their
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actual cash investment instead of the 5% fixed on the
face value. The discount is the automatic equalizer
between the market rate and the lower nominal rate
of intercst.

In the particular case assumed, when $10,000,000 par
value of 5% bonds were issued on & 6% basis of return
to investors, the corporation obtained actually only
$8,500,000. The difference between this sum and the
$10,000,000 par value is the discount due to the in-
adequacy of the nominal compared with the market
rate. The obligation of the corporation, however, was
to pay 5% a ycar on $10,000,000 together with the
$10,000,000 at the end of forty years, although only
$8,500,000 had been received as direet investment. In
this way the bondholders get 6% on their original
investment, with compound interest on the delayed
portion of the payment to maturity of the bonds.

At the time of issue the full $10,000,000 par value of
the bonds would be shown on the liability side of the
balance sheet as the source of the funds; on the assets
side would appear the $8,500,000 actual cash received
and at the same time there would be shown $1,500,000
as the amount of the discount. Subscquently year by
year, the 5% on the $10,000,000 would be paid, and
the discount would be gradually amortized and with
the direct interest charged off against income, so that
the 5% payment, together with the annual amortiza-
tion of discount, would pay the 6% on the investment,
with compound interest on the delayed payments. At
maturity of the bonds the full discount will have been
amortized, so that the company would have paid
throughout 6% on the investment; the payment of the
final $10,000,000 would include the original investment
plus $1,500,000 amortized discount which would rep-
resent the delayed interest payments with compound
interest. All these items arc definite sums and would
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be shown beyond dispute in the accounts of the cor-
poration. At the time of the issue, therefore, the
future cost to be placed on the consumer, is definitely
fixed and subject to automatic accounting control.

The same principles control where the market rate
of interest goes below the nominal rate fixed by the
terms of the bonds, except that subsequent issues
would be sold at a premium instcad of a discount.
Then gradually during the lifetime of the bond, the
excessive nominal interest above the market rate con-
trolling at the time of the issue, would be used to coun-
terbalance and amortize the amount of the premium
received through the issue. In the same way, then,
the premium and its gradual amortization during the
lifetime of the bond would equalize the nominal with
the market rate at the time of the issue. The higher
annual interest payments would cover not only the
market interest but would gradually reduce the amount
of the principal returned at the maturity of the honds.

To illustrate, let us suppose that twenty years after
the general mortgage was executed $10,000,000 face
value bonds were issued when the market rate of in-
terest was 414 % instead of the 5% fixed by the bonds,
which then had still thirty years to run. Consequently,
the $10,000,000 par value brought to the corporation
$10,800,000 in cash. This sum was entered among the
assets, and on the other side of the balance sheet was
shown the face value of the bonds together with the
premium of $800,000. Subsequently, the corporation
paid 5% a year upon the face value, but from this had
to be deducted the annual proportionate part of the
premium amortization. Therefore, the 5% a year, less
this amortization, brought 414% upon the investment;
the amount of the amortization constituted payment
of the principal to the investors, providing during the
life of the bonds for the absorption of the premium.



266 REGULATION OF PUBLIC UTILITIES

All these facts are definitely determined at the time
of the issue and would impose for the full thirty years
a 4% % return to be paid by the corporation. This
would not be affected by any subsequent variation in
interest rates when further bonds had to be issued
as time went on, and would determine the cost to be
borne by consumers. And, particularly, would not
affect the original 5% and the later 6% paid on the
prior issues.

10. Boxnps AND PrErFERrRED STOCK BEAR DEFINITE RATE

It is clear, therefore, that in so far as future invest-
ments are made through bond issues, there would be
complete and automatic control of the return paid to
the investors.

The same principle applies to all forms of bond
or note issues. It controls also, in practically the same
way, the issuance of preferred stock where the rate of
dividends to be paid is fixed in the stock certificate.
The amount that the investor is to receive annually
is stated as definitely as in the bonds, except that it is
not in the form of an absolute obligation and there
is no legal default if the earnings are not sufficient
to pay the amount. But if the earnings permit, the
preferred stockholder receives a specified percentage
on the par value of his stock. If, then, new funds are
obtained by the corporation through the issuance of
preferred stock, the terms again are fixed by contract,
and the expected return is established at the time of
the issuance; the facts appear directly in the accounts
and are constantly available for rate making.

Let us assume that at a particular time the corpora-
tion needs a further $10,000,000 and it decides to issue
7% preferred stock. Let us assume that at the time
of the issue the 7% nominal rate agreed with the mar-
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ket rate required by investors for this particular grade
of security. With this assumption, the corporation
would get $10,000,000 as an additional investment,
and it would be obligated to pay 7% a year on the
amount. This would constitute the annual cost to be
borne by the consumers and included in the rates fixed
for service. It would not change so long as the stock
remained outstanding.

Suppose subsequently market conditions shift and
the investors would require 8% instead of the 7%
provided in the certificate. Then, exactly as in the
case of bonds where the nominal rate is less than the
market, an issue of stock at that time would be sold
at a discount, with the result that the 7% paid an-
nually on the par value would be equivalent to 8%
upon the actual cash contributed to the corporation.
Since, however, there is no date of maturity for the
stock, there would be no amortization of the disecount
and the annual payment would be the net cost charged
to consumers.

Conversely where the market rate of return is less
than the 7% fixed in the certificates, the issue would
sell at a premium, with the result that the 7% paid
on the par value would be equivalent to the lower
market rate on the amount actually paid to the corpo-
ration. The discount or the premium at the time of
the issue would automatically equalize the nominal
rate of dividends fixed in the certificate. The facts
would be entered in the accounts and would be
constantly available for rate making.

11. ComMmon Stock Practick NEEDS MODIFICATION

There would be a problem, however, in the issuance
of common stock on which generally there is no fixed
rate of dividends. Under present practice the com-
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mon stock is entitled to the residual carnings of the
corporation after all fixed charges have been paid
and after the declaration of preferred dividends.
There is no legal limit upon the dividends on common
stock so that any rate may be paid according to the
earnings available for the purpose. The only general
corporate restriction is that dividends must not be paid
out of capital but out of earnings of the corporations,
or out of surplus accumulated from profits of prior
years.

For such automatic accounting control of invest-
ment and return as proposed, it would be desirable
to transform all the capital stock of public utility and
railroad corporations practically into preferred stock
with specified dividend rates. If this were done, the
rate of return would be determined by the market,
just as with preferred stock or bonds. There would
be a predetermined annual dividend return on each
share of stock, and its value at any point would depend
upon the market rate of return.

To fit future common stock issues most conveniently
to the proposed plan of automatic control of return,
would require, first, that the practice of issuing com-
mon stock with no specified dividend rate be changed
by legislative action as applied to utilities. In the sce-
ond place, there would have to be legislative permis-
sion also to issue capital stock at a discount. Under
the present law there is no hindrance to issue stock
at a premium above par value where such greater
amount is determined by market conditions, but there
is no corresponding sanction to issue stock below par
if the market does not uphold the par value. But with
such definite regulation as here suggested, the inher-
ited practice of common stock unlimited as to dividend
rate but with the prevention of issue below par, has
outworn its usefulness and should be adjusted to the



THE RATE OF RETURN 269

conditions of the regulated enterprises. If the return
in any event is to be limited by regulation, why not
place the limitation in an exact form directly in the
stock itself; and if the basis of the return is to be
actual investment, then why not recognize this also
in the direct issue, permitting it at a discount as well
as premium according to the particular market condi-
tions? If these changes in the law fit better the con-
ditions of public utility investment, why should they
not be made? The form of the stock should be con-
veniently adjusted to the facts and requirements of
regulation. The rights and limitations ought to stand
directly in the stock certificates, and should not be
indirectly established by external conditions,

Even in ordinary corporation finance, where the rate
of dividends on common stock is not limited, its mar-
ket value is nevertheless based upon an assumed earn-
ing power which is indicated by the history and the
prospects of the corporation. For example, even if the
stock does not have directly the term of 8% dividends,
nevertheless if this has come to be its established earn-
ing power and is likely to be continued for the future,
it is the basis upon which its market value is deter-
mined. TIf, then, with an established earning power of
8% dividends, the market rate of return upon the par-
ticular security is higher than 8%, the stock sclls at a
discount, and if lower it sells at a premium. While the
stock cannot be issued directly at a discount, after its
issue it is sold below or above par according to its ex-
pected earning power and the market rate of return.

These are the controlling facts which fix market
values of common stock without a nominal dividend
rate. If, then, the market value is based upon a pre-
supposed dividend rate, why not recognize that fact
outright in the case of utilities, and place on the stock
a limited rate to which the investors are entitled after
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they have contributed the funds to the corporation?
If such limit is fixed, and the dividend is included in
the cost of service, just as interest on bonds and divi-
dends on preferred stock, there would be an automatic
adjustment to changing market conditions and with
every new issue the actual cost would be determined
and subject to continuous acecounting control.

But the rigid control of return for future invest-
ment does not depend upon the modifications in the
form of common stock. While the changes suggested
would facilitate the accounting, the return on future
common stock investment could be determined defi-
nitely even without such adjustments. All that would
be necessary is the pronouncement that future invest-
ments made through common stock issues would he en-
titled to a specified rate upon the par value. In this
way a nominal rate would be established indireetly by
commission action instead of directly in the stock
certificates.

Let us assume that the commission has definitely
pronounced that an 8% nominal rate will be allowed,
and no more, upon all future common stock issues. If
complete adjustment has been made as to issues prior
to the initial valuation, then the investors would know
definitely that they are to receive a return of 8% on
the par value and would pay for the stock accordingly.
Although the certificates would not carry a nominal
rate, they would have a limited dividend imposed by
order of the commission. The facts would be clear,
although they would not be shown in the form of the
securities.

12. CommoN Stock NEecLiciBLE FacTor

In any case, however, future capital would be raised
preponderantly through bonds with fixed interest rates
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or preferred stock with limited dividends. Compara- -
tively little, if any, actual investment would be made,
through common stock, whatever the form of the
limitation upon the return.

Our idea of common stock harks back to unregulated
and speculative business, and does not square with the
underlying notions of regulation, however vaguely de-
fined and unsatisfactorily carried out. Common stock
is viewed generally as a risk bearer, protecting bond
holders and preferred stockholders from the fluctua-
tions and hazards of the business. But this conception
does not correspond with the facts which do or should
control in the regulated enterprises. The risk element
or the speculative factor has been largely eliminated,
and all security owners are in reality treated as public
creditors. All are entitled to a fair return and, within
the limits of what the traffic will bear, are practically
guaranteed the return.

The return is bound to be considered as a public
obligation to investors, and not as a risk or speculative
reward determined largely by exterior competitive
forces. The amount of the return is included in the
total cost of service to be paid by the consumers.
These principles are recognized even under the present
vague and undefined procedure, and would be carried
out to the letter under the proposed plan. Conse-
quently, since the conditions pertaining to utility com-
mon stocks are entirely different from those of compe-
titive industries, the form and legal provisions should
correspond to the particular status.

It is due in large measure fo the peculiar conditions
brought about by active regulation that very little
capital has been raised in recent years by utility com-
panies through common stock. The bulk of new invest-
ments has come through bonds, a much smaller amount
through preferred stock, and probably a still smaller
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portion through common stock. This has been due to
the newly established limitation in the return, and par-
ticularly to the fact that in a large proportion of
cases common stock had no marketable equity. Kven
if in any case stock had been considered as a means of
raising new capital, its rights would have been merged
with those of the previously existing stock which had
little or inadequate support to permit the sale of the
proposed issue at par. As previously indicated, only
about 25% of the new sccurities in recent years have
been stock, common and preferred, and a large propor-
tion of this small percentage represented control or
duplications in the acquisitions of other stock without
any ncew investment.

The proportion of new financing in utilitics through
common stock is certain to decline still further in the
future, and perhaps disappear altogether if the pro-
posed fixing of the return is adopted. After the ap-
praisals arc made of existing propertics and the ac-
counts rewritten in accordance with the proposed plan,
one of two methods may be adopted, as explained in
Chapter IX. R ither the common stock outstanding
would be reissued in each case to conform to its ascer-
tained equity in the properties, or its par value would
remain the same as before and the adjustment defi-
nitely stated in the balance sheet. In the latter case,
an additional issue of common stock in most cases
would be an impossibility unless the restriction of issue
below par were removed; for the new shares would
represent investment at least equal to par, while the
earlier shares may have an equity less than par. Of
course, the rights of the earlier issue could be distin-
guished from the subsequent, but then one or the other
would really constitute preferred stock. In faet, how-
ever, common stock issued for actual investment has
not been very important in recent years. It has
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represented mostly control by holding companies, not
new investment.

But whatever method is adopted, the issue of com-
mon stock with a fixed rate of dividend would serve
no purpose. Under the proposed plan the major fune-
tion of common stock, the bearing of risk, would be vir-
tually eliminated. The capital stock already existing
would continue in financial control of the properties
but there would be no special advantage or function
in such control. All additional capital may as well
be raised through bonds or preferred stock. If, how-
ever, some common stock were issued, its return would
be determined and kept under accounting control just
as the return upon any other form of security.!

13. (CONCLUSION

¢“TFair return’’ can thus be defined and controlled
just as readily as ‘‘fair value.”” The rate base and the
rate of return should alike rest upon cost. After the
appraisal of existing properties, a fixed rate of return
should be established. Both factors should remain per-
manent as the basis of return on existing properties.
Future capital additions, frem whatever source, would
be shown by the accounts, both as to amount invested
and the return paid to the investors.

The point to bear in mind is that if we wish effective
regulation over public utilities, all speculative factors
must be removed. Investments in utilities must be
put on the solid basis of fact. The difference in classes

1 The issue of stock of non-par value has come into considerable use
during recent years. Whatever advantages it may have for non-
regulated industrial corporations, it is not well suited to the purpose of
exact public utility regulation. DPar value securities lend themselves
more readily to convenient determination of investment and return.
If, however, non-par value stock is used for utilities, the return should

be made a fixed amount per share, If this is done, the return becomes
an exact factor even if not most conveniently shown in the accounts.
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of securities of a utility should consist only as to pri-
ority of lien. The common stock would thus merely
be the last junior lien upon the property but its yield
would be determined by the same factors as the re-
turn upon the prior lien securities. After the rate base
and the rate of return have both been determined for
existing investments on a reasonable basis, future
operation could be carried on under strict cost con-
trol. The investors would know what their return is
to be, while the public would know its exact obligations.



CHAPTER XI
RATE SCHEDULES

1. Total cost and individual rates. 2. Flat rate popular.
3. Direet and indirect costs. 4. “What the traffic will bear.”
5. Railroad freight classification. 6. Other rates may need
classifieation. 7. Peak load and average demand. 8. Maximum
utilization desirable. 9. No diserimination involved. 10. Com-
mercial users should bear heavier burden. 11. Zone system on
sireet railways. 12. Flexible rates. 13. Rates fixed by fran-
chise or contract. 14. Revision of franchise and contract rates,
15. Conclusion.

1. ToraL Cost aAND INDIVIDUAL RATES

In our discussion of rates in the preceding chapters,
we were concerned with the charges for the product
or service in the aggregate. We endeavored to show
that the only workable basis of rate making is the cost
to the utility. The total yield from rates should be
sufficient to pay for the total cost of the service. Rate
making, however, does not end with the determination
of the rights of the investors, duties of the consumers,
and with the accounting control of these rights and
duties. It is necessary, in addition, to fix rate sched-
ules, grouping the consumers into suitable classes and
establishing a specific rate for each class.

The making of rate schedules involves in part de-
tailed and complicated cost analyses and in part con-
sideration of public policy as to what is desirable on
broad social grounds. Up to the present, the commis-
sions have contributed comparatively little, and have

275



276 REGULATION OF PUBLIC UTILITIES

hardly ever taken the initiative, in working out scien-
tific rate schedules. Too much of their time and ef-
fort have been consumed in endless wrangling over val-
uations and returns. Whatever progress has been
made in rate diversification, is due mostly to the efforts
of the utilitics themselves. But, under the uncertain-
ties of rate making, the motive has been the same as
that of private monopoly. The companies have sought
such diversified rates as would produce the largest
returns without immediate regard to relative costs or
desirable public policy.

If, however, the total cost to be borne by the public
is exactly determined, as we propose, the commissions
would be free to engage in the more constructive as-
pects of regulation, among which the establishment
of rate schedules would be of prime importance.
Proper rate diversification can be worked out only
through painstaking research and experimentation,
and should not be circumseribed by legislation. The
commissions with their staff of experts should be un-
hampered to carry on the work. But they should be-
gin with clearing the ground of the existing confusion
as to the total costs.

2. Frat Rate Porurar

It is not our purpose to consider the routine of pre-
paring rate schedules in general, or to show how sched-
ules are to be constructed for particular utilitiecs. We
shall discuss only very general principles which should
control. But their application must be governed by
the specific requirement of each case, as revealed by
careful research and experimentation.

At the outset it is well to acknowledge the fact that
diversified rates for different groups of consumers
tend to arouse public criticism. The common view is
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that there should be a uniform rate for the services or
products of any utility; a flat rate of fare on street
railways, a single rate per thousand cubic feet of gas,
or per kilowatt hour of electricity, etc., for all classes
of consumers,

This demand for uniformity in rates is widespread,
and has to be taken into account. Under such policy,
rates would be determined by the total cost and the
total amount of the service. Thus, the total cost of
street railway transportation in a city would be di-
vided by the total number of passengers carried to
establish a single rate of fare. Likewise, the total cost
of cleetricity or of gas production and distribution
would be divided by the number of kilowatt hours or
cubic feet sold to determine the rate per unit.

Such a procedure has the advantage of simplicity
and does carry with it a rough idea of justice in that
all consumers seem to be treated alike. We believe,
however, that it does not meet the operating and
financial conditions in most of the utilities. Its sim-
plicity and apparent justice, however, are important
elements and should control, unless a departure from
a uniform rate is clearly justified cither because of
variation in cost or for other adequate reasons.

3. Direct anp InDirecT CosTs

The starting point in rate making is the total cost of
providing the totlal service. After this has been es-
tablished, the problem is whether there are material
differences in cost between different parts of the serv-
icc rendered. Tor example, in railroad traffic there
is first the distinetion between passenger and freight
service; the cost of the one should not be borne by
the other. Likewise in the hauling of freight itself
certain classes of commodities require more cxpensive
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handling than others; consequently, their rates should
be adequate to cover the higher cost. Similarly, in
most of the local utilities there are directly variable
costs which should rceeive independent consideration.
The direct cost of one service should not be borne by
another.

In the classification of the different kinds of service,
the first step is to determine the separable or so-called
direct costs incurred in the production of such service.
They consist of items definitely chargeable to a specific
class of service, while the indirect are costs incurred
in the total service which cannot be definitely assigned
to any particular class. The first can be charged
directly in the rates levied upon the various groups,
while the sccond have to be allocated or apportioned
among the groups upon some recasonable basis.

