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INTRODUCTION

For more than forty years extensive discussion
has revolved about the proper and practicable
basis for public utility rate regulation, a discus-
sion which has not yet been definitively terminated.
The crux of the problem has been the selection of
the proper formula for computing the base upon
which a fair annual return and an annual deprecia-
tion allowance are to be granted in the form of rates.

(1)
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At the center of the controversy have been found
two opposing concepts: one adopting the "present
fair value" of the utility's property as the just
rate base; the other, the amount "prudently in-
vested" by the utility in its business.

This Supplement presents materials taken from
the writings of legal and economic authorities,
which, in our view, thoroughly discredit the "fair-
value" formula, and demonstrate that (1) it is
unsound and unworkable, (2) its results are un-
reliable, and (3) it is unduly time-consuming and
costly. The "fair value" rule has been condemned
by an overwhelming weight of economic opinion,
legislative investigations, progressive utility com-
missions and persuasive judicial opinions, and it is
their verdict that the rule has been a failure in
practice and is virtually useless as a guide to
equitable rates.

We also present materials in this Supplement
which show that none of these vices inheres in the
"prudent-investment" rule, and that it is on the
contrary a simple, expeditious and sound method
of evolving rates which are fair to the utility, to
its investors and to its customers. In the belief
that it will be helpful in arriving at a valid basis
for rate-making, we present a rsum6 of signifi-
cant analyses and discussions of this problem.

I. THE "FAIR VALUE" DOCTRINE

The need for reexamination of the "fair value"
rule was succinctly stated by Mr. Gerard Hen-
derson in a brilliant critique of public utility
valuation:

The relation between the public utility
and the community cannot be expressed in
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terms of a simple, quantitatively ascertain-
able fact, for the relation involves numer-
ous and complex factors which depend on
compromise and practical adjustment rather
than on deductive logic. The whole doc-
trine of Smyth v. Ames rests upon a gigan-
tic illusion. The fact which for twenty
years the court has been vainly trying to
find does not exist. "Fair value" must be
shelved among the great juristic myths of
history, with the Law of Nature and the
Social Contract. As a practical concept,
from which practical conclusions can be
drawn, it is valueless. (Henderson, Rail-
way Valuation and the Courts, 33 Harv.
L. Rev. 1031, 1051.)

The overwhelming weight of economic authority
in the public utility field rejects the "fair value"
doctrine of Smyth v. Ames. According to Bon-
bright, The Valuation of Property, Vol. II, at p.
1081:

The sharp disagreement among American
economists as to what constitutes a proper
rate base makes all the more striking their
apparently unanimous agreement that,
whatever this base should be, the one meas-
ure which is outlawed is the very measure
which the Supreme Court has held to be
controlling-namely, the "value" of the
properties as of the time when the rates
are under consideration. This position is
not confined to those writers who support
the "prudent-investment" or the "original-
cost" basis of regulation and whose views
are therefore most obviously opposed to the
accepted legal doctrine. It is accepted no
less uncompromisingly by such writers as
Brown (Professor Harry Gunnison Brown)
and Graham (Professor Willard J. Gra-
ham), whose defense of the replacement
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cost theory will be noted below, and by the
late President Hadley, who objected to any
rate control which makes the fairness of
the rates depend upon the adequacy of the
corporate earnings. Hadley, indeed, once
remarked that he could recall but one econ-
omist who agreed with the courts in ac-
cepting "value" as a measure of the rate
base, and he added that this economist was
dead. (Citing President A. T. Hadley's
testimony before the New York State Com-
mission on the Revision of the Public
Service Commission's Laws, Hearings, p.
730 (Albany, 1930) and his address on "The
Meaning of Valuation," in 19 Am. Econ.
Rev. Supp. 173 (March 1928).)

Professor Irston Barnes of Yale University
has thus summarized the "fair value" doctrine's
failures and defects:

Judged in terms of the criteria of effec-
tive regulation, the score for fair-value is
not impressive. By focusing attention on
the corporation, the effects of rate control
on investors are ignored or relegated to a
position of secondary iinportance. Un-
earned income and undeserved losses may
be visited upon consumers and investors.
The present-fair-value method has not been
an equitable method of regulation under
the circumstances that have prevailed in
the past and does not promise greater fair-
ness for the future.

On the theoretical level, the fair-value
program of regulation encounters unan-
swerable objections. The legal theory is
accurately characterized as vague and in-
consistent. The eminent-domain fallacy is
found to have infected the whole body of
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regulatory thought with respect to the fair-
value standard. Finally, the nature of the
inquiry and the character of the evidence
presented in the search for fair value are
not calculated to afford a scientific or satis-
factory method of rate control. (Barnes,
The Economic of Public Utility Regulation
(1942) pp. 562-3.)