The direct charges can usually be fairly well de-
termined, although even these often require rough
approximations. They mostly consist of the cost of
labor and materials, or the provision of particular
facilities, which impose a specific burden upon the
service in question. These direct charges are some-
times called variable expenses, because they vary more
or less directly with the amount of the particular serv-
ice rendered. The indirect costs are often referred
to as non-variable, because they are incurred through
the very fact of operation, and do not inerease or
decrease with the amount of any particular service.?

The most difficult problem in the preparation of a

1No attempt is made at extreme precision in the use of terms. For
our purpose, direct expense, variable costs, out-of-pocket costs, or addi-
tional costs, are used interchangeably to express the conception of
costs incurred specifically for particular service, as compared with those
imposed upon the husiness as a whole without immediate connection
with any one class of service. The latter will be referred to as indi-
rect expense, non-variable, general, overhead or joint costs. The terms
as used will include not only operating expenses as strictly defined,
but also taxes and return on investment.
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rate schedule is the allocation or apportionment of
the indirect or non-variable charges, which, as a whole,
must be borne by the consumers, but which do not bear
an exact quantitative relation to the different groups.
There has to be some basis of apportionment which is
reasonable and in accord with the underlying facts
of the business. Frequently the allocation is made
apon a more or less arbitrary basis. For example, the
total indirect expense of a utility may be distributed
among the different groups of service on the basis
of direct expenses, or according to the relative units
of service provided for each group, or upon some
similarly mechanical basis.

Such methods of allocation are mostly of a statis-
tical character, and usually furnish fairly satisfactory
results. But they are likely to be misleading if not
analyzed critically, for they may defeat the very pur-
pose of desirable rate diversification. A commission
should not commit itself to any particular method of
cost allocation, but should have regard for the purposes
involved, and should then apply in each case such
methods as will best serve the desired end.

4. ‘““Wiuar THE Trarric WiLL Bear?”’

The chief objeet of any rate classification should be
to make available the maximum amount of service at
the lowest possible charge to each group. Having this
purpose in mind, we believe that the best basis for the
apportionment of the indirect costs, is the relative
ability of each group to contribute. The separation
into different classes of consumers is usually in itself
a tacit recognition of their relative ability to bear
higher or lower charges. The very fact that one group
can contribute but little, while another can contribute
substantially to the joint costs, sets one apart from
the other. Relative ability to absorb the non-variable
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charges should therefore be the primary or chief basis
of rate classification.

To a large extent this basis corresponds to the prin-
ciple of ‘“what the traffic will bear.”” This phrase
conveys broadly the idea that every class of service
pays such rates above the direet cost as will bring the
largest return to the business. After the out-of-pocket
costs are covered, then every addition to the price or
charge is net gain, and the limit is set by the decreasing
volume of sales with the increasing price to consumers.
““What the traffic will bear’’ is the price which taken
with volume of sales produces the maximum return
above direct expenses.

There is, however, this difference between the more
general connotation of ‘‘what the traffic will bear”’
and its proper application to public utility rates. In
its general significance, a corporation would charge
any class of consumers a rate or price which would
bring the greatest profits. This would be the case with
a business whose product or service is not subject
to price control. In the case of utilities, however,
the total charges to the public are limited by the total
cost of service. Consequently, the general idea of
“‘what the traffic will bear’’ would be applied to the
allocation of the joint costs only to the extent of de-
fraying these items, and not beyond. ‘‘What the
traffic will bear’’ can be applied only to the relative
ability of the different classes of consumers to share
in the total joint costs chargeable to the public. It
does not connote any profit element beyond the total
costs of the utility.

5. RaiLroap FreicHT CLASSIFICATION

The idea of distributing the joint costs according to
relative ability has been applied most extensively to
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the determination of railroad freight rates. In the
determination of a rate schedule for freight, there
is first of all the so-called ‘‘classification.’” The bulk
of the different kinds of commodities carried by a
railroad are grouped into half a dozen or more classes.
Each class contains a number of different kinds of
commodities, which are subject to the same rate per
unit, per hundred pounds, or ton, or other physical
measurement employed. At one end is the class that
carries the highest rates, counsisting generally of val-
uable articles, mostly of finished manufactured goods,
which are able to bear the highest rate without affect-
ing materially the quantity offered for transportation.
At the other end is the lowest grade of more bulky
and cheaper goods, usually raw materials, which must
have low rates if they arve to be transported at all. In
between are the different groups more or less in the
order of their relative ability to carry charges for
their transportation,

In the practical determination of a railway freight
classification, a large number of factors are consid-
ercd. Some of these Involve more or less directly
the question of direet cost. This appears in the bulk,
weight, fragility, risk, ete. Other things being equal,
an article which involves heavy direet expense will
go to the higher classification and pay a higher rate,
while one that causes little additional expense will go
to a lower classifiecation. Nevertheless, a largely con-
trolling, often unconsciously applied, factor, is the
relative ability of the different commodities to stand
the higher or lower rates above the direct costs. The
purpose of the railroad is to establish such schedules
as will produce the maximum traffic with the greatest
return from each class. The underlying idea is to
make cach class of freight convey its own out-of-pocket
costs and to contribute as much as possible to the total
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joint costs and to the profits of the business. The
highest classification includes principally goods which
contribute most heavily to the joint expenses and
profits, while the lowest group conveys the least.

From the company’s standpoint, the purpose has
been to obtain from each class the maximum return
above the direct costs, without regard to the total costs
of operation. From the standpoint of regulation, how-
ever, the purpose should be to make each class share
according to its relative ability in the total joint costs
without any increment beyond the fixed return on the
total investment.

6. Oruarr Rates May NEep CLASSIFICATION

The same idea of apportioning the indirect costs to
the different classes of consumers according to rela-
tive ability, should control in most of the utilities. It
has come to be rather definitely recognized, however,
only in the case of railroad freight rates. In other
utilities it has doubtless figured at times in rate de-
termination, but has scldom been employed deliberately
as a basis of classification.

In the simpler utilitics, the idea is perhaps not par-
ticularly important, and its practical application is
limited. For example, in the production and distri-
bution of gas, the process of manufacture is practically
continuous throughout the day, and the product can be
readily stored; consequently, the bulk of the costs
can be viewed as direct, and there is no important issue
involved in the distribution of indirect costs. For the
most part, it has been deemed the simplest and the
most workable policy to charge a uniform gas rate for
all classes of consumers.

But even with gas, there are substantial joint costs
in which the question of relative ability to pay may be
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worth considering. There might be a wider utiliza-
tion of gas for various commercial purposes if lower
rates were established for them than for ordinary do-
mestic uses. It is difficult to determine to what extent
such diversification is desirable, but the commission
should be free to make investigations and experimen-
tation along this line.

Iiven in such a comparatively simple utility as gas
a searching investigation may prove that a consider-
able group of consumers require special outlays for
additional capital, together with relatively large oper-
ating costs in spite of the fact that they consume rela-
tively small amounts of gas. Such groups usually
should pay a rate at least sufficient to cover the ex-
penses incurred in their behalf. It is probably true
that under a uniform gas rate many consumers have
not borne their proper share of even the direct costs.
It may be good public policy under certain conditions
not to require a given group to pay the full cost of
the service, but in such a case we should frankly
recognize the fact, and not cover it up by fixing a
single rate, on the tacit assumption that there is no
other course to pursue.

7. Prax Loap anp AveracE DEMAND

For the more complicated utilities, a wide variation
in charges between different classes of consumers is
practically inevitable. Its basis is bound to be largely
the relative ability of the various groups in the com-
munity to pay an amount above the direct cost of the
particular service.

An excellent illustration is found in the production
and distribution of clectricity. A company furnishes
clectricity to light and power consumers. But for each
of these general groups, there is such wide variation
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joint costs and to the profits of the business. The
highest classification includes principally goods which
contribute most heavily to the joint expenses and
profits, while the lowest group conveys the least.
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of operation. From the standpoint of regulation, how-
ever, the purpose should be to make each class share
according to its relative ability in the total joint costs
without any increment beyond the fixed return on the
total investment.

6. Otuer RaTtEs May NEeEp CLASSIFICATION

The same idea of apportioning the indireet costs to
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only in the case of railroad freight rates. In other
utilities it has doubtless figured at times in rate de-
termination, but has seldom been employed deliberately
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bution of gas, the process of manufacture is practically
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worth considering. There might be a wider utiliza-
tion of gas for various commercial purposes if lower
rates were established for them than for ordinary do-
mestic uses. It is difficult to determine to what extent
such diversification is desirable, but the commission
should be free to make investigations and experimen-
tation along this line.

iven in such a comparatively simple utility as gas
a searching investigation may prove that a consider-
able group of consumers require special outlays for
additional capital, together with relatively large oper-
ating costs in spite of the fact that they consume rela-
tively small amounts of gas. Such groups usually
should pay a rate at least sufficient to cover the ex-
penses incurred in their behalf. It is probably true
that under a uniform gas rate many consumers have
not borne their proper share of even the direct costs.
It may be good publie policy under certain conditions
not to require a given group to pay the full cost of
the service, but in such a case we should frankly
recognize the fact, and not cover it up by fixing a
single rate, on the tacit assumption that there is no
other course to pursue.
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For the more complicated utilities, a wide variation
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practically incvitable. Its basis is bound to be largely
the relative ability of the various groups in the com-
munity to pay an amount above the direct cost of the
particular service.

An excellent illustration is found in the production
and distribution of clectricity. A company furnishes
clectricity to light and power consumers. But for each
of these general groups, there is such wide variation
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in direct cost of service, the quantity of current con-
sumed, the time of use, the availability of substitute
service, that proper classification for a scientifie rate
schedule becomes an unavoidable but an exceedingly
complex problem.

The best approach to a study of the complicated con-
ditions in making a desirable rate schedule, is through
consideration of the variation in demand for service
during the different hours of the day or different parts
of the year. A company must be prepared to furnish
service at the maximum point of demand, and must
provide facilities accordingly, together with a reason-
able margin for safety. 1t must have enough gener-
ating capacity to provide the so-called peak load, when
maximum cousumption takes place, without regard to
the much lower demand at other times of the day or at
different scasons of the year. It is this maximum de-
mand, or peak load, which determines the amount of
power plant and equipment, and other facilities, that
must be provided. In other words, the amount of the
investment is fixed by the peak load. Consequently,
in the determination of an electric schedule, consid-
eration must be given to the relative contribution of
the different rate groups to the demand at the peak
load; or, more accurately stated, such relative share
in the maximum demand is an important clement in the
electrie rate classification.

Ior illustration, let us assume some consumers de-
mand service only during the maximum period of con-
sumption, and do not take scrvice during the rest of
the day. Clearly, they together compel the corpora-
tion to furnish corresponding additional generating
capacity exclusively for their use for only a short
period of time. Conscquently, the entire return on
this additional investment is a direct charge to the
group, and the out-of-pocket cost of service is great
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in proportion to the number of kilowatt hours con-
sumed by the group. The rates, therefore, must cover
as direct cost, not only the labor and materials at the
peak, but also the interest upon the special invest-
ment; and they must be high accordingly, if part of
the direct cost is not to be borne by other groups in
the community.

Other consumers may take service wholly off the
peak period, at a time of general minimum demand
or least consumption. In their case, the direet assign-
able costs are low. TFor them there is no separable
plant investment. All the existing generating facili-
ties would have to be provided even if they were not
served. Morcover, the direet labor and materials cost
would be relatively low, because even during the low-
est point of demand the fires must be continued, so that
the provision of the required eleetricity involves but
slight additional cost for labor, coal and other mate-
rials. Consequently, for this group the strietly assign-
able expense is very small, and the question is, what
proportion should it contribute to the joint expenses
of the business?

It is particularly with the serviee during the off-
peak period that there must be carcful regard for the
principle of relative ability, or what the traffic will
bear. Tt is during this period that the demand for elee-
tricity can be greatly developed by establishing rates
which will attract new business, but will require little
outlay to supply the additional service.

After the amount of investment has been determined
by the peak requirements, there should be such dif-
ferentiation in rates as to bring about the maximum
utilization of the plant and equipment during off-peak
periods, and to make cach group of consumers con-
tribute according to relative ability to the joint costs
of operation. A particular group may be able to con-



286 REGULATION OF PUBLIC UTILITIES

tribute very little; but, if it pays its direct costs and
shares even slightly in the joint charges, it assists in
the fuller utilization of the propertics. Another group
is able to pay a larger share; and all the groups to-
gether pay the total costs. As in the railway freight
classification, there must be regard to the relative
ability of the different groups of consumers. to
contribute to the joint costs.

8. MaxmmuMm UririzatioNn DESIRABLE

In actual electric rate making, the principle of rate
differentiation on the basis of relative ability of the
different groups to contribute to the joint costs, has
been used very little as a deliberate policy. Ffforts
have been made, however, to fix clectric rates aceord-
ing to cost, especially with careful analysis of direct
costs. But the distribution of joint costs has been
made mostly by mechanical or statistical methods of
allocation, with little consideration to the grouping of
consumers according to what the traffic would bear.
The latter principle, while difficult to apply, is the
proper basis of allocation; it encourages the fullest
utilization of the equipment, reduces the burden of
indirect costs to all consumers, and is thus of the
greatest benefit to the community as a whole.

The effect of rate differentiation upon utilization of
plant and equipment is reflected by the so-called load
factor. This is the ratio of the average use of plant
capacity to the maximum requirement. Thus, suppose
one company has a maximum demand of 100,000 kilo-
watts, the highest point during a day, while the average
demand for the day is 25,000 kilowatts. Another has
the same maximum of 100,000 kilowatts, but an average
demand of 80,000 kilowatts. Tn the first case there
is an average daily utilization of only 25% of the plant
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maximum, which is a low load factor. In the second,
there is the same maximum demand but an average of
80%, which is a high load factor.

The load factor represents the degree of utilization
of clectric facilities and is used as an index of effi-
ciency in operation. The electric companies have done
a great deal themselves to raise the load factor. The
commissions have concerned themselves principally
with rates for the ordinary domestic and the small
commercial consumers, who have presented the bulk
of the complaints against high rates and who have
been the chief beneficiaries from the efforts at rate
regulation. For the larger commercial consumers,
however, the utilities have been practically free to fix
the rates as they wished, subjeet only to the general
requirement of filing the schedules with the commis-
sions and avoiding diserimination. Within a compara-
tively wide latitude to experiment with rates, many
companies have gained extensive experience in group-
ing commercial consumers along the lines here sug-
gested—for the most complete utilization of plant and
equipment, making cach class contribute to the joint
costs of operation according to ability.

By adopting this policy, more or less deliberately,
many companies have had striking sucecess in leveling
up their load factor with direct benefit not only to
themselves, but to the large number of small light and
commereial power consumers. Along this line there is
great opportunity for the companies and the commis-
sions to make further advances. This cannot be sat-
isfactorily accomplished through use of statistical
formulas, but can be brought about only by intelligent
research and experimentation.

Although the use of the load factor as an operating
index is probably best suited to the electrie utilities,
the idea behind it need not be confined to them alone.
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The aim of all utilities should be the most profitable
maximum utilization of the facilities within the limits
of rate control. This aim can best be reached in most
instances through proper rate diversification.

9. No DiscriMiNATION INVOLVED

There may be popular criticism against such rate
differentiation on the ground that it is diseriminatory
against small consumers. But a clear understanding of
what is involved will meet the objection.

The point must be kept clear that for cach group
of consumers the purpose would be to obtain a contri-
bution to the joint costs in proportion to their ability.
‘While at times mistakes would probably be made in
the classification, the object, nevertheless, would be to
separate the groups according to their relative ability
to contribute to the joint costs in addition to the direet
expenses incurred for each group.

With this idea eclearly in mind, there would mani-
festly be no ground for objection on the part of the
small lighting consumers. First of all, we must real-
ize that usually the lighting consumers cause the peak
or maximum demand. Consquently, if they are the
only consumers, they must pay all the costs of oper-
ation, including both direct charges and joint expenses.
But if the company is able to obtain commerecial users
for the period when the plant and equipment would not
be otherwise utilized, there is an advantage for the
domestic consumers in that the off-peak users con-
tribute a substantial amount to the fixed charges. This
means they will pay lower rates because of the rate
differentiation and the maximum utilization of the
plant than if the same rate per kilowatt hour was pre-
scribed for all classes of consumers. There is no at-
tempt at discrimination, but only such variation in
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rates as will benefit all users and obtain the widest pos-
sible distribution of the joint costs.

10. CommMmEerciaL Users SHouLD BEArR HEAVIER BURDEN

A practical course in establishing such rate differ-
entiation would be to determine carefully the direet
cosls of the various commerecial users and then to place
on cach class a portion of joint costs on the basis of
relative ability. This would fix the rates for commer-
cial users strictly according to ‘“what the traffiec will
bear,”’ and in most cases would probably obtain from
them the maximum of the joint costs.

Then in fixing the rates for domestic consumers, we
would place on them only the direct costs of operation
and the remaining joint costs which could not be ab-
sorbed by the commercial load. In the case of a large
utility with a high load factor, such a policy would
place the bulk, if not all of the joint costs, upon the
commercial users, and would leave only a small burden,
if any, for domestic lighting. In many instances the
commercial users might be able to bear even more
than the actual joint costs incurred. In other words,
if they paid rates without limits upon ‘“what the traf-
fic will bear,’’ they would pay not only their own direct
expenses, but would bear all of the joint costs of the
business as well as some direet expenses of the lighting
consumers.

The commissions in developing syvstematie rate dif-
ferentiation would indeed face the question whether,
in following the idea of distributing joint costs accord-
ing to relative ability, it would not be desirable to
charge commercial consumers what the traffic will bear,
and then place upon the lighting consumers only the
remainder of the costs. Tf this course were pursued,
in many cases the ordinary lighting rates would be
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substantially lower than the direet costs of furnish-
ing the service. This, of course, would be a matter of
large public policy, to be determined according to
broad social considerations. There are important
public advantages in wide and general use of elec-
tricity. There are few forees in modern life that tend
to raise the standard of living as much as eleetric cur-
rent in the home. It might, therefore, be good policy
to let the commerecial users absorb as large a share
of the costs of the business as possible, and place upon
the domestic consumers only the balance of the costs
with the purpose of fixing the rates at a minimum
point.

In the more complicated utilities, like railroads, tele-
phone and telegraph, and electricity, where a large
proportion of the serviee is of an industrial or com-
mercial character, there is no great social reason why
charges should not be based on ‘‘what the traffic will
bear.”” If commercial rates were below this point it
would probably result in somewhat greater profits to
the producers rather than in lower prices for the
ultimate consumer. These prices arc usually deter-
mined by general market conditions and affected very
slightly by the particular utility rates.

We believe that for the most part commercial rates
might well be based throughout upon ‘‘what the traffic
will bear,”’ but that any excess earnings above the fixed
return to the investors should be safeguarded for the
benefit of the publie. As already suggested, in some
cases the excess might be used to reduce rates for do-
mestic users, where the service enhances personal
well being. But where this does not seem feasible, it
may be used also as a source of funds for the extension
and improvement of service, or it may become a part
of the public revenues.

The possibility of using public service corporations



RATE SCHEDULES 291

as a source of public revenue by taking the excess
above the stipulated returns, deserves serious consid-
eration in the determination of future rate schedules.
It promises large revenues, with little public burden
and small expense of collection. In any event, this is
a matter of policy, subject to determination by the
public authorities, but it would be rendered entirely
feasible if the total return payable to the investors
is once definitely fixed, so that their rights would not
be affected by the particular policy.

11. ZoxNE SYSTEM ON STREET RAILWAYS

The prineciple of rate differentiation discussed in
the preceding scctions has chief application in charges
for electricity and railway freight. It has bearing,
however, on all public utilitics and should be kept in
mind by the commissions in establishing any rate
schedule.

The street railways, for example, are subject to peak
demands in exactly the same way as are the eleetric
properties. A company must provide plant and equip-
ment to take care of the maximum demand during the
morning and evening rush hours. Consequently, a
large proportion of the property is utilized only for a
comparatively short period of the day and remains idle
during other hours. Leveling up the load would re-
duce the burden of overheads, and fixing rates for that
purpose would be desirable if feasible.

There is, however, great difficulty in applying the
priuciple of rate differentiation to strect railway rates.
So far, the practice of a single flat rate for all riders
has been generally in vogue. But during recent years
there has been a great deal of discussion and con-
siderable experimentation with departures from the
single fare. As yet, however, there has not been suf-
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ficient experience to justify the establishment of any
rate schedule that departs appreciably from the
uniform single fare.

There has been considerable interest in the so-called
zone system, where the rate varies according to the
distance traveled. The city or district is divided into
zones or arecas of approximately equal distances. A
flat rate is fixed for each zone, with an additional lower
fare as a passenger is carried through each successive
area. For the first zone the rate may be three cents,
and for each additional zone two cents.

No general conclusion can yet be drawn as to the de-
sirability of the zone system, but it furnished valuable
experience. There are two points, however, which
must be considered in applying the zone system and
judging its results. Tirst, the direet cost of street
railway service is difficult to determine, and second,
the distance factor may be easily cxaggerated. If a
company must provide plant and equipment for the
peak load, and must furnish a schedule of service
based upon the more general convenience of the publie,
the bulk of its costs is practically fixed and only a small
proportion is of a direct character.

If this idea is kept clearly in mind, we see that a
long distance passenger, even though he pays the same
flat rate as the short distance rider, will nevertheless
be profitable so long as he pays something above the
direct cost of his transportation. The question is not
merely of relative distance. The assignment of cost
on the basis of distance may result in burdening, rather
than assisting, the properties financially. We must
consider the effect of the distance traffic upon the utili-
zation of the plant. The long distance traffic is profit-
able if it contributes its own direct charges and pays
something toward the joint costs. A scientific rate
schedule would seck to make the long distance riders
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pay according to their ability to the joint costs. But
it would obviate fixing the charges so high as to dis-
courage or cut off the long distance traffie. This has
been the difficulty in many of the experiments with the
zone system. The increase in charges with each sue-
cessive zone piles up the rate so rapidly for any con-
siderable distance as to make riding prohibitive. In
so far as the increase in such successive rates repre-
sents actual direet cost of transportation, the discour-
agement to long distance riding is not a loss. But the
question is whether the inereases in most cases have
not been so great as to limit the use of the facilities
without any advantage to the short distance traffic.

The street railways must have a large traffic to bear
the total burden of joint costs. 1If their rate schedules
are constructed on an arbitrary statistical basis, they
are likely to drive away traffic and 1o leave the entire
burden of joint costs upon a smaller group of riders.
The point should be clear that, as the volume of traffic
inercases with the leveling up of the load, the burden
of the indireet costs becomes relatively smaller for all
classes of riders. While, therefore, the experience
with the zone system has been fruitful, the results
should be studied from the standpoint of its effeet upon
the volume of traffic, and the ultimate cost of service
upon all classes of riders.

12. TFLexisLe RATES

Apart from the desirability of rate differentiation
based upon experimentation and scientific inquiry, our
conception is that rates in general should be based
upon actual cost as shown by the accounts. The costs,
let us repeat, would include the prices of materials
and labor consumed in current operation, together with
depreciation, taxes, and return on investment. The
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cost of materials and labor would fluctuate with market
prices from year to year, while depreciation and re-
turn, would be fixed by costs as property installations
and investments take place and would extend over
the life of the property and to the maturity of the
securities.?

In computing the cost of service we thus have con-
stantly varying elements, and factors fixed for a com-
paratively long time. In most cases, however, the first
constitute the greater percentage and sometimes
reach 80% or more of the total costs. The total,
therefore, is subject to constant variation.

If we consider the fluctuating costs in connection
with the changing price level, we realize that in gen-
eral rates charged to consumers must be sufficiently
flexible to meet the shifting conditions. Our idea,
therefore, is that all the cost elements, both the imme-
diately fluctuating and the relatively permanent,
should be under strict accounting control, but that the
rates should be rcadily adjustable upwards or down-
wards according to the facts established beyond dis-
pute. The return required would be shown by the ac-
counts as definitely as the cost of labor and material,
and the rates would be fixed high enough to cover the
total costs of operation.

‘While under our plan rates would be thoroughly
adjustable according to changing costs, an important
consideration would nevertheless be to make as few
rate changes as possible. Provisions should be made
for a special reserve sufficient to take up moderate flue-
tuations without requiring frequent rate adjustments.
During a period of declining costs, the reserve would
be built up to a point where rate reductions would

3Tqaxes, of course, would be fixed by the governmental bodies and
have no direct connection with operation. However, they vary according
to such governmental action and are not fixed for a period longer than
a year.
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seem clearly desirable, and during rising costs would
be drawn upon until rate increases would scem to be
warranted. The actual cost of the service, however,
would not be affected by such an arrangement, which
may be called “‘reserve for equalization of return.”’
The effect upon the rate payers would be negligible;
the rates for a time might be slightly higher than actual
costs or slightly lower, but never far out of line with
the facts shown by the accounts. The investors would
always get their stipulated return. The scheme would
retain reasonable stability in rates, avoiding the con-
fusion of frequent changes, yet fixing rates upon scien-
tific bases and preserving the cxact rights of the
investors.

13. Rares Fixup By I'ranciuise or CoNTRACT

A condition that demands special treatment is found
where rates have been definitely fixed by franchise or
by contract preseribing various fixed financial rights
and obligations.

To a large extent throughout the country, the fran-
chises granted to street railway companies provide for
maximum fares, usually five cents, fixed as a condi-
tion upon which the companies were given the right to
construet and operate the properties, and intended to
control for the life of the franchises, whether in per-
petuity or a limited number of years. To a much less
extent similar restrictions are found also in the fran-
chises of other utilities. The form or source of the
limitation has varied; sometimes the condition was
fixed by direct legislative action; sometimes through
local franchise granted by municipalities in permit-
ting the companics to use the streets and public prop-
erties; and at times the limitation is founded upon
dircet constitutional rights of the cities,
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These rate restrictions were incorporated in the
franchises mostly before modern commission regula-
tion came into existence, and furnished at the time
the means for public protection. For long years after
they were fixed there was a downward course of prices,
attended also by improvements and growing economies
of operation so that the rates were sufficiently profit-
able to the companies and no question as to their
justice to the investors was raised. In the case of
street railways the original fare, five cents, mostly re-
mained throughout the long decline in prices and ad-
vances in economies. In comparatively few instances
was there a reduction through public effort or other-
wise below five cents. The increasing profits went to
the benefit of the companies and, unfortunately, were
used in many instances for financial maneuvers and
exploitation.

‘With these conditions we arrived at a period of ris-
ing prices, where the surplus profits were gradually
absorbed by growing costs of operation. The swing
upward, as stated carlier, started in 1897 and continued
more or less steadily to 1914, before the war, when
prices were about 50% above the previous low point.
With the war, however, costs advanced with leaps and
bounds, and mounied higher even after the war, re-
ceding only in 1920 and have since remained about
60% above the prewar level.

These facts are recalled casually for consideration
with the fixed franchise rates. Naturally, with mount-
ing charges for labor and materials after 1914 the
companies soon found themselves in financial difficul-
ties and proceeded to apply to the authorities for
higher rates. Naturally, also, they found no enthusi-
astic response to their petitions, with the result of
complicated legal struggles, deterioration of service,
loss of credit, and many receiverships.
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The problem has indeed been difficult, and it would
serve no purpose to attempt an allocation of fault be-
tween companies and the public. As yet, almost a
decade after conditions became acute, the legal situa-
tion is still befogged, to what extent franchise rates
may be legally incrcased by anybody except the con-
tracting authorities. In some states the restrictions
have been practically obliterated, and the right of a
company to a ‘‘fair return’’ recognized, notwithstand-
ing franchise limitations. The situation, however, is
so various that we shall not attempt even a general
survey.

The question we raise is what, in general, about the
wisdom of fixing long term rates through franchises
or municipal contracts? As we see the question, in
terms of shifting price level and greatly varying costs,
the policy of fixed long term rates payable to a com-
pany is a mistake. It does not furnish proper protce-
tion to the public either as to rates or service. For the
companies it ecither induces extravagance or works
financial disintegration. Best protection comes from
systematic dircet regulation, where rates are elastic
and are fixed according to changing conditions and
definitely ascertained facts.

As to inflexible rates, experience amply shows that
during a period of falling prices the companies are
extravagant as they obtain inereasing returns without
effort or justification on their part, and that financial
manipulation and exploitation inevitably follow. On
the part of the public, there is dissatisfaction and an
almost fruitless effort for reduction in rates. Dur-
ing rising prices, the companies soon come upon finan-
cial difficulties, and even if the rates are not increased
the public pays a large part of the higher cost through
poor service and financial instability. The public has
gained little from such protection.
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14. RevisioN oF FrancHISE AND CoNTRACT RATES

For the future, without attempting to oversimplify
the many complicated situations, the fact seems clear
that far the better course is to give up rigid franchise
rates and substitute flexible rates determined by a
scientific machinery. This does not mean a recommen-
dation that all existing franchise restrictions should
be simply obliterated, but that new agreements should
be negotiated based upon modern understanding of
conditions. The franchises throughout ought to be
modernized, and if the rate restrictions are removed
either by legislation or agreement certainly all other
antiquated rights and privileges granted to the com-
panies ought to be brought to present day standards of
policy.

Iixtreme cases, like the rapid transit contracts be-
tween the City of New York and the companies, involve
special conditions which cannot possibly be brought
within the scope of this work. We do believe that the
long term five-cent fare as to the rapid transit con-
tracts in New York City was a mistake; but likewise
that other very important terms were unjustified. The
city obtained the five cent fare, and the companies
secured large preferential returns in a partnership
undertaking. We do not sce how with the growing
financial pressure under the five cent fare, especially
with inter company financial complications, the muni-
cipal authorities could justifiably have agreed to an in-
crease In fare without a thorough revision of the
contracts in other respeets. IHere, as in other special
cases, the situation must work itself out within the
scope of its own circumstances.

But, if any city were embarking now upon a partner-
ship enterprise in transit or other utility with private
companies, we should certainly advise against a fixed
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fare or rate; or at least we should urge that the return
to the investors should be definite without depending
upon a fixed rate. We realize, of course, that as a mat-
ter of municipal policy, a particular rate like the five
cent fare may be deeply imbedded in municipal history
and may have to be continued as a matter of general
policy. Such cases, however, would fit completely
within the scope of our plan. The cost of service as
we have defined it, cannot possibly be avoided by any
kind of arrangement for rates. But there is no reason
why some of the costs might not be borne by the muni-
cipality through taxes instead of entirely by the
particular consumers. This is especially true of trans-
portation, where the costly plant stands as a general
municipal improvement and benefits not only the riders
but all forms of business and property. In such cases,
particularly where the necessary capital investment is
very large as for rapid transit in New York City, there
i1s good reason for placing at least some of the costs
upon the city as a whole. At the present time, with
high construction costs for new subways, it might be
best for New York to hold to the five cent fare and pay
any deficiency in the interest charges out of taxes.

‘Whether any part of the total costs are to be borne
out of taxes, is purcly a matter of municipal policy.
For a great city, it would not matter much whether the
costs are paid out of taxes or revenues collected from
the riders. But to assist the municipality to carry out
any program desired, there should be clear record of
costs, and the right of the investors should be definitely
provided for, so that their interests would not clash
with or be affected by any public program.

Even as to the existing rapid transit contracts in
New York City we hazard the opinion that both the
companies and the city would be well served if they re-
vised the contracts within the lines that we have been
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discussing, giving the companies practically a guaran-
teed return on their net investment, but leaving the
city free to deal with the question of fares as it may
deem desirable. The investors would have then sys-
tematically safeguarded what they are equitably en-
titled to, and the city would be free to work out its own
policies without financial conflict with the companies.
Like considerations would probably apply also through-
out the country to most of the special utility complica-
tions which have become acute in their consequences
during the past ten years.

15. CoxcrLusion

The principles and methods of establishing scientific
rate schedules, if discussed adequately, would have to
be taken up in detail for each utility. This is beyond
the scope of our inquiry. It has been our purpose to
point out the necessity of determining the total return
to the utility, and to make it possible for the commis-
sions to give due consideration to the important prob-
lem of rate classification, which has received practically
no attention because of the time consumed in strug-
gling with the confusion of valuation and return.

Proper rate classification will receive adequate treat-
ment only when the questions of valuation and return
have been settled. First of all, a machinery must be
provided to determine definitely, beyond dispute, the
total costs of a utility, so that there could be no finan-
cial objection upon the part of the company to any rate
schedules that might be proposed by the commissions.
The latter, then, should be free to construct any
schedule in harmony with sound public policy. They
should seck to fix such schedules of rates as will serve
most satisfactorily all classes of consumers with ex-
tensive freedom for experimentation and special
consideration of the facts.



RATE SCHHEDULES 301

The only general principle that can be laid down for
rate classification is that each class of consumers
should pay the direct costs of service, unless the gen-
eral publie interest would be served best by frankly
abandoning this rule in a particular case, and that the
Joint costs should be allocated according to relative
ability. This is an important and difficult problem,
which should not be complicated with the additional
confusion of uncertainty as to the total costs to be
paid by the consumers.



CHAPTER XII
FINANCIAL STABILITY

1. Financial standing of utilities. 2. Common stock specula-
tive. 3. Preferred also speculative. 4. New bonds uncertain
investment. 5. Right to return undetermined. 6. Uncertain
attitude of authorities. 7. Utilily demand most ecertain.
8. Fluctuations reduced to minimum. 9. Plan would improve
utility eredit. 10. Improved marketability. 11. Depreciation
policy source of strength. 12. Equalization reserve finaneial
support. 13. Improvements out of earnings. 14. Great changes
impending. 15. Holding company development. 16. Problem
of consolidation. 17. Slower but healthier development. 18.
Conclusion.

1. Financian Stanpineg oF UTILITIES

If the railroads and other utilities are to function
properly, and to attract additional capital when large
improvements are needed, they must have a sound
financial structure. They inevitably fail in service to
the public unless they maintain financial stability. One
of the major objects of the proposed plan is to put
utility finances on a solid foundation.

Financial stability depends primarily upon certainty
of earning power; the latter in turn depends upon the
demand for the product and the competitive forees in
the particular industry as well as the general cconomic
conditions. All of these factors are highly favorable
in practically all the utilities. Their products or serv-
ices are essential to the life of the community ; they are
virtually free from competition, and they supply wants
which vary little with general industrial changes.

302
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We should therefore expecet to find the utilities finan-
cially the most stable of all enterprises, with the
stability reflected in their credit and in the prices of
their securities. But this is not the case. There are
great variations, of course, among companies, and the
standing of the sccurities depends upon the condition
of the properties, the relations to the publie, the earn-
ing capacity of the particular company; all the facts
that have bearing upon the certainty of the return to
be paid. In many instances, however, railroads and
other utilities find it difficult to borrow ecapital or
issue new securities on favorable terms, and, with the
exception of perhaps most mortgage bonds, utility se-
curities are regarded to a large extent as speculative,
and have a low standing in the investment market.

2. CoMmON STOCK SPECULATIVE

The speculative character of utility common stocks
is generally acknowledged. Their equity in the prop-
erties is mostly uncertain, and their right to a return
is undefined. Like stocks of unregulated concerns,
they are merely entitled to the balance of earnings
after all operating expenses and fixed charges have
been met. But with the utilities this balance depends
upon the rates allowed by the regulatory authorities;
and the latier are compelled frequently to change the
rates even though the carnings have rcached a certain
cquilibrium. No one knows at any point what the pros-
pect of the common stock is as to return, because the
earnings above expenses and fixed charges are un-
certain. The return is too speculative.

It is because of this uncertainty that utility stocks
of even substantial earning power command low prices
in the market and are subject to wide fluctuations.
Doubtless in many instances if an appraisal were made
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of the properties, and the rates fixed according to the
plan suggested, the stock would be well supported by
the return, and would reach a high and stable market
value. But because of the uncertainties as to the basic
right to earnings, and because of the unwieldly manner
of rate adjudication, the prospective earnings are dis-
counted at a high rate, resulting in low and rapidly
fluctuating market values.

3. PREFERRED ALSO SPECULATIVE

The uncertainty characterizing common stock, pre-
vails to a large extent also in the preferred. In a large
proportion of cases where preferred stock has been
issued, its basic rights have not been established.
While on the face it is entitled to a given rate of divi-
dend prior to payment on the common stock, it has no
adequate assurance that such dividend will be obtained.
The dividend depends wholly upon the momentary
carnings of the company. It does not constitute an
obligation to be paid through rates charged for service.
It has no fixed permanent rights.

The right of the preferred stock to a return from the
public is undefined. Consequently, although in a given
case dividends may be paid, a commission may at any
time reduce the rates, with a consequent decrease or
entire discontinuance of dividends. Because of this
uncertainty as to basie rights, the prospective income
is discounted in the market at a high rate with the re-
sult of relatively low market values. It is highly prob-
able that if the rights of investors were clearly
determined through an appraisal, most of the existing
preferred stocks would be found entitled to a return.
Then their earnings would be safeguarded and the
uncertainty of return would be eliminated. In all such
cases the preferred stock would become a high grade
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investment. The certainty would result in discounting
future dividends at a much lower rate with consequent
much higher market values and the elimination of
extensive fluctuations.

" 4, New Bonxps UNCERTAIN INVESTMENT

For the most part mortgage bonds of utilities con-
stitute safe investments, and are rated accordingly.
But in many instances cven the rights of mortgage
bonds do not stand out sufficiently clear to safeguard
the interest payments.

Mortgage bonds have, of course, a prior claim to the
net earnings of the corporations. In most cases they
are amply safeguarded, so that even with our unsatis-
factory methods of regulation the interest is practi-
cally assured. Where this assurance is virtually
absolute, the bonds rank as prime investments and are
available for savings banks and trust funds. They are
the choice among investors next {o municipal and gov-
ernment bonds ; they have the highest market value in
relation to their return and are subjecet to the least
fluctuation in prices. Their high finanecial position re-
flects the fact that they represent basic neeessities for
which there is such universal demand that the interest
payments are likely to be carned under almost any
possible shift in business and industrial conditions.