Professor Robert L. Hale, of Columbia Uni-
versity has observed that this concept "serves
merely to divert the time, attention, and funds of
regulating bodies out of the proper channels into
one of the most unreal fields of speculation in
which the minds of metaphysicians have dis-
ported themselves since the days of medieval
schoolmen." The "Physical Value" Fallacy in
Rate Cases, 30 Yale L. J. 710 (1921).

A. THE FICTIONAL CHARACTER OF "REPRODUCTION COST"

The most serious defect in the use of present
fair value, and hence of reproduction cost, in the
determination of utility rates is its utter lack of
precision. The idea of reproduction cost is at first
blush a simple one, and might indeed be workable
in the case of a property of small size and little
complexity.

The original conception of reproduction
undoubtedly grew out of simple conditions,
such as would be met in estimating the cost
of reproducing a building or a single struc-
ture. In this case, the difference between
the original cost: of the building or struc-
ture and .the reproduction estimate would
be due wholly to change in prices of labor
and materials and the change in methods
of doing work. (American Society of Civil
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Engineers, Valuation of Public Utilities,
81 Transactions (1917) p. 1362.)

The difficulty is that a utility comprises a vast
amount of property which is both far-flung and
exceedingly complex.

This simplicity of condition does not ob-
tain in the case of a great property, the
actual construction of which has extended
over many years, many of the p lant units
of which have been renewed orreplaced by
larger ones than were originally installed,
which has undergone changes and altera-
tions, and the history and records of which-
have not been kept fully and completely.
In such a case the making of a complete
estimate of' the cost of replacement or
reproduction is a very involved under-
taking. (Id., loc. cit.)

As a result, the determination of reproduction
cost is extremely difficult, but, what is worse, no two
experts can reach an agreement upon the figure-to
be used.

To this criticism of the vagueness of the
court's rule as to valuation can be added
another, namely, the practical difficulty of
making any valuation at all. In every case
examined, there has been a great conflict in
evidence. Often, when two valuation ex-
perts have been employed by the same
party, these experts have each made valua-
tions that differed by a great amount. The
difficulty seems to be that of making any ac-
curate valuation of the various assets,
tangible and intangible, that make up the
plant of a modern public utility. (Howell,
Ben R., Recent Developments in the Appli-
cation of the Rule of Smyth v. Ames in
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Valuation Proceedings in the Federal
Courts, 3 Tex. L. Rev. 412, 432 (1924).)

This difficulty is also recognized by the Committee
on Valuation of the American Society of Civil
Engineers:

The practice of those engaged in valua-
tion work, from the beginning of such work
up to the present time, has varied widely in
the matter of determining the cost of repro-
duction. Some base such cost on existing
physical conditions, others on historic con-
ditions, and still others combine the two.
Some engineers have included only those
physical property units which were actually
created in the construction of the property,
that is, they have used historic conditions,
as to items of cost, with present-day prices
for labor and material. Others have used
substitute units, or historic prices, or orig-
inal instead of present methods of work,
and still others have used original condi-
tions, original prices, and original methods,
in making an estimate of reproduction cost.

This failure of engineers engaged in valu-
ation practice to agree on a uniform con-
ception of reproduction has cast some
doubt on the real worth of Cost of Repro-
duction as one of the measures of value.
(American Society of Civil Engineers,
Valuation of Public Utilities, 81 Transac-
tions (1917), p. 1359.)

The "irrationality" and "unworkability" of re-
production cost estimates have thus been de-
scribed:

For as soon as we begin to deal with re-
production cost we desert the solid ground of
fact and enter the realm of guesswork and
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partisan interpretation. The determina-
tion of the cost of reproducing a given
property for the purpose of fixing a rate
base has come to be one of the most in-
volved and expensive tasks in the utility
business. It requires a battery of engi-
neers and accountants working months at a
time and coming to conclusions with which
no other like group working independently
would agree.

* * * if reproduction costs are to be
figured on the cost of the identical plant, a
plant that would not be reproduced under
any modern conditions, equipped with ma-
chinery that could not be procured in any
market, and for which price lists are no
longer available, as has proved to be the
case, we find ourselves in an unreal world,
where the imagination and ingenuity of
acquisitive spirits are given a free and un-
trammeled rein. The irrationality and the
unworkability of this legal fiction of fair
value, embodying the accepted theory of
reproduction cost new, becomes the more
apparent the more one familiarizes himself
with the processes that have been devised in
its name. (Mosher & Crawford, Pblic
Utility Regulation, pp. 192-3, 214.)