All utility securitics ought to be vested with the same
certainty of return. The fact that the services are pub-
lic essentials safeguards the demand for them through
changing industrial conditions. Consequently, during
a period of depression, the earnings can be maintained
even in the face of heavy losses in other industries.
Because of the essential character of the services, the
returns on railroad and other utility properties could
be maintained even through the difficult years, if only
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the basis of the return to which the investors are
entitled were clarified.

Unfortunately, during recent years even mortgage
bonds have been issued under commission authoriza-
tion without clear basic rights as to return. In such
cases new bonds were issued and added to existing sc-
curities, all without a determination of the amount of
investment on which a return should be allowed. There
are numerous cases where such new bonds have repre-
sented actual additional investment and should have
been entitled to an absolutely certain return, but be-
cause they were merged with outstanding bonds they
assumed the same uncertainties as the prior issues.
Consequently they acquired the character of speculative
securities. .

One of the chief purposes of regulation is certainly
to safeguard investments, but this has been largely de-
feated. It is a grave reflection upon our system of
regulation that hundreds of millions of dollars in bonds
have been issued under commission supervision
without securing for them the highest investment
standing.

5. RicaT To RETURN UNDETERMINED

Thus, most utility securities reflect the lack of cer-
tainty as to continued earning power. This uncer-
tainty is occasioned, first, by the fact that the right to
a return has not been definitely determined; and, sec-
ond, by the ever threatening action of the regulatory
powers that might affect the earnings.

The first of these uncertainties has been discussed
in connection with valuation. It will be considered
here only in its rclation to security issues and the sta-
bility of their prices. Under our plan all the existing
properties used in service would be appraised and a
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definite rate base established. This would be taken
upon the books of the company as the sum entitled to
a future return so that the rights of the company would
be exactly defined and shown.

Against the total valuation would stand in order the
various grades of bonds, the preferred stock, and
finally the common stock. The equity and right to a
return of cach security would be fixed once for all.
Whatever this particular return, it would be a certain
amount, safeguarded by the entire machinery of regu-
lation. All the securities, bonds and stocks, would
assume the investment character to which they are
entitled.

6. UNCERTAIN ATTITUDE OF AUTHORITIES

The second uncertainly, possible action by the
authorities, has caused violent fluctuations in security
prices. Since the valuation and rate of return are
fluctuating quantities, the commission may at any time
institute a rate hearing and reduce the net carnings.
This has happened again and again where high returns
had been obtained, and the value of the securities, par-
ticularly of the common stock, had been determined on
the market accordingly. With an agitation for a re-
duction in rates, the commission would start an investi-
gation and immediately there would be a sharp
deerease in the value; then after it had announced its
decision, there would be an adjustment in the market
price to the prospective carnings under the particular
rates authorized. If the new schedule of rates proved
to be inadequate to support the previous dividends,
there would be a decline in the market price. But if
the schedule was not acceptable to the company and
was attacked in the court, then again there would be
fluctuations according to the expeected outcome. A
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court decision favorable to the company would produce
a sharp inerease in value, while an adverse decree
would send the price downward. Any action or pros-
pective action by commission or court would affeet the
value. The uncertainties of rate adjustment have thus
furnished onc of the strongest speculative elements in
the securities.

Often, after rates have been fixed, there is a develop-
ment of business, or institution of economies, or reduc-
tion in the cost of materials and wages, with the result
of a gradual inerease in net carnings available for the
stock. In such a casc there is a gradual increase in
the market price, but with wide fluctuations. Then as
time goes on, the fact of expanding and excessive earn-
ings is gradually recalized by the publie, and a new
movement for rate reduction sets in. As this move-
ment gains force, there is consequent fluctuations in
the price of the stock. When finally commission action
is started for reconsideration of rates, an immediate
slump in prices takes place. Once more follow long
proceedings and litigation, with market oscillations.
When at last new rate schedules are announced, there
are again adjustments to the new conditions.

An important clement in the uncertainty of com-
mission action is the attitude of conflict inevitably
created by present methods between the public authori-
ties and the utilities. There is a constant tendeney to
mutual suspicion and misinterpretation of motive.
With the emergence of cross purposes security prices
fluctuate; and at all times relations are strained and
reflected in the market.

These conditions inevitably render utility securities
speculative. But under the proposed plan, the return
to which the investors are entitled would be definitely
determined. The amount payable to security holders
would be unaffected by rate changes. The accounts
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would show whether the return is being realized, and
rates would be adjusted according to undisputed facts
under constant commission control.

Under the plan the rights of the investors would not
be governed by temporary earnings realized from the
particular rates in effeet during a certain period.
There would be provision for equalization of return
from year to year. The purpose would be to make
rates in the aggregate high enough to yield the re-
quired return. But if during any year the earnings ex-
ceed the requirement, the balance would go into a
designated reserve out of which would be paid deficien-
cies in subsequent years. If in any case no past ac-
cumulations exist and if the carnings are insufficient
to pay the stipulated return, the commission would
make immediate adjustments.

Thus there would be not only a definite determina-
tion of the rights of the investors, but commission
action would not enter as an clement of uncertainty.
The investors would be entitled to a given return
which would be automatically safegnarded by the en-
tire machinery of regulation, provided the rates can
be made high enough to bring the return.

7. Urmity Demanp Most CErRTAIN

There would be only one risk clement left for the
investors, and that is whether or not the particular
property would be able to pay the return required. The
plan does not propose an iron clad public guarantee of
interest or dividends. It assumes that each property
shall be self-supporting, and that the rates paid by the
consumers shall be adequate to cover the entire cost of
the service including the return. But it does not guar-
antee the return if the investment cannot be made
self-sustaining.
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In the great majority of cases there would be no
difficulty in fixing rates high enough to pay the entire
return. Since we are dealing with public necessities,
there is a great fixity in service demand. In ordinary
competitive business, especially where the services or
commodities are not essential, there is a more elastic
demand which is materially affected by the price
charged; a comparatively slight increase or decrease
in price may result in a large decrease or increase in
demand for the product or service. In the public utili-
ties, however, a moderate increase or deerease in rates
does not affect materially the demand for the service.
Within wide limits rates can be altered without sub-
stantial changes in demand. Tt is this fact which would
practically assure the return, if only its basis were de-
termined and requisite machinery for its payment were
established and maintained.

But we do not propose a guarantee of the return to
be paid out of taxes if a particular utility cannot be
made self-sustaining. The investors are to bear the
ultimate risk of whether the rates can be made high
enough to pay the stipulated return. There would
doubtless be some cases where the assumed fixed con-
dition of demand would not prevail. Although the
rights of the investors would call for a specified return,
the amount may be impossible of realization, whatever
rates are charged for service. In such cases, of course.
there would be an inevitable loss to the investors. The
deficiency would not be payable through taxes.

The plan, however, involves careful supervision by
the commissions of all utility investments. Before any
improvements are authorized and new securitics sanc-
tioned, a basic consideration would be to determine the
requirement of the new facilities, particularly whether
the additional burden of return could be borne by the
consumers. The responsibility would rest on the
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commissions to pass judgment upon this fundamental
fact.

It should be clear, however, that cases where the
stipulated return cannot be earned, would be exceed-
ingly rare. In the valuation of exisling properties, the
commissions should take care not to set up figures that
exceed such a maximum ecarning power. And subse-
quently no additional investment should be authorized
without prior determination whether the required ad-
ditional return can be realized. With this responsi-
bility upon the commission, and with the normal sta-
bility of demand for service, in the great mass of
utilities there would be no question but that the re-
quisite return would be realized. Ixeept in few
extreme cases, the sceurities outstanding would all
come into the highest investment class. There would
be the greatest degrec of certainty of return, and
consequently the mnarrowest fluctuation in market
prices.

8. Fvrucruarions Repucep To MINIMUM

Under our proposal, practically all public utility
securities would be raised to the preferred class, with
the highest investment standing, suited for savings and
trust funds. The fundamental factor which makes a
high grade investment, is certainty of return, including
safety of principal. We propose to make this factor
dominant to the highest degree in all utility securities.

The plan provides for a more regular and certain
payment to the security holders than prevails in any
other investments, except municipal and other public
bonds. The risk clement is all but climinated. While,
as explained, there is no final guarantee of payment,
still the policies and methods would sateguard the re-
turn to such an extent that for all practical purposes
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the ordinary business risks would be absent. A bond
or a stock once issued under the authorization of a com-
mission, would bring a uniform and regular return, and
every possible public effort would be made to safeguard
the investment.

The only fluctuations in prices of utility securities
would be due to the changing interest rates as deter-
mined by market conditions. Such changes are una-
voidable and they inevitably affeet all market values
whether they are United States government bonds or
other gilt edge sccuritiecs. We cannot escape the gen-
eral economic law that at any time the value of a se-
curity represents all of the future expected payments
discounted at the prevailing market rate. If this rate
goes up, the future returns are discounted at the higher
rate, with the result of a smaller value. And if the
rate goes down, the future returns are discounted at
the lower rate, with the result of a higher value. But
under our proposal the two chief factors of present
fluctuations in utility security prices would be elimi-
nated. There would be no further uncertainty as to
the basic rights of any class of sccurities, nor as to
commission action in relation to the return to which the
investors are entitled. But to the extent that fluctu-
ations in market prices of outstanding utility securities
depend upon current changes in market interest rates,
they simply cannot be avoided.

9. Prax Wourp Improve UtiLiry CrEpIT

While the new securities would be issued on the basis
of the prevailing market rate of return, the elimination
of practically all risk would affect greatly the de-
manded rate. The factor of certainty would place the
issues upon the highest investment level, and would
establish the lowest relative discount rate for the ex-
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pected returns. Risk is one of the controlling factors
in the rate of return required; the greater the certainty
the lower the rate of return demanded; and the less the
certainty, the higher the rate of return.

According to the fact just stated, the plan would
affeet very materially the rate of interest demanded on
public utility sccurities. The high certainty of return
would obtain the issue at the lowest interest rate, would
procure the maximum price, and would place the mini-
mum burden on the consumers. Moreover, it would
limit the range of fluctuations during the course of
basie changes in the market. As the interest rate shifts
with changing cconomic conditions over a period of
{ime, in most of the industrial sccurities this varia-
tion itself affeets the certainty of whether the returns
will be paid, and thus creates a secondary factor in
market fluctuations. But under the proposal the cer-
tainty of payment would become practically fixed and
would secarcely be affected by a change in the market
rate of interest. Consequently, the fluetuations would
be greatly narrowed, representing only the change in
the market rate without affecting the certainty of the
return itself.

10. ImMrrovEp MARKETABILITY

The plan would affect the market also by making
possible a much better machinery for the sale or dis-
tribution of utility securities. This would reduce ma-
terially the cost of financing and in turn would reduce
the burden placed upon the properties and the
consumers.

At present, the risks pervading the utility securities
naturally affect their marketability. Because of the
wide variation in the uncertainties of the different
kinds of issues, there is no general public utility market.
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The marketability of each security depends upon its
own circumstances. If a particular bond or stock is of
a high character it meets no difficulty in finding under-
writers and reaching the ultimate investors at moder-
ate costs. But if it is of a relatively unknown com-
pany or if its carning power is less established, it
finds underwriters elusive and the expense of issue
great.

Under the plan practically all public utility securities
would have such high certainty of return that the
major difficultics of financing would disappear. They
would all find a ready market at the minimum cost and
at the lowest rate of return. An individual company
would be freed from the task of shopping about for a
financial house to underwrite the issue. Practically
every company would readily find underwriters to take
a proposed issue, and the cost of the financing would
be greatly reduced. The improved marketability in
turn would add to the stability of the sccurity values
and in lower cost to the companies.

With the establishment of certainty in the whole
range of railroad and other utility securitics, the com-
missions themselves might co-operate with the compa-
nies to obtain central agencies for the sale and
distribution of new issues. A system of organized
markets could be readily developed. Co-ordinated dis-
tribution centers could be placed in every important
financial market, connected with all the leading dis-
tributing agencies. With such an organization there
would be little need for extended individual investiga-
tion of particular issucs. The commission’s authoriza-
tion would mostly be sufficient assurance for their
investment standing. When approved by the commis-
sion, they could be taken directly by the distributing
agencies and sold to the ultimate investors at small
expense. The net rate of return payable by the con-
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sumers would be greatly reduced by the improved
organizalion, and the financial stability of the
corporation enhanced.

11. DerrreciatioNn Poricy SOURCE oF STRENGTH

Aside from introducing definiteness of equity and
right of return, the plan would promote financial stabil-
ity also by requiring or making more feasible the ac-
cumulation of reserves which would greatly strengthen
the investment.

One essential feature of the plan is provision of
adequate reserves for all depreciation of the proper-
ties and for contingencies that may arise in connection
with operation. The poliecy and methods by which sys-
tematic depreciation provisions would be made have
alrcady been sufficiently deseribed in Chapter VII. But
it is worth noting that the reserves would add materi-
ally to the certainty that the properties will be ade-
quately maintained and that the returns promised on
the securities would be paid.

It should be clear that a corporation which has
accumulated sufficient reserves for all classes of depre-
ciation as well as all reasonable contingencies, is in a
much stronger financial position to safeguard its se-
curity holders than one which has provided merely for
the necessary current repairs and renewals of proper-
tics. The accumulation of reserves would not give the
sccurity holders any direet immediate advantage, nor
impose a penalty. It would give the holders no more
nor less in return, but over a period of time would add
greatly to the certainly that the return actually would
be paid. This added certainty is an advantage which
would help to place and keep the utility securities on
the highest planc of investment. The lack of reserve
has often impaired the value of the securities.
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12. Equavization Reserve Financian Support

The plan provides also for the equalization of the
return. The use of an equalization reserve has already
been described. Ilere the purpose is merecly to point
out that keeping such a reserve would add greatly to
the certainty that the payments of the full return will
be made, and would thus contribute to the financial
stability of the company.

Even in railroad and other public utility properties
there are substantial fluctuations in earnings from year
to year with changing business conditions. Conse-
quently, financial stability is enhaneced if an adequate
reserve is accumulated during prosperous ycars for
the payment of the return during a period of depres-
sion. If such an equalization reserve is not provided,
then practically each year the rates would have to be
fixed high enough to pay the required returns for that
year. During general prosperity, there would be a
larger volume of business, so that the range of costs
would be relatively low and the rates charged to the
consumers low. But during depression, there would
be a loss in the volume of business, so that the joint
overhead costs would have to be borne by the smaller
volume, and rates would have to be increased. This
would mecan low rates when least nceded, and high
rates when most burdensome to the publie.

Without an equalization of return the commission
would frequently find itself in the position of ordering
higher rates during a business depression when the in-
creases would be particularly burdensome upon the
public. In many cases it would be difficult, if not im-
possible, to impose inecreases during such periods.
Without an equalization reserve there would still be an
element of uncertainty, which might affect materially
the financial stability of the company, the value of the
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securities, and the rate of return required. The plan,
therefore, assumes the establishment of such a reserve,
which would also provide stability in rates and would
prevent frequent rate adjustments.

At present one of the factors of instability is the fact
that each year must practically stand by itself. The
carnings of favorable periods become outright the
property of the investors and are subjeet to distribu-
tion among security holders. Then during poorer
years the companies may be unable to sustain the
previous earning power and compelled to reduce ma-
terially the payment of dividends, with danger even to
the interest obligations. This produces fluctuations in
bonds as well as stock values, and requires a higher
rate of return on sccurity issues.

There are, of course, conservatively managed cor-
porations which on their own responsibility maintain
the kind of financial safeguards that have been out-
lined. These companies have accumulated large re-
serves and sufficient surplus to provide ample equaliza-
tion funds, and they maintain the same dividend pay-
ments during prosperous years and periods of depres-
sion. This is an admirable policy, and our purpose is
to make the practice general among utilities. It would
eliminate another risk element which prevails in most
industries, the fluctuation of return from year to year,
and there would be greater financial stability.

The accumulation of equalization reserves, it should
be clear, would give the investors no direct advantage.
It would give them no more than they are entitled to
in their contract with the public. Its sole purpose
would be to add to the assurance that the payments
promised in the issuance of sccurities will actually be
made without regard to changes in industrial condi-
tions. Tt would be subject to strict accounting, so that
the public could not be penalized for the accumulation
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of the reserve, and the investors would not receive an
undue advantage.

13. ImprovEMENTS OUT or KARNINGS

The plan facilitates also the making of improve-
ments and extensions out of earnings without giving
any direct financial advantage to the stockholders. It
would enable the public to build up the business.

An important criticism against regulation has been
that the policy of making improvements out of earn-
ings has been discouraged and largely discontinued.
In unregulated business, particularly with the large in-
dustrial corporations, the practice is common to sect
aside a considerable portion of each year’s ecarnings
for reinvestment in improvements and exiensions.
Undoubtedly a very large proportion of the savings of
the country and of the new capital investments are
made in this way.

We must admit that among railroads and other pub-
lic utilities this policy has almost disappeared. Where
it has been pursued, it has been mostly in an indireet
way, covered up by the methods of accounting. In
some instances excessive earnings under given rates
have been hidden by the deliberate practice of the com-
panies to charge improvements to operating expenses.
In this way the properties have gradually been built
up out of earnings without any direet showing of rein-
vestment of surplus. In such cases the expectation
has usually been that subsequently the improvements
would be recognized in a valuation for rate purposes.
By such a course the rates would be maintained at a
high level over a pcriod of years. Later, however,
these very improvements would he claimed in the val-
uation and urged as a reason for continuing high rates
to support the investment made by the consumers
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through excessive charges to operating expenses and
understatement of profits,

This, of course, is not square dealing, and where it
has occurred the practice has inevitably aroused pub-
lic opinion against the companies. The reasonable
course is to provide directly a clear-cut system for
financing improvements out of earnings and defining
exactly the rights of investors. Rates could be fixed
high enough not only to bring the stipulated return and
make adequate provisions for all reasonable reserves,
but to provide an additional surplus to be invested in
permanent improvements for the extension and better-
ment of service. But the accumulation of such a sur-
plus would stand out directly as a poliey established
by public authorization. The amount would appear
definitely in the accounts, and it would give no direct
advantage to the stockholders, who would get only
what they are entitled to under the terms of the securi-
ties. It would stand by itself as a direct investment by
the public and would not be included in the rate base
apon which the public is required to pay a return. It
would stand as a contribution reserved for the public.

But there would be an important indircet advantage
to the security holders in the accumulation of such a
surplus reinvested in properties: the additional assur-
ance that the promised returns would actually be paid.
The public itself would be furnishing additional capital
upon which no return would be required. This public
investment would proteet the equities of the outstand-
ing sceurities and would place them in a safer position.
While it would not add to the amount of return, it
would make the payment more secure. Tt would add
to the financial stability of the corporation, prevent
fluctuation of prices of the outstanding securities, and
obtain a lower rate of return on new issues.

‘Whether such surplus should be accumulated would



320 REGULATION OF PUBLIC UTILITIES

be purecly a matter of public policy. It would not be
required under the plan, but it could be readily carried
out by the machinery so as to safeguard the public in-
vestment without direct advantage to the scecurity
holders.

In most cases it probably would prove desirable to
finance out of earnings all ordinary additions due to
normal growth of business and to provide the larger
improvements through the issuance of securities. In
an established community, the additional capital re-
quirements from year to year to take care of the nor-
mal increase in service, would probably not exceed two
or three per cent of the existing capital. If paid for
out of carnings they would cause only a slight increase
in rates and would place no great burden upon the con-
sumers. The public would mostly not object, we be-
lieve, to such a practice provided that the security own-
ers gain no direct advantage. The policy would,
however, add greatly to the safety of investments and
result in unmatched financial stability of the utilities.

14. Great CeANGES IMPENDING

The effect of the proposed plan upon financial sta-
bility assumes special significance when we consider
the tremendous technical progress taking place in the
utilities, which is bringing about far-reaching reorgani-
zation, will result in extensive reconstruction of the
properties, and will demand huge sums for new
financing.

These technical advances have taken place more
particularly in the production and transmission of elec-
tricity, which we shall consider for the purpose of illus-
tration. During the past fifteen years large generating
units of 35,000 k.w. to 65,000 k.w. capacity have been
developed compared with about 5,000 k.w. maxi-
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mum in 1905 and about 10,000 k.w. in 1910. This
development, coupled with other power plant improve-
ments, makes possible the construction of a modern
power plant, with huge generating capacity, at a much
lower capital outlay per unit of capacity, together with
a greatly reduced cost per unit of output. During the
same period high tension transmission lines have been
improved so as to carry tremendous loads with small
percentage of loss and at sufficiently low cost to permit
distribution over wide arcas from a central point of
produetion.

These great changes in facilitics have brought about
an upheaval in the entire economic situation of the elec-
tric business. Previously the industry was developed
on a decentralized basis. For the most part each com-
munity had its own company producing and distrib-
uting electricity, and in large cities often scveral
independent companies supplied the service.

But the technical advances have changed the situa-
tion. The entire industry is in the process of rcorgani-
zation. The decentralized and independent small com-
panies are being replaced by co-ordinated systems,
which can take advantage of the economies of large
scale production coupled with distance distribution.
The detached small companies are gradually being
brought together into bigger units, and ultimately will
be replaced by huge systems, if not by the much dis-
cussed super-power plan, which can take the maximum
advantage of production and the development of high
load factor.

15. Hovping CompaNy DEVELOPMENT

The truth is that to a large extent the present form
of organization, as well as the existing generating
plant, is obsolete and must be replaced according to
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present economic requirements. But the readjustment,
because of the chaotic condition of regulation, is
greatly retarded, is made with difficulty, and will add
still further to the uncertainties of the future earning
power permitted by the commissions.

The reorganization is taking place to a large extent
through the development of ‘‘holding company?’
groups. One company acquires and ‘‘holds’’ the com-
mon stock of a number of local companies and through
the consolidation is able to combine their demand, and
supply current from a central station. By this unifi-
cation it is able to scrap all the small local plants and
replace them with a large plant of modern efficient
units. It thus realizes the direet economies of larger
scale production and, besides, obtains the indirect ad-
vantage of a better load factor. Tt gets a more even
utilization by the combined demand, develops new busi-
ness along the transmission lines, and is better able to
base its rates upon the requirements of the different
classes of service. With the total development it is
finally in a position to furnish better service at lower
rates, thereby creating further demand previously not
reached because of the higher rates.

The consolidation of smaller companies into larger
“‘holding company’’ systems has been moving forward
rapidly. The process of combination varies consider-
ably but in the main the holding company is employed
as the ageney of consolidation. There are many such
groups now actively competing with each other in the
further reorganization of smaller properties. Large
systems have developed each with propertics seattered
over wide areas, and in some cases the control extends
through most of the states in the country. The devel-
opment has already reached a secondary stage, where
smaller groups have been combined into a single large
group and we may confidently expect further consoli-
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dations into still larger super systems as they may
prove financially feasible.

The method of financing the consolidations varies.
Usually common stock of the holding company is issued
in payment for the common stock of the local compa-
nies. Funds for the needed reconstruction of the local
distribution properties are provided through the sale
of bonds of the local companies, and sometimes through
sale of preferred stock to employees and consumers.
Distribution is left with the local company. But the
holding company provides the new ecentral power
station and the transmission lines, or it may organize
a special subsidiary company for the purpose. To pro-
vide funds it issues its own bonds or those of the
special subsidiary with a mortgage on the properties,
and usually issues also collateral trust bonds based
upon the common stock of the local companies. In one
notable instance an cquipment manufacturing com-
pany controls the consolidations and the financing,
and in most cases engineering and management firms,
or financial houses, promote the combinations, provide
for the financing and look after the reconstruction and
management of the properties.

16. ProBrLEM ofF CONSOLIDATION

The development is undoubtedly justified on eco-
nomic grounds. The holding company groups can
furnish better and cheaper service than the small in-
dependent local companies. We have to do with the
same economic force which a generation ago brought
about the consolidation of street railway properties
and other municipal utilities.

We look with favor upon the consolidation itself, but
have misgivings about the financial foundation. In
most cases the common stock of the local company
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probably exceeds the ‘‘fair value’’ for rate purposes
and is acquired by the holding company at an excessive
price. The competition for purchase among holding
company groups is keen, and cach expects that the pre-
vailing service rates will be indefinitely continued so
as to pay not only the existing fixed charges but also
the return on the new securities, together with profits
to the holding company, the management, and the
underwriters. Consequently the price for the existing
properties is almost neceessarily higher than justified
for rate control, so that the consolidation is based upon
an unstable financial foundation.

The tendency of the consolidation under present
conditions is inevitably toward overcapitalization, just
as in the case of the earlier municipal utilities. First,
the stock of the local company is likely to be watered:
and in practically no case had its ‘‘fair value’’ been de-
termined. In the second place, the price is bid up
largely on the basis of expected economies from the
combined production and management. And, finally,
a large proportion of the acquired properties arc
scrapped and replaced with modern facilities, requir-
ing new capital and return on the additional securities
issued. The final burden of fixed charges and expected
return, therefore, is likely to consume the bulk of the
savings from consolidation even at the then prevailing
rates.

What, then, is likely to be the future finanecial situa-
tion of the system? The speculative elements which
we have decried will manifestly be intensified. The
future earning power of the holding company stock is
extremely uncertain and subject to wide fluctuation.
The risk of rate reductions is especially great in the
face of the more economical production and distribu-
tion. If the commission regards merely the new prop-
erties and fixes a return accordingly, it may destroy the
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entire value of the stock. And in fixing rates for the
local company, it may not leave sufficient return to pay
the interest on bonds, since a large proportion of the
carlier properties have been scrapped. It may even
destroy the value of new securities issued for recon-
struction. The conditions will vary greatly from one
system to another, but in no case are the rights of in-
vestors sufficiently safeguarded to assure stability and
prevent wide fluctuation in security prices.

In some instances common stock er even bonds of
the holding company based upon the common stock of
the subsidiaries, are offered to the public as particu-
larly safe investments because of the wide distribution
and consolidation of risk of the ecombined properties.
While, of course, the single security is more stable than
would be that of any one of the subsidiaries, neverthe-
less the fundamental earning basis of the entire struc-
ture is undetermined and the proffered safety depends
entirely upon the probable lack of future action by the
rate making bodies. Such consolidation of risk can
hardly be recommended as a desirable basis for se-
curity issues. Tt does not furnish the kind of stability
that the promoters pretend to offer to the investing
public.

17. Srowrkr BUT IIEALTHIER DEVELOPMENT

If our proposal were adopted all the uncertainties
would be eliminated, and the consolidations would rest
throughout upon approved ¢‘values.”’

If the return on a local company’s property had been
previously fixed, this would be allowed subsequent to
the consolidation—neither more nor less. The holding
company would know definitely what returns to expect
from the consolidation and what price it could afford
to pay for the properties. After acquisition, it could
scrap any existing plant and equipment and provide
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any desirable new facilities, but it would obtain only
the stipulated return on the acquired property, plus
the return on the new securities issued for reconstruc-
tion. This would obviate all risk elements and would
introduce no uncertainties into the financial structure.

It may be argued that by eliminating all possibility
of high speculative returns the plan would interfere
with a powerful motive which creates the zcal to bring
about the consolidations. We may as well admit that
the adoption of the proposal would leave little room for
the speculator, who has been rather assiduously em-
ployed in the movement. In so far, however, as unifica-
tion is prompted by speculative profit, it serves to pile
up costs, postpones the time when the economies would
benefit the publie, complicates the problems of regula-
tion, in many cases steers its course to destruction, and
in any event intensifies financial instability.

But where consolidation is based entirely upon
economical grounds under commission control, it would
invite investment, and would appeal just as powerfully
to engineering and equipment interests. The move-
ment might proceed at a slower pace but ultimately
would make greater and more permanent progress for
both investors and the public. There would be no
unwarranted profits or unfortunate losses. There
would be no creation of artificial market values sub-
sequently to disappear in economic realities.!

18. CoxcLusioN

The electric utilities have merely been used as an
illustration, but the same tendency is observed in city

! Since these pages went to the printers the Report of the Giant Power
Survey Board to the General Assembly of the Commonwealth of Pennsyl-
vania, has been published, and it discusses the problem of electric con-
solidations practically along the lines of this chapter. Governor Pinchot’s
recommended legislation seeks to meet the problems substantially as here
proposed. See note, Section 10, Chapter 1V, and Preface.
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and interurban electric railways and other utilities.
The consolidation of various steam roads, about which
we have been hearing so much lately, can be carried out
with permanent financial success only if the plan is
applied before the reorganization takes place.

The Interstate Commerce Commission has been
granted authority to co-operate with the companies in
effecting desirable consolidations. The same right
should be granted to local commissions. Finally it may
prove beneficial to compel consolidation even in the
face of opposition from the companies.

The longer we delay the adoption of a systematic
policy of regulation, the more complex the problem
when we eventually face it. The present confusion and
uncertainty will pile up; regulation will become more
and more bunglesome and ineffective. Many legitimate
investments will be impaired or destroyed. The finan-
cial complications will be intensified, and ultimately
our neglect will burden the public with higher rates
and poorer service. Moreover, those who object to
regulation itself as being an unjustified interference
with business should not be deluded with the idea that
it would be given up because of its difficulties. It is
practically certain to go on, perhaps becoming more
confused in the struggle with confusion. Unwieldy as
it is, it will not be given up; but it may yield to a con-
trol far less attractive to its opponents than scientific
regulation, 4s here outlined. It is too late to question
the desirability of control altogether. Our problem
should be entirely centered on the means that would
provide definiteness of rate base, certainty of return
and service, and financial stability of the utilities.



CHAPTER XIII

EFFECT UPON SERVICE AND EFFICIENCY
OF OPERATION

1. Profit motive hampered in utilities. 2. Dircet evidence
lacking. 3. Simplicity of control favorable. 4. Elimination of
friction. 5. Comparable records as a check. 6. I’lan works for
co-operation. 7. No unnecessary interference contemplated.
8. Interest shifted to service. 9. Study of rate schedules. 10.
Systematic valuation data. 11. Intercommission eco-operation.
12, “Work’” motive and “money” motive. 13. Capital and man-
agement. 14, Special rewards for special service. 15. Shaping
of labor policy. 16. Control of wages and strikes. 17. Con-
clusion.

1. Prorrr Morive HampeErED 1n UTILITIES

One of the chief criticisms against regulation in
general has been that it tends to inefficiency of opera-
tion. It is therefore pertinent to ask whether the
proposed plan would be likely to alleviate or to
aggravate this assumed tendency.

In ordinary business of a competitive character, the
desire of maximum profits is generally viewed as the
principal force for progress. In their eagerness for
profits, the owners of a business are supposed to put
forth their utmost efforts for the elimination of waste,
the installation of better facilities, and the extension
of their activity. Moreover, they are promptly pun-
ished with monetary loss or failure if they slacken their
efforts or make mistakes in judgment.

But in the regulated industries we have put a curb

328



EFFECT UPON SERVICE AND OPERATION 329

on profits, allowing only a moderate return on the in-
vestment, while at the same time the public is practi-
cally compelled to pay rates that yield a fair return.
Thus, the ordinary motives that are thought to make
for efficiency, desire of big profits and fear of loss or
failure, are largely eliminated in the utilities.

2. Dmect Evibence Lacring

We frankly admit that there seems to be a basis for
this eriticism. It probably is true that regulation has
interfered with progress and that greater improve-
ments and better methods would prevail if the compa-
nies had been free to fix their own rates and make
whatever profits they could. Perhaps the public has
paid rather dearly for the meager protection obtained
through rate regulation. But in spite of the fact that
active control has been in force for a period of nearly
twenty-five years, there is no conclusive evidence of
greater retardation of efficiency in the utilities than in
unregulated industries.

Sinee 1900 tremendous advance has been made in
railroad and other utility operation. This is so obvious
that it requires no proof. It is not at all certain that
greater advances have been made in unregulated in-
dustries. We have no statistical data which demon-
strate that utilities as a class are operated at lower
standards of efficiency than competitive enterprises.
Nor is there clear proof that if it were not for
regulation greater progress would have been made.

3. SimpriciTY oF CoNTROL FAVORABLE

But whatever the effect upon cfficiency of operation,
rate regulation and other immediate control of utilities
are practically certain to remain as the established
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policy. These industries are so important in every day
life that in all likelihood they will never be free from
supervision. Whatever retardation upon progress
may result from interference with the profit motive,
they will never be allowed to fix their own prices like
ordinary business corporations. Assuming that be-
cause regulation interferes with the profit motive it
does tend to hamper efficiency, we face the question
whether the proposed plan would intensify this
tendency or counteract it.

We believe that the very clarification of policies and
methods would result in better management. Under
existing conditions, a company would be naturally
tempted at times to pad its operating expenses to cover
up large carnings and prevent a reduction in rates.
It realizes that when a reduction has once been made
a subsequent inercase is difficult to obtain and there-
fore might resort even unconsciously to uneconomical
use of labor, materials and equipment in order to swell
its expenses.

Under our plan the rights of the company would
stand forth clearly. Increases or decreases in rates
could be readily obtained. It would receive in any
event the stipulated return, and could not profit by
maintaining higher rates than justified by the legiti-
mate cost of operation. Hence there would be no
advantage in retaining inefficient methods of operation
and padding operating expenses.

The automatic control of costs and return would, on
the other hand, free the commissions from endless
labors of valuation and litigation. They could therc-
fore devote themsclves to the promotion of efficiency in
co-operation with the companies. The same technical
staffs that are now employed in constant rate proceed-
ings could devote their efforts toward improved
methods of operation and service.
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4, BEriminaTtioN oF IPricTiON

The elimination of the continuous friction between
the public authorities and the companics would in itself
be a potent factor for greater efficiency.

Under the existing system, co-operation between the
commissions and the companies to promote economy
of operation has been well nigh impossible. The in-
cessant conflict over rates engenders ill will and cross
purposes that strangle all desire and impulse for co-
operation. It has aroused mutual distrust and antag-
onism. It has created an atmosphere of suspicion, in
which the public is led to see nothing but avarice on
the part of the companies, while the latter can see only
demagogy and self-secking among public officials. It
has rendered both sides myopic and has kept them con-
cerned chiefly with strategy of fighting and not with
problems of improvement in operation and service.

Under present conditions, even when a company
makes striking advances in service and efficiency, it is
not likely to get recognition for its efforts, and may
still be subject to public suspicion and hostility. As a
matter of fact, whatever may be said of the financial
control, in most cases the operating organization is in-
terested primarily in improvement of service and man-
agement. The men in charge of operation are usually
trained engineers or other experts whose chief interest
and pride is in the properties and the physical results
of their work. Unfortunately they are often hampered
by shortsighted or perverted financial control, but as
to fundamental motives they are primarily concerned
with progressive excellence of service. They are actu-
ated by professional standards and are thoroughly im-
bued with the feeling of public interest and responsi-
bility. But they are thwarted to a large extent by the
endless conflict between the financial interest of the
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company and the public. They are all but driven into
an antagonistic public attitude, with smothered efforts
at progress and accentuated fecling of futility.

If once the financial conflict between the public and
the companies were settled, successive rate adjustments
would arouse no animosity on either side. Rates could
be reduced without company opposition, and increased
without public apprehension. The cause of hostility
and distrust would be removed. Then there would be
not only time and energy but a disposition to co-operate
on matters of improvement in operation and service.

5. ComparaBLE REcorDS As A CHECK

The requirement of the plan to keep all records of
the various companies on a strict cost basis, would ob-
tain uniformity of classification and comparability of
results. It would thus enable the commissions to make
comparative analyses and to recommend improvements
to the less efficient organizations. It would make them
clearing houses of information.

At present many of the accounts are useless with all
their attempts at detailed statement, because the funda-
mental data presented are unreliable. This is the case
particularly, as shown ecarlier, with the capital ac-
counts. At the same time the operating accounts and
statistics have either not been sufficiently worked out,
or, because the commissions have been so busy with
valuation and rate matters, have not been adequately
analyzed.

As a result, progress made by an individual company
is usually not available to other corporations. The one
that develops an improved method may indeed strive
to keep it hidden in order to gain an advantage over
others and to realize special profits from its isolated
use. But if the commissions were actively co-operating
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with the companies to bring about economies, progres-
sive methods employed by one company would be
passed on to others, to the general advantage of the
public.

For example, if analysis of the records filed with the
commission showed that one company produced clec-
tric current at a low unit cost compared with other
companies, an investigation would be made into the
cause of this favorable showing. It may be due to an
exceptional situation which cannot be realized by
others. But if it is due to good organization or equip-
ment, the commission could immediately extend the
improvement to the other companies, and bring about
a general reduction in costs.

If, conversely, an analysis of the records discloses
the fact that a particular company produces at an ex-
ceptionally high unit cost, there will again be a special
inquiry into the recasons. There may, of course, be
peculiar circumstances that subject the given company
to higher costs. But if the conditions can be remedied,
the commission in co-operation with the management
would bring the costs down in line with those of other
companies.

6. PraNn Works ror (J0-OPERATION

This direet co-operation with the companies would
be a natural development under the plan, because the
commissions would exercise complete control over all
improvements, extensions and additions.

In most states the commissions have already been
vested in part with the power of supervision over im-
provements, extensions and additions to the proper-
ties. But the power is usually too limited, and can be
exercised only under special circumstances. In the
State of New York, for example, the commission has
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the opportunity of passing upon the reasonableness of
such construction only when a company applies for an
issue of securities to obtain funds directly for that pur-
pose. But if the company already has funds for the
immediate expenditures, or is in a position to borrow
on short term loans, it can proceed on its own initiative
and responsibility to make the improvements without
approval by the commission. Subsequently, it may ap-
pear before the commission with an application for the
issuance of securitics to reimburse its treasury for
the expenditures alrecady made. Then the commis-
sion’s authority is practically limited merely to the
question of whether the payments were made or
whether the amounts were reasonable. But for the
most part, it can make no inquiry as to whether the
construction itself was desirable.

At the present time, in the great majority of
instances, the commissions practically exercise no
authority over the wisdom of proposed extensions or
improvements. Yet after the expenditures have been
made, the companies naturally expect to have the
investment safeguarded through the rates charged for
service. Often huge sums are thus finally approved
which would not have obtained prior authorization.

Under the plan the commissions would be compelled
to authorize rates which would bring the stated return
on the actual investment, but to safeguard the public
against unwise action by the companies, they would
have full jurisdiction over all new construction. Be-
fore any substantial extensions are made, the approval
of the commissions would first be obtained to determine
the wisdom of the investment.

Thus, in any event the commission staff would be in
constant touch with the properties and would be in
position to promote special co-operation with the com-
panies. The analysis of the filed reports would be
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supplemented by this close contact with the operating
facilities and officials The commission would there-

fore be able to aid more readily in the introduction of
efficiency.

7. No UNNECEssARY INTERFERENCE CONTEMPLATED

Objection may, however, be made’ that such direct
efforts by public authorities for the promotion of
efficiency and strict control of all construction would
result in undue interference with the management ; that
regulation would assume the role of management.

Under existing law there is the general assumption
that the commissions should not interfere in manage-
ment and direct problems of operation. But in spite
of this theory, the fact is that commissions have inter-
fered all along, do interfere now, and inevitably must
share in questions of management. The dividing line
between supervision and operation is in any event
shadowy and shifting. The two are not always distinet
functions. Regulation necessarily impinges upon man-
agement. They have to be co-ordinated for the
maximum promotion of the public interest.

The proposal is not that the commissions should
assume the ordinary direction over the individual
companics. The latter in each instance would have
the immediate responsibility of operating the proper-
ties and maintaining the most efficient organization
for the purpose. They would also have the duty to
determine in the first instance what improvements and
extensions should be made, and to place periodically
their construction programs before the commission for
approval. Their engineers, when preparing the pro-
gram, would be in constant consultation with the com-
mission engineers. Both groups would be intimately
acquainted with the properties and the requirements
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of the community. Consequently they would natur-
ally and spontaneously co-operate in all matters of
operation and service.

In the absence of conflicting interests, the relations
would as a matter of course be amicable. In most
cases, if the commissions discovered inefficiencies, or
found possibilities of improvement in the equipment,
the organization, or the labor employed, a mere sugges-
tion to the management would usually bring about the
desired changes. The contacts would be informal and
friendly. Both the commission and the company ex-
perts would be interested in the same result,—progress
of service, not conflicting financial advantages.

In case, however, a company were unwilling to co-
operate, the commission would have the power to
determine whether or not given changes are desirable,
and to require the company to act. Since the financial
interests of the security holders would not be affected,
the public authorities should have final control over
the introduction of improvements by a given corpora-
tion. But the very possession of such power would
enable the commission in most cases to obtain the
desired co-operation from the utilities.

8. INTEREST SHIFTED TO SERVICE

The commission’s major interest would be shifted to
the question of service, of which the direct promotion
of efficiency is a part. Its engineecrs and experts would
be in constant contact with the developments of the
industries and would seek every practical improve-
ment for better service. They would be free to devote
themselves almost wholly to progressive and construe-
tive purposes of regulation. Their constant effort and
duty would be to obtain better service at lower cost.
And the benefit of all improvements would flow directly
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to the public without the cumbersome process of
existing rate making.

Without attempting to present a detailed and
lengthy outline of activity for the promotion of better,
more cconomical and cheaper service, we may briefly
indicate the kind of efforts which would be productive
of constant improvements. TFirst, the commissions
could maintain systematic study of reasonable service
requirements, keeping track of what is attempted in
communities all over the country, analyzing the experi-
ence under the different circumstances, and trying out
what scems feasible under the particular conditions.
At present, very few commissions attempt to keep
abreast with the vast amount of service experimen-
tation even casually, and there is very little of
systematically analyzed data.

In line with the preceding suggestion, the commis-
sions should be acquainted with improvements and
experimentation with equipment and processes, and
with forms and methods of organization. Whenever
there is a practical advance available either as to
machinery and property or organization and manage-
ment, the commissions should know the facts and apply
them throughout among all the companies that would
be favorably affected. They practically do nothing of
the sort now, and are very imperfectly informed about
the available progress in the industries.

9. Stupy oF Rate ScHEDULES

Along a somewhat different line, as brought out in a
previous chapter, a great deal is to be done in the
study of rate differentiation and the establishment of
scientific rate schedules. There has been a tremendous
amount of rate experimentation throughout the coun-
try, but the mass of accumulated experience largely
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remains as undigested data practically useless for
application in present rate cases. The facts should
be systematically gathered, but constantly sifted,
analyzed, and prepared for practical application.

We referred also in a previous chapter to the possi-
bility of the commission’s assisting in the floating of
new securities and establishing greater marketability.
Practically nothing has been done even in accumulating
and analyzing the facts as to security issues; to show
definitely what returns are paid to investors, what the
cost of financing has been, and what has been the best
practice in underwriting. By collecting the vast
amount of data and digesting them, the commissions
at least could advise the companies contemplating new
issues, with a reduction in the ultimate costs placed
upon the consumers. We have here a great and com-
pletely neglected opportunity for progressive action
and lower costs to the public.

10. SystEMATIC VALuaTIiION DATA

In spite of the great mass of valuation proceedings,
very few commissions have now available extensive
data as to actual property costs incurred under dif-
ferent conditions of installation. There have been
endless volumes of figures printed annually, but as to
reasonably comparable facts of construction and cost
of equipment, overheads, etc., little has been done of
a systematic character to serve as a guide for imme-
diate efforts at progress. All the experience with con-
struction and equipment costs under the various
commissions ought to be regularly assembled, analyzed,
placed upon a comparable basis, and made available
for more economical and better service.

All these activities, which are enormously important
and have bcen sadly neglected, are, of course, expen-
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sive. They require expert investigation and research,
and cannot be done in a casual and secondary way.
But they should nevertheless be carried out for the
benefit of the public, and their cost apportioned over
the greatly benefited public would be negligible.

11. InTeEr CommissioN Co-OPERATION

In some phases of scientific research, which may be
particularly expensive, there ought to be co-operation
between the various commissions, and the cost appor-
tioned widely over the country. For example, in the
matter of rate analysis a single organization ade-
quately manned, might well conduct the research for
all the commissions, saving duplication and preventing
inadequate work. Likewise, the compilation and analy-
sis of cost data, and keeping track of improvements in
equipment and processes, might be conducted on an
inter-commission scale, with a saving of expense and
more cfficiently. In any event there are huge possibili-
ties for progressive efficiency and improvement in
service which have been mostly neglected and should
be actively undertaken for the direct promotion of
economy and service.

12. ““Work’’ Motive AND ‘‘MoNEY’’ MotIive

One of the chief forees in promoting efficiency would
be systematic appeal to the public spirit and profes-
sional pride not only of the operating officials but also
department heads and all other employees.

While undoubtedly the hope of personal profit is
important, it is casily exaggerated and is by no means
the exclusive force of progress. Anyone extensively
acquainted with business organizations, especially with
large utility corporations, knows that progressive effi-
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ciency does not depend solely or primarily upon profits,
The fact is that the men responsible for the operation
of the properties seldom participate in the returns
realized from their efforts. This is particularly true
of those below the highest cxecutive officers. Mostly
the departmental heads, engineers, operating experts,
superintendents, shop foremen, accountants, are so far
removed from the immediate profit motive that their
efforts are influenced but slightly by the greater or
lesser returns from operation. Among the lower paid
workers, the ‘‘fcar’’ motive probably works more
directly than the hope of reward, but no one would look
upon threat of losing a job as a progressive force in
industry.

While stockholders of large corporations are bene-
fited by progressive management, their influence can
be exercised as a driving force through the remote
departments only to a very limited extent. They may
energize materially the president, the general manager
and the chief executive heads, who in turn may affect
the chief assistants. But soon the profit influence
begins to diminish rapidly and fade away.

But even at the top of the organization, with the
president or general manager, it is doubtful whether
the hope of profit is really the chief factor in the
efforts to promote efficiency. Have the eminently suc-
cessful men worked primarily to accumulate money, or
have they used their great efforts chiefly for the fasci-
nation of the work and the interest in the constructive
results? This is an important question in the psy-
chology of business, which probably has often been
answered with arbitrary emphasis. Natural absorp-
tion in constructive enterprise always shares more or
less in the force of industrial leadership. Further
down the organization the employees are, of course,
actuated in part by the hope of greater compensation,
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but probably the most important force for advance-
ment is their natural interest in the work, their native
desire to share in the development and their conscious-
ness of personal identity with the business. These
feelings may be affected by financial expectations, but
they are native elements and are not ereated by hope
of profits.

We are concerned with the important and far-reach-
ing question of motives in industry. Unfortunately,
we do not yet know much authoritatively as to the rela-
tive force of the various business motives or how they
are combined under different circumstances. During
recent years, however, faith in the sheer profit incen-
tive has greatly diminished, and the belief has gained
rapidly that future progress in industry will depend
relatively much more upon the intangible psychological
factors than upon the amount or special method of
financial reward.

In the past, business was organized very largely
upon the profit basis. It was almost generally assumed
that man works for cash alone; a recognition of the
so-called “‘economic man.”” But the assumption has
been inereasingly questioned and greatly modified in
recent years. The fact has become more clear that
men exert their best efforts in all lines of activity when
they are naturally interested, not merely in immediate
financial gain but in the very work development or
crcation itself. This is probably the primary force
which has produced the tremendous advances during
recent years in chemistry, electricity, the various
phases of engineering, and in business organization.
During the past two decades, technical progress has
been due primarily to rescarch experts who have ob-
tained comparatively slight financial rewards, but who
nevertheless have devoted themselves with constant
enthusiasm to the routine of their exacting labors.
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The purpose is not to consider extensively the
“work’ motive in industry as distinet from the
““money’’ incentive. But we must point out that the
more intangible work factor has not been sufficiently
regarded in the past, and that we probably have just
begun to grasp its significance and its possibilities for
future progress. Here we believe is a good force
which may be used with almost unbounded success in
the direet promotion of efficiency in utility operation.
The commission can do a great deal to obtain publice
recognition for successful effort to stimulate pride in
achievement and to advance professional standards.
These non-profit factors have been powerful even when
they have not been recognized and fostered. They may
be greatly strengthened by the direct and conscious
effort of the commissions and the operating officials.

13. CapriTtanL AND MANAGEMENT

Nor is there here a suggestion that the management
should not be adequately paid. The salaries of utility
officers and all employees should be no less than in
other industries requiring the same relative abilities
and effort. But adequate personal compensation for
the management does not depend upon an unlimited
return to the stockholders or to the investors in the
business. Besides proper compensation, however, the
productive efforts of an entire organization can be
greatly incrcased by proper treatment, adequate
recognition and public encouragement.

For our purpose we must distinguish clearly between
“‘capital”’ and ‘‘management.’”” We propose a fixed
and limited return for investors or capital, but not
for management as such. The latter includes not only
the operating officials, but all human effort devoted
dircetly to the utilities. It consists of human or psy-
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chological elements and must be treated accordingly.
It must be paid right and treated right, then it will
respond right; its terms and conditions cannot be once
and for all permanently fixed. Capital, however, when
once contributed is physical and does not require
psychological adjustments. Tts return can be definitely
fixed and automatically regulated.

Clear separation between capital and management
already exists in most utilitics. There are compara-
tively few cases where the stockholders at the same
time furnish the active management. The latter usually
has very little share in the capital of the business. It
is mostly employed by the stockholders at stipulated
salaries or wages with little or no share in the profits
or returns realized through greater efforts or efficiency
of operation. Capital should be dealt with on definite
terms, but management must be given the considera-
tion that human motives and efforts require. The
commissions should co-operate with it constantly for
the improvement of the business. They can exercise
tremendous influence in promoting professional and
public standards. This force can be brought to bear
not only upon the higher officials, but upon all the
workers in the industry.

14. SprciaAL. REWARDS FOR SPECIAL SERVICE

In connection with the promotion of professional
spirit in management, the commission may work
out also special financial rewards to the officers and
employees for excellence of service.

But let us make clear that such provisions should
be limited to the management as such, and not extended
to capital. Heretofore the plans for special reward
have been concerned mostly with capital, and very
little with the operating organization. We believe that
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the course should be the other way about. The returns
should be fixed for capital, but provisions for addi-
tional compensation may be made for the people who
are actively concerned with everyday operations.
They would recognize meritorious service and would
act as a stimulus for continuous progress.

The suggestion to establish special financial rewards
is based upon the recognition of monetary motives in
effort. If definite standards were established and suc-
cessfully carried out, progress would be greatly stimu-
lated. Any such system, however, must be carefully
studied and worked out. It should rest upon measur-
able physical performance and not upon vague general
considerations. It must follow a clear relation between
efforts and results. The experience with various
bonus systems and special returns for industrial effort
has not been particularly satisfactory. In most cases
the difficulty probably has been to measure the results
compared with the special efforts put forth because of
the promised reward. If the payment does not follow
somewhat closely the actual physical performance,
the benefits may be derived by those who made no
special cffort, and the force of the reward is dulled
immediately.

In a number of casecs special arrangements have been
made for profit sharing between public utility com-
panies and the public. For example, in the rapid
transit contracts in New York City, after the payment
of all operating expenses, taxes and returns upon capi-
tal, there is a provision for equal division of the
remaining profits between the companies and the city.
Similar arrangements have been made in other cities.
The purpose in all such cases was, of course, to provide
a stimulus for efficiency. As the payment, however,
went to capital and not to the management itself, its
influence has been too round-about and it probably has
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not been a significant foree for progress in the actual
operation of the properties. It is doubtful whether
any plan of profit sharing between capital and the
public has been any considerable factor in stimulating
efficiency. Sharing of profits or bonus should go to
the actual management, including so far as possible
all the lower officials and the ordinary employees
where the incentive would bear directly upon the indi-
viduals who daily conduct and carry on the operations.
But it is difficult to work out and apply systematically
a system of special returns without arousing discon-
tent and thus destroying the expected benefits. If it
appears possible, however, to promote efficiency by a
definitely worked out bonus system, the commissions
should be free to co-operate with the managements, to
institute a plan and to realize every possible advantage
for the publie.

15. Suarince or Lasor Poricy

Under the plan it would also be feasible for the com-
missions to co-operate directly with the management
in working out proper labor policies and standards.

One of the great difficulties in regulation has been
the labor problem with which the commissions have
had practically no power to deal direetly. Wages,
hours of work and other conditions of employment
have been determined mostly by the companies. How-
ever unwisc the policies of particular companics may
have been, the commissions have had little or no right
to interfere. TUnfortunately the policies have been
unwise much too often, with the result of not only dis-
couraging the motives for efficicncy and retarding
progress, but also subjecting the publie to interruption
of service through strikes.

The commissions are especially charged with public



346 REGULATION OF PUBLIC UTILITIES

responsibility and they should have full power to deal
with labor problems. In most of the utilities, con-
tinuous service is a public requisite, and interruption
affects seriously the entire life of a community. And
yet the companies have been practically free to en-
danger the community welfare by maintaining low
labor standards. The commissions have been all but
helpless, however dangerous the conditions, and in the
face of strikes they usually can do nothing to protect
the public from the results of company stupidity.

We do not mean to charge the companies with re-
sponsibility for all strikes, but probably in the majority
of cases the final break has followed upon conditions
which should not have existed and which reflected
unenlightened management. KEven where the compa-
nies may have been right in resisting specific demands
of employees, the strike itself has often been due to
the arrogant and uncompromising attitude of the
officials, which antagonized the men and led them to
extremes. In modern industry co-operation on broad
lines is required in all relations, not only between the
public and the companies, but also between high oper-
ating officials and the organization down to the hum-
blest employee. It is exactly in this phase of co-opera-
tion and promotion of efficiency, where many companies
have been unprogressive and have not understood
modern labor forces and motives. And it is in this
line that the commissions have great opportunity of
promoting efficiency and protecting the public when
the interest of the investors is not involved in the
conflict.

16. ConNTrROL oF WAGES AND STRIKES

We believe that the commissions should co-operate
with the management in dealing with labor policies
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exactly as with the financial and technical phases of
operation. But they should have final power to act in
behalf of the public. They should work constantly to
establish the best possible standard of wages, and
other conditions, and to promote good will and co-
operation between officials and the entire operating
organization.

The commissions should have in view two main pur-
poses: (1) To promote efficiency by stimulating in-
terest in the work, establishing co-operation between
all departments, and maintaining proper conditions of
employment; and (2) to prevent interruption of
service. The second is directly concerned with the
public, but it depends largely upon the first. We can
hardly go so far as to prohibit strikes outright by legis-
lation. But we believe that they can be practically
avoided through enlightened labor policies. For the
sake of continuity of service, we must be prepared to
maintain favorable working conditions. And to safe-
guard against strikes, the utilities must lead other
industries in high standards of employment. The cost
has to be borne by the public, but is likely to be less
than under low standards.

We believe that the same commission which fixes
rates and the standards of service, should have final
control also of the major element of cost, namely,
wages paid to labor. The costs of any labor poliey,
whether modern and efficient or medieval and incompe-
tent, ultimately fall upon the public through rates and
service. Consequently the commission which regu-
lates rates should control directly the costs which enter
into the rates. We have no doubt that sooner or later
such direct power over labor conditions must be
granted. Interruption of service is intolerable, and in
some cases of great emergency the requisite power will
be assumed and exercised by the public. Why not
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make the entire matter a part of deliberate and
consistent regulatory policy??

17. CoxcLusIioN

In conclusion, let us emphasize that the problem of
efficiency is exceedingly important in public utilities.

To deal adequately with this problem, the commis-
sions should have comprehensive power to obtain facts,
study conditions, and to apply their knowledge and
experience. For the most part, they would obtain
the desired advances through friendly eco-operation
with the management. In any event, however, they
should have full power to require all changes and
improvements in the public interest.

There would be no unjustifiable or unwarranted
interference with the management. The legality of
the power would be definitely established by direct
legislative action and there would be little doubt of
its constitutionality so long as the investors are paid
the returns to which they are entitled.

Actual interference with the management would
depend upon the special circumstances. If improve-
ments are available and the operating officials are not
willing to follow suggestions, the commission would
have power to order the changes made. In such a case
the interference would be inevitable. With the utili-

*The repeated strikes and threatened strikes of railroad employees
finally brought about the organization of the Railroad Labor Board
under the Transportation Act of 1920, This board, however, has inade-
quate powers to deal effectively with reactionary conditions. It does
not have the ultimate power to fix wages and other conditions of labor.
Moreover, experience seems to have demonstrated that a separate board
should not have been created; its function should have been placed with
the Interstate Commerce Commission, which has control over rates,
security issues, accounts, service, consolidations, co-operation and pool-
Ing in use of equipment and terminals, and other phases of operation.
No good reason exists for the separate labor body; it does occasion
cross-purposes with the Interstate Commerce Commission and prevents
close co-ordination of regulatory powers.
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ties we have departed from the usual standards and
modes of business, and we must go as far as the facts
reasonably require. For the most part, however, direct
orders would not be necessary. Mostly progress
would be made best through co-operation between the
public authorities and the management. And such
co-operation would flow almost automatically from the.
institution of the proposed plan.



CHAPTER XTIV
STANDARDS OF COMMISSION ORGANIZATION

1. Plan requires good organization. 2. Lack of training and
experience. 3. Political influence harmful. 4. Attitude of tech-
nical staff. 5. Appointments and tenure by merit, 6. Removal
of politics practical. 7. Conflicting functions a problem. 8. Con-

flict could be narrowed. 9. Local commissions in large eities.
10. Conclusion.

1. Prany REeqQuires Goop ORGANIZATION

Under the proposed plan great responsibility would
be placed upon the commissions. These bodies would
have the immediate duty of making an appraisal of all
the public utility properties and placing rate making
upon a permanent self-operating basis. When this
initial task is completed, they would have the large
constructive duties incident to effective regulation;
deciding upon additions and improvements, safe-
guarding financial stability, checking up the secrvice,
promoting efficiency of operation. These matters have
been grossly neglected and can receive adequate atten-
tion only when the commissions are freed from the
cumbersome deadlock of present rate procedure.

Because of these positive responsibilities it is neces-
sary to place the organization of the commissions upon
the highest possible standards. This would include not
only the commissioners themselves, the manner of
their appointment, their qualifications, their tenure of
office, but also the heads of departments, technical
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experts and all employees engaged in the work. The
entire organization must be sclected and shaped to
carry out effectively the purposes of regulation.

2. Lack oF TRAINING AND EEXPERIENCE

One of the chief difficulties with our existing ma-
chinery of regulation has been the character of the
commissions. With comparatively few exceptions,
commissioners have been appointed because of politi-
cal consideration, with little regard to their suitability
for the positions. The same force has controlled to a
very large cxtent also in the appointment of the prin-
cipal executive officers, the legal staff, the secretaries,
and often, also, the technical experts. In compara-
tively few cases have commissioners brought to their
positions a background of training and experience
which would aid in the administration of the office.
Seldom have the newly appointed commissioners had
any understanding of the problems with which they
were confronted.

In many cases the new commissioners have not even
understood the fundamental character of public utili-
ties as distinguished from general business corpora-
tions. They had no notion of the significance of fair
rates and reasonable service. They knew nothing of
the technical procedure in rate-making. They did not
comprehend the rights of the companies or the duty of
the public to the investors.

3. Poriticar INFLUENCE HarMFUL

Not only have the appointees lacked training and
sufficient experience, but their principal interest after
their appointment has been directed toward maintain-
ing their political connections, rather than studying
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the problems and fitting themselves for the proper
administration of their duties.

To those who have had extensive and intimate expe-
rience with commissions, one of the disheartening
facts has been that in many cases the commissioners
never do understand what their work is about even
after being in office a number of years. This is not
due to lack of requisite intelligence, but to the fact that
they are interested in the political possibilities of their
office, rather than in the grave problems of regulation.

As to sheer ability, there is no great ground for
criticism. On the average the appointees have repre-
sented good and perhaps surprisingly high grade
ability. Comparatively seldom have they been really
inferior. But whatever their native ability, they have
not brought a background of broad training and requi-
site experience to the positions, and under the condi-
tions of their appointment they have inevitably focused
their attention upon political ends, rather than upon
problems of regulation.

A special political factor is the usual lack of tenure
of office and of definite responsibility. Generally, a
newly appointed commissioner realizes that his con-
tinuance in office does not depend upon the work that
he performs, or on his personal development for the
position, but upon his party’s success in the following
election. Consecquently, his interest naturally centers
in the political organization and tactics with which
elections are conducted. Almost inevitably he devotes
only the minimum time, energy and interest to the
work, mainly relying upon his technical assistants to
keep him informed of the various cases, investigations,
and other important matters.

If there had been a more permanent tenure, so that
continuance in office would depend upon performance,
the appointments that have been made would have
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turned out more satisfactory. Even without highly
desirable previous contact with public utility problems,
they would have had opportunity and motive to become
familiar with the work and absorbed in it. But indi-
vidual commissioners as well as entire commissions
have been frequently removed, not because they were
particularly unfit, or because the change offered expec-
tations of improvement, but purely because of shift in
political control in an eleetion.

Because of the political dominance and frequent
changes in personnel, there has never been an accumu-
lation of experience on the part of the commissions
that would help materially in solving the problems of
regulation and in performing the duties progressively
from a public standpoint. One of the disheartening
things in practice before commissions has been the
necessity of repeating over and over the most elemen-
tary concepts. After nearly a quarter of a century
devoted to active regulation, we still find that a large
proportion of the commissioners do not understand
even the primary principles. It is necessary to repeat
the simple fundamentals and explain them each time
in great detail in spite of the fact that they have
been rehashed time and again before the wvarious
commissions.

There have been instances where commissioners
have devoted themselves to their duties and began to
grasp the public problems, but their acquired knowl-
edge and experience offered them no protection. They
were swept aside with changes in political control just
like their associates who had not taken their responsi-
bilities scriously. Very often, however, the commis-
sioners have hardly realized the existence of special
problems to be solved and difficulties to be removed.
They have been complacent in their positions, seriously
concerned only with the next election.
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The entire organization has moved along in an
unwieldy and cumbersome way. Investigations have
been made and considered, only to have the same sub-
ject matter reinvestigated and reconsidered, without
anything ever settled. Voluminous opinions have been
repeatedly presented by successive commissioners.
The same vague, perfunctory formulas have been
pompously restated, without deciding anything, with-
out advancing the solution of any problem, or placing
regulation upon a more solid foundation.

4. ATTiTUDE OF TECHNICAL STAFF

These conditions have affected the entire organiza-
tion of the commissions. In most cases the political
appointments have not been limited to the commis-
sioners themselves, but have included secretaries,
counsel and often even heads of departments and {ech-
nical experts. With every political change there were
not only new commissioners, but also new appointees
in all the important administrative positions. The
results have been twofold: First, a marked slowing
down of the work, because the new order had to learn
at least the important routine of the job; and, second,
the technical men on the permanent staff suffered
repeated frustration of effort.

The last mentioned point may seem fanciful, but
will be readily acknowledged as exceedingly important
by those who have been close to commissions for a
number of years. With every change of personnel
there is a noticeable deterioration in the morale of the
staff, including employees with permanent tenure.
There is the feeling that for a long period nothing
would be accomplished, as the main work would con-
sist of training the new incumbents; also that there is
no use in serious effort as immediately evidenced by
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the changes just made,—that the whole enterprise is
political and good work does not count.

In spite of the political control at the top, the perma-
nent staffs have been selected to a surprising extent
from qualified lists, and the technical positions are
largely occupied by individuals qualified for and inter-
ested in the work. This applies particularly to the
engineers, accountants, statisticians and counsel where
the appointments are non-political. The technical men
have done a great deal in studying the problems, poli-
cies, and methods. Again and again, they have placed
before the commissioners the difficulties with which
they were confronted, and have pointed out improve-
ments which could be obtained. They have struck,
however, not only a lack of understanding and interest,
but have had to place their ideas repeatedly before new
commissioners or new groups, without result, till grad-
ually they have exhausted their own interest and have
tended to accept the situation without much concern.

It is, of course, casy to exaggerate the frustration
of the permanent staff, but it has been exceedingly
important. The technical men have gradually been
forced by the conditions into the attitude that there
is no use in trying to make constructive suggestions.
To a large extent they have come to accept existing
conditions as inevitable, and have surrounded them-
selves with administrative red tape by which they
make their own positions tolerable, without worrying
particularly about the public interest.

5. ApProINTMENTS AND TENURE BY MERIT

What is needed first of all is to remove the commis-
sions from political control. The commissioners should
have outstanding qualifications for their positions, and
should devote themselves exelusively to their work.
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‘When regulation was introduced it was difficult to
obtain men with adequate training and experience.
But now there is no such difficulty. In every com-
mission there are lawyers, engincers, statisticians,
accountants, who are not only leaders in their own
technical fields, but have acquired a general point of
view which should be utilized for the public bencfit.
At the present, therefore, it is possible to appoint as
commissioners men of broad training, experience and
a will to apply themselves wholeheartedly to the
various problems of regulation.

A commissioner should be appointed for a long or
indefinite term. He should not be removable except
on charges and proof of malfeasance. The tenure of
office, the salary paid, and other conditions should
render the position sufficiently attractive to men with
the requisite ability and experience who would devote
themselves unreservedly to the work.

Similarly all other positions in the organization
should be made practically permanent and lifted com-
pletely from political control. Kvery position should
be filled on the basis of merit, without regard to politi-
cal connections. This standard should apply to coun-
sel, all administrative officers, and all technical and
clerical positions.

There should be not only security of tenure, but also
responsibility and recognition of service rendered;
particularly there should be adequate salarics. Any
man on accepting a position with the commission
should be able to work for promotion as far as his
ability will allow. He should be able to look forward
to the time when he may become the chief of a depart-
ment, or even to his appointment as commissioner
merely through devotion to his work and development
in his capacity to serve. In short, he should find room
for a professional career.
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6. RemovanL or Pouitics PracTicaL

That such conditions are possible of achievement, is
demonstrated in the organization of the Interstate
Commerce Commission. The high ability and sense of
duty of individual commissioners and the body as a
whole have been generally recognized. Most of the
commissioners brought into the office special experi-
ence that fitted them for their tasks, and the tenure of
office gave them opportunity to develop for their
particular duties.

At the present time there are eleven commissioners,
no more than six of whom may be appointed from the
same political party. They are appointed by the Presi-
dent, with the advice and consent of the Senate, for a
term of seven years at an annual salary of $12,000.
The terms of not more than two members may expire
in any one year. Iligh grade men have practically
always been reappointed.

These comparatively favorable conditions have prob-
ably been a strong factor in procuring outstanding
men for the positions. But the more fundamental fact
is that the office has been regarded as so important by
the gencral public that politicians have not dared to
meddle. If a federal body can be safeguarded from
political control, there is every reason to believe that
state or local bodies could similarly be created and
maintained on a high professional basis. The very
addition of responsibilities under the plan would set
off and emphasize the importance of the commissions,
and would thus militate against low standards and
political exploitation.

7. Coxrruictine Functions A ProBLEM

Apart from the factors considered in the preceding
paragraphs, there has been a further difficulty in the
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conflicting duties and responsibilities of the com-
missions.

Our entire system of government rests upon a three-
fold separation of functions: legislative, administra-
tive and judicial. While in practice it is difficult to
maintain throughout a rigid scparation between the
three, nevertheless, for the most part, our govern-
mental organization has followed these primary
divisions. The legislative function is to determine
policies; the administrative to carry out the policies;
and the judicial to determine the exact meaning and
limits of the policies, as well as to decide between
conflicting interests.

The commissions, however, are deliberately endowed
with all three functions. In rate regulation, for ex-
ample, they act primarily as legislative agencies.
Rate making is a legislative act. This power has been
delegated to the commissions and all rates fixed by
them come from the exercise of this legislative
authority.

Besides such direect legislative action, however, the
commissions have also the direet responsibility of
carrying into effect all legislative acts pertaining to
regulation, including their own orders based on dele-
gated authority as well as the positive requirements
fixed directly by the legislatures. In this respect they
are administrative bodies, and a large part of their
organization is devoted to administrative dutics. But
they also exercise judicial or quasi-judicial funetions
in passing upon questions that affect the rights of the
companies. In rate hearings especially the commis-
sions have always found themselves in the conflicting
position of appearing not only as legislative bodies
whose duty it is to fix rates in the interest of the
public, but also to pass upon the reasonableness of
the rates in protecting the rights of the investors.
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They have been compelled to conduct investigations
and bring out facts for the purpose of fixing the lowest
possible rates. But they had to consider the facts
from the standpoint of the companies. They have
inevitably been expected to act as the direct repre-
sentatives of the public for the establishment of low
rates, but have also had to sit as judges to determine
the rights of the investors affected by such rates.

A commission which must sit in a judicial capacity
cannot readily be unflinching in its duties to the public
to obtain the lowest possible rates. There is little
doubt that this conflict has caused the commissions to
avoid the facing of perplexing responsibilities. On
the public side, the commissions have avoided the
starting of rate investigations as long as they could.
Fven if the facts justified a reduction in rates and
were known to the experts, the tendency has been
strong to do nothing until an active public insistence
forced an investigation. Likewise, so far as the in-
vestors are concerned, the commissions have evaded
as long as possible the demand for an inerease in rates.
The responsibility for changes, therefore, has rested
practically upon the initiative of public officials and of
the companies who could represent the public and the
investors without judicial restraint.

8. Conrrict CourLp BE NarrowED

To a considerable extent this conflict of funections
cannot be avoided, but it should be understood and
provided for. Under the proposed plan, it would be
very greatly reduced, if not practically eliminated.
After the initial valuation to determine the amount
upon which a return should be allowed, the rights of
the investors would be definitely fixed and the ma-
chinery for subsequent rate making would be practi-
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cally automatic. The procedure would then be almost
altogether administrative. Hardly any judicial ques-
tions would arise. Rates would be increased if re-
quired according to the showing of the accounts, and
decreased if the reduction seemed desirable and could
be made without endangering the return to the
investors.

With such a clarification of rate making policies and
methods, the conflict of duties would practically disap-
pear. It would hardly arise even as to matters of
service, extensions of facilities, or methods of opera-
tion. Practically the sole question in any case would
be one of desirability, whether or not a particular
change should be made; the financial interest of the
company would scarcely ever be involved. The com-
missions would, therefore, be concerned primarily with
their legislative and not judicial responsibility, and
would be free to proceed as direct public agencies to
bring about the best and most favorable conditions of
service.

The effect of the opposing responsibilities may be
limited also by frankly recognizing the facts and giving
the municipalities full power to represent the public
in all utility actions. At present the right of the
municipalities to appear in rate cases and other pro-
ceedings before the commissions is limited and varies
in the different states. To a large extent the cities
have a right to appear only in cases where their
own contracts or franchises are involved; or the prin-
cipal officers may bring complaints as to excessive
rates and other unsatisfactory conditions. But mostly
their participation in the proceedings is on sufferance
and not a direct right. Nor are they usually given
access to company records, or to initiate independent
examinations. In court cases they usually have no
standing except by tolerance.
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This situation should be changed. We should recog-
nize the commissions’ double functions, and grant to
the municipalities directly the right of legal appear-
ance both before the commissions and the courts in all
public utility matters. It is a fact that local discontent
with rates or service or conditions of the property is
expressed mostly first to the city officials. It is natural
that the pcople should look directly to their own clected
officers for protection. This is practically inevitable,
whatever form of organization may be employed. The
people do expeet their local officials to take the needed
initiative in public utility matters.

The city officials, of course, are free in such actions
from any judicial responsibility. They can present
their case untrammeled with the consideration for the
investors. They can direct their attention wholly to
what is desirable from the public standpoint, exactly
as the lawyers for the companies concern themselves
exclusively with the interest of their clients.

Granting the cities the right to appear in all public
utility cases would be a mere recognition of the fact
that the people do expeet their officials to lead in such
actions. This would not interfere with the duties and
responsibilities of the commissions. They would still
have their technical departments to make the requisite
investigations and to present the facts necessary for
a reasonable determination and order. But in the
course of the proceedings the municipalitiecs would
urge more actively all public considerations, un-
impeded by any judicial responsibilities to the other
side.

This direct public representation would be particu-
larly important in the proposed initial valuations. The
commissions would have a tremendous task in making
the appraisals of all the properties. In each case a
particular locality would be affected, and to make the
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appraisal satisfactory to all concerned, the local offi-
cials should have direct representation in the work.
While the commission would have the final respon-
sibility of determining the valuation, therc would be
great public gain if the cities had a direct share in
establishing the facts and urging the various special
considerations on behalf of the public.

9. LocarL Commissions 1N Larce CiTies

In some cases, to limit the conflict of duties, it may be
desirable to create special local commissions. For a
very large municipality, such as New York, Chicago,
Philadelphia and others, there is little reason for a
state commission. The properties, management, and
problems of service are all concerned with the particu-
lar city, and there is no reason why regulation should
not be local.

The two chief considerations in determining whether
a local commission with full regulatory power should
be created are (1) the cost, and (2) whether
the utilities are limited in their operations to the
municipality.

The organization of a local commission is, of course,
limited by the expense. To organize and maintain an
adequate staff is costly. The expense of intelligent and
effective regulation can be borne separately only by
the largest cities. In the smaller cities the costs would
be prohibitive.

In regard to the second factor, consideration must
be given as to whether the utilities are entirely local,
or are extensively connected with operations in other
municipalities. In the case of New York City, for ex-
ample, practically all the street railways, the gas and
electric companies are strictly of a local character, per-
forming little, if any, service outside of the city limits.
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Consequently, a New York City commission would not
be involved with operations outside of its jurisdiction
and would be amply occupied with local problems.

For the most part, however, public utilities are not
limited to one city, but extend to outlying districts and
serve a number of municipalitics. Wherever there is
inter-municipal service, with joint properties, opera-
tions and financial results, local commissions are im-
practicable. In most cases, therefore, apart from the
expense, state commissions meet the requirements in
the most satisfactory way. But each municipality
should have the right of direet appearance before the
commission in matters affccting the rates or service in
its own territory and should have access to all neces-
sary company records in preparing the case for the
public. In the case of interstate utilities, besides rail-
roads, where there are interstate investments, opera-
tion, scrvice and costs, effective regulation demands
that they be subject to the Interstate Commerce
Commission.

10. CoxcLusioN

If rate regulation is to be effective under any plan
politics must be completely eliminated from the com-
missions. The conditions of the office must be com-
mensurate with the responsibilitics assumed to attract
the calibre of men who would render efficient service.
Above all, however, their duties must be explicitly pre-
scribed and adequate powers delegated, which would
permit them to use their diseretion in the application
of the enacted legislation to the different utilities.

The determination of a rate base for each of the
existing properties would take considerable time. But
once this is out of the way rate making would require
comparatively little attention from the commissions.
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Their ability and devotion to the interest of the public
would be measured by the extent of their positive con-
tribution to economy of operation and improvement of
the service.



CHAPTER XV
FUTURE DEVELOPMENT IN PUBLIC CONTROL

1. No new principles suggested by plan. 2. Purpose to make
accepted principles effective. 3. Territorial seope not an issue.
4. Plan not concerned with public ownership and operation.
5. Public ownership not an immediate solution. 6. Plan would
faeilitate solution. 7. Conelusion.

1. No New PrinciPLES SUGGESTED BY PLAN

The proposed plan is not a radical change which
would introduce unknown and untried principles and
methods.

Regulation has become firmly established throughout
the country, and has been carried out through existing
statutes with claborate organizations. The remark-
able fact is that it has become universally established
in a comparatively short time. While the right to reg-
ulate was recognized in Munn v. Illinots in 1876, active
regulation has been provided for only since 1900.
Sinee then, however, the regulatory statutes have been
extended practically to every state, and the system
today is all but universal.

But in spite of the wide prevalence of regulation,
with extensive and costly machinery, the results have
been unsatisfactory. Under the plan, the general prin-
ciples underlying the existing statutes would remain
undisturbed. We should merely state the policies ex-
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plicitly, crecate workable machinery and proceed upon
stated facts which are beyond dispute. In general out-
line, we propose nothing that is new. We urge only
the adoption of conerete policies and methods by which
the accepted purposes of regulation may be rendered
effective.

2. Purprose To MAKE AccepTeEp PrincipLEs IEFreCTIVE

In this discussion we have made no assumption what-
ever as to any particular future development in the
rclation of the public to the utilities. There has been
throughout only the realization of growing discontent
with regulation, and the purpose has been merely to
suggest measures that would remove the causes of the
discontent.

Whatever the future developments may be, one thing
seems certain: There will be no return to the freedom
of ordinary competitive enterprise. If railroads or
other utilities belicve that with the breakdown of reg-
ulation they will be permitted to return to their old
status, and manage their business without public regu-
lation, they are out of touch with conditions and the
spirit of the times. Therec is no possibility that they
will ever be given greater freedom than they have at
the present time. If regulation breaks down, the
chances are overwhelming that it will be replaced not
by turning the management back to the companies free
from public control, but by greatly extending the con-
trol or by taking the propertiecs and instituting ven-
tures which will have their own problems and
uncertaintics. A collapse of regulation would call
for radical proposals which are untried, and probably
costly and unwise.

The proposal contemplates proceeding with and per-
fecting what we have. The underlying principles of
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regulation are sound, and they have been established
and accepted by both the legislative and judicial
branches of our government. They are based upon the
public interest. We need only definite policies,
methods and facts by which these principles can be
made effective.

3. TerriToriaL Scork Nor anx Issur

Two alternative courses have been actively sup-
ported to replace the present system: (1) The exten-
sion of local or municipal control, and (2) public
ownership.

As to the replacement of state by local regulation
there is nothing in the proposal against the change
wherever it may prove desirable on its own merits. In
the preceding chapter the suggestion was made that in
the case of large cities it may be desirable to establish
local commissions. But otherwise it seems doubtful
whether state regulation should be replaced by muni-
cipal control. The objections as already intimated are
twofold: (1) The costliness of local regulation, and
(2) the interurban operation of the propertics. IFor
these reasons it scems that state-wide control is the
only effeetive system. The cost can be readily absorbed
by the wider jurisdiction, and all the companies can be
brought under the same commission. In the case of
railroads, effective control is national, and the same is
true of individual other utilities that are not confined
to a single state in their operations and calculation of
costs.

But there is no reason why in any case the question
of local control may not be raised. Wherever a com-
munity prefers to have its own commission and is will-
ing to bear the cost, there is no reason why, under the
legislative sanction, local regulation should not be pro-
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vided. If not, then the right of local appearance should
be granted. Tn any event, however, the plan would
provide the basis of effcetive control.

‘Whether regulation is carried on by a state-wide
commission, by a loeal body, or by an interstate organi-
zation, the work must be based upon definite policies
and clear-cut methods. Our proposal, therefore, would
apply to local, state, and national commissions. What-
ever territorial adaptations we may make, we must
proceed to place the processes upon a definite and
workable basis.

4. Prax Nor Concernep WitH Pusric OWNERSHIP
AND QPERATION

As to public ownership and operation, it is not our
purpose either to defend or oppose it. As a policy it
must be judged upon its own merits. While the move-
ment has gained rapidly in recent years, its popularity
has undoubtedly been due in large measure to the dis-
content with the existing system. With its general de-
sirability, therefore, we are not concerned. But we
are interested in removing the immediate conditions
which scem to have given impetus to the public
ownership development.

To the extent that the demand for public ownership
springs from mere dissatisfaction with inefficient reg-
ulation, the movement is artificial and would be
checked by the introduction of definite policies and
workable methods. But if public ownership should
prove desirable on its own merits, there is nothing in
our proposal to prevent its general adoption. The
realization of the plan would afford opportunity for
unbiased consideration of the policy in general and its
application to the various utilities under varying local
conditions.
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5. Pusric OwnersHIP NoT AN IMMEDIATE SOLUTION

While it is not our purpose to discuss the general
desirability of public ownership and operation, the
point should be made that in any event its extension is
bound to be a somewhat slow process and will depend
upon various local considerations. So far it has not
been tried extensively except in relatively small prop-
erties and simple utilities. Regulation on the other
hand is almost universal, and all that is necessary is to
remove uncertainties and to base it upon definite poli-
cies and effective methods.

The extension of public ownership and operation is
difficult because of the local variations which cannot be
met by general legislation. There are great differ-
ences in the local franchises and privileges granted to
individual companies operating in the various muni-
cipalities. Morcover, there are special agreements or
contracts between the municipalities and the compa-
nies, which interfere with immediate public acquisition.
All these franchise and contractual conditions will re-
quire time before general public ownership could be
introduced in many of the cities. Such settlements are
always slow of realization.

Perhaps a greater obstacle to immediate public
ownership is the purchase price. If a comprehensive
program were 1o be undertaken, there would be general
condemnation of properties for public purchase.
This would raise many constitutional questions, and
undoubtedly would place a heavy burden upon
the communities so as to make successful operation
exceedingly difficult.

The alternative course to gencral condemnation
would be through negotiation between municipalities
and the companies. KExperience in such negotiation,
however, shows that the course is drawn-out and, with-
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out power of compulsion by the public, the final price
is likely to be excessive. -

Besides the franchises, contracts, and purchase
price, there is also the financial difficulty on the part of
the cities. In most cases it is doubtful whether the
municipalities would have sufficient credit to purchase
all the propertics outright. Either some new public
organization would have to be provided to do the
financing, or the fundamental law would have to be re-
vised so as to furnish adequate borrowing capacity to
carry out the project. But such changes would require
time and would involve so many various conditions
that the general introduction of municipal ownership,
even if desirable, could not be seriously considered as
an immediate policy.

Municipal ownership, as such, would, of course, be
almost impossible in the case of companies owning and
operating properties as a single system extending
through a number of cities or several states. This ap-
plies to many railway systems, telephone and telegraph
properties, and increasingly to electric light and
power, with the rapid central station and holding com-
pany developments. In all such instances, where a
large proportion of service is intermunicipal or even
interstate, where the processes and costs of operation
are intermingled, and where the larger scope of organi-
zation is more economical, municipal ownership and
operation would be naturally futile. As public under-
takings, we should have to consider state or federal
ownership and operation. But these forms of organi-
zation would present their own problems and could not
be offered as a comprehensive solution of the problem
in the near future.

There would also be political obstacles. In every
case, the issue would be befogged by all kinds of cross
purposes. It could hardly be placed squarely before
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the people to be determined on its own merits. And
finally there would be the problem of keeping the
operating organization from political control.

6. Pran WouLp Faciirare SoLuTioN

Whatever the immediate cffects, the plan would
ultimately facilitate the solution of the ownership
problem.

The regulatory statutes are genecral, and so con-
structed as to mect fundamentally all conditions. The
proposed modifications would likewise be universal and
would not depend upon local franchise, contractual,
and finanecial variations. They would be brought about
by state-wide and, in the case of the railroads, and a
few other utilities, by national legislation.

If, however, at any time, the question of public
ownership and operation is brought up for lccal deter-
mination, there is nothing in the plan to prevent its
adoption. Our view is that all the ulility statutes
should provide full power for any community to aec-
quire its own utilitics and to operate them according
to local expediency. But whatever the particular cir-
cumstances of acquisition, the plan would already have
established definite facts as to invesiment, earnings
and comparative efficiency which would be used as a
basis for purchase. To the investors it would be prae-
tically immaterial whether they received a fixed return
under regulation or obtained a reimbursement of their
principal from the municipality to be invested in other
enterprises.

Thus, it seems clear that the plan, on the one hand,
would slow down the extension of public ownership and
operation by eliminating the condition of dissatisfac-
tion with regulation. On the other hand, it would ulti-
mately make the transition to public ownership much
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easier, if the change, on its own merits, should prove to
be desirable.

7. CoxNcrLusion

After a twenty-year struggle with rate regulation the
public authorities today are scarcely in a better po-
sition than when they started. During these two
decades they have conducted endless investigations,
caused the expenditure of hundreds of millions of dol-
lars, piled up mountains of records and opinions; and
mostly have not reduced rates when fairly justified,
nor advanced them when reasonably needed. They are
all but helpless before the huge task of preseribing
rates for the many utilities opcrating under greatly
varying conditions, rapidly shifting prices and tremen-
dous transitions in industrial organization—unless
principles and policies of regulation are definitely
established and exact methods prescribed.

If we really desire effective rate regulation, it can
be made practically an automatic process. What is
needed is action under adequate legislative authority.
This is not a matter for the courts. All the latter can
do is to state clearly by what standards the constitu-
tionality of legislative action would be measured,
and the Supreme Court has indicated the ultimate
limitation upon the legislative prerogative.

For automatic rate control, we nced first of all an
appraisal of existing properties used in the public serv-
ice to determine once for all reasonable and definite
sums entitled to future return. When such valuations
have been made, the results in cach case should be
taken upon the books of the company. Subsequently
all additional investments should be added to the initial
valuation. Thus, the rights of the investors and the
obligation of the public would be at all times shown by
the accounts.
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This undertaking can be readily carried out without
grave financial and physical difficulties, but when once
accomplished it would render rate making a simple
process. It would set the commissions free to make
positive contributions in economy of operation and
improvement of service.

We face a question of paramount public importance:
Shall we establish definite policies and workable meth-
ods of regulation, or continue under the existing cum-
bersome and extravagant systems, with the danger of
being precipitated into a course not deliberately
adopted on its own merits?
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Abuses, in industry, 8, 9
Accounting control, a means of
regulation, 24
Accounts, asset, 25
balance sheet, 25
basis of, 25
classification of, 24
control, after valuation, 242
cost record, 25
liability, 25
revenue, 28
revision of, 27
rewriting of,
233
Actual cost, some theories, falla-
cies of, 133
Additions, after valuation, 245
from earnings, 248, 318
commission control of, 248
indistinguishable from replace-
ments, 190
Adjustment, for common stock, in
valuation, 126, 234
Appraisal, cost of, 59
essential, 57
items in, 228
of railroads, 60
practical, 59, 229
Assets, current, appraisal of, 203
net, 205
Atlanta case, 97

after valuation,

Balance sheet, accounts, 25
adjustment, after valuation, 238
Bluefield Water v. P. 8. C. of W,
Va., 95
Bonds, bear definite rate of inter-
est, 266
Bonus, to employees, 343
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Book, purpose of the, 11, 365
Business, abuses in, 8
importance of, 8

Capital, cost of, 42, 253
and management,
342
Capital fund, theory of, 182
Capital stock. readjustment of,
126, 234
Changes, impending, 320
Classification, functional, 26
Commercial consumers, 289
Commission, to bankers, in valua-
tion, 219
appointment and tenure of, 355
construetive problems for, 336
functions of, conflicting, 357
local, 362, 367
political influence on, 351
technical staff, 354
training and experience of, 351
Comparability, aid to efficiency,
332
Condemnation, theory in valuation,
87
Confiscation, measure of, 51
Consolidated Gas, first case, 81
second case, 4Yn, 92
Consolidation, cost of, in valua-
tion, 225
problem of, 323
Contingencies, in valuation, 217
Control, local, 362, 367
Cooperation, in valuation, 232
under plan, 333
Cost, actual vs. reproduction, 76,
105
and value, 70, 79, 136
basis of rates, 38

contrasted,
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Cost, of capital, 42, 253
of service, total and group, 275
Costs, direet and indirect, 277
variable and non-variable, 278
Credit, of utilities, 312
Customers, cost of obtaining as in-
vestment, 215

Decision, and dietum, 100
Deficits, past, in valuation, 208
Demand, average, 283
Demand, elastic and inelastie, 310
Depreciation, accounting proce-
dure, 141
and comparability, 189
and financial stability, 192
definition of, 139
demanded by court, 73
element in expenses, 30, 40
elements of, 139
factor in Smyth v. Ames, 73
funds, separate, 147
illustrated, 149
issue defined, 157
life average, main
tion, 154
not actual outlay, 30, 40, 142
not confiscation, 147
not shown on books, 152
on properties, growing or set-
tled, 184
large and varied, 180
on unit, single, 179
on units, many, 180
opponents, concern of, 193
policy, source of strength, 315
provisions for, 141
provisions for future, 176
reasonable estimates, 153
reserve needed, 186
reserve in valuation, 172
vs. Tenewals, 178
Dietum, vs. decision, 100
Discount, automatic return ad-
Jjustment, 262
in valuation, 218
Diserimination, in classified rates,
288

considera-
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Economic death, not definite, -190

Efficiency, and simplicity, 329

Emergency use, of equipment, 162

Eminent domain, 3

Engineering and superintendence,

in valuation, 217

Expenses, operating, 30, 39

doubtful items, 39

Fair return, 67

Fair value, 67

Finaneial manipulation, 20

stability, 19, 302

Financing, cost of, in valuation,
218

Formula, Smyth v. Ames, 68

Franchise, reason for regulation, 4

Friction, elimination of, in regula-
tion, 331

Functional, classification, 26

Galveston Elee. v. Galveston, 91
Georgia Ry. & Pr, v. R.R. Commn.
of Ga., 97
Going value, 207
cost of obtaining customers, 215
Good will, definition of, 207
Granger cases, 2

Holding companies, control over,
22
development, 321

Importance, of industry, 8
Improvements, from earnings, 248,
318
Income tax, 31, 42
Industry, abuses in, 8
Inefficiency, evidence of, 329
Intangibles, character of, 197
in valuation, 216
Interest, during construction, 218
Interference, declined by court, 66
with management, 33
Interstate Commerce Act, 3, 12, 36,
44
Interstate Commerce Commission,
357
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Investment, existing, problem, 55,
254
and future, 54
past, 57
shown by accounts, 243
Investors, expectation of, 120
return to, limited, 122

Judiciary, fault of, 50
function of, 51

Kansas City Southern v. U. 8., 75

Kings Co. Ltg. v. Willeox (N. Y.),
209

Knozxville v. Knoxville Water, 49n,
75

Labor policy, shaping of, 345

Land, changes in prices of, 86, 198
subject to limitation, 199
valuation of, 198

¢¢‘Lean with the fat,’’ 17

Legislation, inadequate, 35

Legislative function, 48, 51

Life tables, limitation of, 154

Load faetor, 286

Load, peak, 283

Maintenance, deferred, 171
Management, 335

Manipulation, financial, 20
Market, rigging of, 20

Merit system, need of, 355
Minnesota Rate Cases, 70, 85
‘‘Money’’ motive, 339

Monopoly, reason for regulation, 5
Munn v, Il1,, 2, 66

New securities, control of, 21
Newton v. Con. Gas, 92
Normal cost, 107

Normal prices, 107

Obsolescence, definition of, 140
determination of, 167
important, 156
in private business, 166
special case of, 169
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Obsoleseence, treatment of, by de-
preciation opponents, 165
Omaha v. Omaha Water, 213
Omissions, in valuation, 217
Operating cxpenses, 30, 39
uncertain element in, 30, 40
revenues, 28
Organization, expenses, in valua-
tion, 217
Overcapitalization, 19, 23
Overhead, items cnumerated, 216
Overheads, charged to operation,
223
depreciation of, 224
percentages, in valuation, 222

Peak load, 283
Plan, purpose of, 366
Politics, removal of, 357
Preliminary expenses, 217
Premium, automatic return adjust-
ment, 262
Price changes, since Civii War, 108
two types, 84
Price curve, 109
level, issue in valuation, 90
present high, 116
uncertainty in future, 114
Profit motive, hampered, 328
Profits, past, 212
Properties, existing and future, 54
problem of, 55
segregation of, 57
Property, as a whole, 182
Public interest, development of, 5,
9
ownership, not considered, 368
Service Comm. Law (N. Y.) 37
utilities, definition of, 1
in the making, 8

Rate base, fixed, prime requisite,
104
cases, drawn out, 45
changes, difficult, 45
classification, 280
Rate control, prerequisite of, 57
making, legislative funetion, 48



380

Rates, fixed by franchise or con-
tract, 205
flexible, 293
follow service, 16
reasonable, 38
regulation of, 38
uniform, 276
Reason, rule of, 227
Regulation, business subject to,
kinds of, 8
conditions making for, 8
constructive phases, 336
definition of, 2
desirability of, 10
development of, 5
disappointment with, 11, 45
extension of, 10
local, 362, 367
prerequisite to, 104
problems of, 10
purposes of, 12
to securc conditions of competi-
tion, 133
and special privilege, 5
vicious circle, 47
Renewals vs. repairs, 39
Rent laws, New York State, 9
Reorganization, 210, 320
Replacements, and additions, 190
Reproduction cost, basis shiftable,
107
check to actual cost, 78
declining prices, under, 111
definite factor for, 129
invites inflation, 131
of service, 135
vs. actual cost, 1056
Reserve, depreciation, needed, 186
equalization, 316
equipment, in valuation, 162
in valuation, 172
Return, automatic control of, 262
capital, on, 32, 42
common stock, on, 267
cost basis, on, 43, 253
cost factor, 42
distribution of, 32
fixed by contract, 260

INDEX

Return, fixed for bonds and pre-
ferred stock, 266
fixed rate, 260
investments, future, on, 260
properties, existing, on, 255
rate of, 254
rate, equitable, 256
rate, changing, 258
right to, uncertain, 306
terms, same over long period,
261
Revenues, operating, 28

Sccurities,
303
marketability of, 313
market value of, 69
new issues, control over, 21
old issues, affect new, 22
ovcrissue of, 19, 23
par value, 69
price fluctuation of, eliminated,
311
pyramided, 19
revision of, 22
Serviee, cost of, 38
extension of, 14
importance of, 8
improvement in, 15
precedes rates, 16
proper, phases of, 13
quality and quantity of, 13
unprofitable, 17
Smyth v. Ames, general principle,
67
statement, 68
analyzed, 70
Southwestern Bell v. P. 8, C. of
Mo., 93
Speeial items, in valuation, 197
privileges, and regulation, §
Speculation in securities, 303
Stability, finanecial, 19, 302
Stoek, common, factor negligible,
270
modification of, 267
preferred and bonds,
rate of, 266

existing, speculative,

limited



INDEX

Stockholders, adjustment for, 126
Stockholders’ adjustment, effect of,
128
fair value, 137
reproduction of, 129
Stock watered, 19
Strikes to be averted, 346
Surplus, in valuation, 174

Taxes, in expenses, 31, 42

during construction, 218
Territorial scope, immaterial, 367
Transportation Act, 19n, 36

Utility, characteristic of, 5
Utilization, maximum, 286

381

Valuation Act, 60
and courts, 51
methods of, 229
treatment, cquality of, 164
Value, commereial or exchange or
market, 70
undefined, 35
Wages, under control, 346
Weighted average, actual cost as,
118
Willeox v. Con. Gas, 81
Working capital, 205
‘“Work’’ motive, 339

Zone system, 291
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