A classical example of the wide variations in de-
termining fair value under the reproduction cost
theory is contained in the dissenting opinion of
Mr. Justice Stone in West v. Chesapeake & Po-
tomac Telephone Company, 295 U. S. 662, 691,
note 7. The reference shows the following varia-
tions in results obtained by engineering appraisals
of the telephone property involved in N,ew York
Telephone Company v. Prendergast, 36 F. (2d)
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54-variations covering a range of almost $250,-
000,000:

Increase
Estimating body Valuation cover theEtatio Commission

valuation

Percent
Majority of Commission ....--....... ........ $366, 915, 493 .............
Statutory Court .....-........-. .- 397, 207, 925 8. 2
Minority of Commission - -........... . 405, 502, 993 10. 5
Master's report -...............- .- 518,109, 684 41.2
Company claim based on Whittemore appraisal - ___.. 528, 753, 738 44.1
Company claim based on Stone & Webster appraisal . 615, 000, 000 67.1

Another striking variation of estimates occurred
in the Indiana Telephone Case:

A typical instance of this difficulty is seen
in the case of Indiana Bell Telephone Co. v.
Public Service Commission [300 Fed. 190],
in which there was a difference of $4,000,000
between the estimates of two of the commis-
sion's engineers. In this same case the differ-
ence between the highest valuation offered
and the lowest was $19,000,000, or 45 percent
of the highest estimate. Experts, working in
good faith and including the same items of
valuation, arrive at results so far apart as to
prove that such proceedings are of little
value in determining the true worth of the
property. It can thus be seen that, al-
though the courts are working out the ele-
ments, or items, that form a proper basis
for valuation, the value to be given these
items can never be determined with any
degree of certainty. The best that can be
said for the valuation of public utilities
under the present method is that the courts
have by their guesses as to the correctness
of the expert's guesses, made another guess
as to the probable value of the utility in
question as a basis for the determination
of a rate which will assure a fair return on
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the investment. (Howell, op cit., p. 6, at
p. 432.)

It is common knowledge that no two field
parties will arrive at the same inventory of
physical quantities, and it is likewise common
knowledge that a recheck by one field party of
the work of another always discloses discrep-
ancies. An analysis and comparison of repro-
duction-cost estimates utilized in a large number
of rate cases reveals a startling variation between
company and commission as to the value of the same
property, the latter's in some instances being little
more than half of the company's (see Appendix
infra, pp. 91-103). These discrepancies are not
avoided by experts, for in attempting to determine
cost of reproduction new, there are possible varia-
tions of as much as 100 percent between the esti-
mates of engineers testifying on behalf of a utility
and that of commission experts. (Richberg, A Per-
manent Basis for Rate Regulation, 31 Yale L. J.
263, 269 (1922).)

In analyzing McCardle v. Indianapolis Water
Co., 272 U. S. 400, valuation for rate-making pur-
poses, one commentator has observed:

In addition to the expert guessing contest
involved in estimating reproduction cost,
according to present or past prices, the
opinion also adds an additional- gambling
factor in requiring "an honest and intel-
ligent forecast as to probable price and
wage levels during a reasonable period in
the immediate future." For at least one
hundred years (and probably for several
thousand years) commerce has been offer-
ing its greatest prizes to men who could
make honest and intelligent forecasts of
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future prices. Today the management of
any large business would pour wealth into
the lap of the inspired genius who could
make such forecasts. The question is pre-
sented as to whether, when such forecasts
are impossible (as they are most of the
time), public utility commissions should
make any effort to regulate public utility
rates. Relying upon past prices alone,
it would become evident in practically
every case, by the time the case reached
the Supreme Court, that there had not
been an "honest and intelligent forecast"
of future prices. The illusion * * *
that a reliable forecast of future prices
can be made, is on a par with the illusion
which also radiates from the opinion, that
there is such a thing as a "relatively per-
manent price level." (Richberg, Value--
By Judicial Fiat (1927), 40 Harv. L. Rev.
567, 572.)

Speaking of reproduction-cost estimates of the
Interstate Commerce Commission, Professor
Sharfman has said:

It must be evident from the foregoing
analysis that it would be the simplest of
tasks to point out numerous sources of
possible error and miscalculations; there
are scores of items concerning which equally
competent judgments might produce widely
divergent results. Final figures so pain-
fully precise, and yet built upon an hypoth-
esis so markedly unreal, are almost ludi-
crous in their exactness. Even with con-
jecture reduced to a minimum, the results
are still too conjectural to be altogether
acceptable as objective findings. * * *
The shortcomings of the results spring from
the inherent nature of the reproduction-cost
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method, rather than from any want of skill
or reasonableness in its practical applica-
tion. It must be borne in mind, too, that
the Commission had no alternative in the
matter of ascertaining and reporting repro-
duction costs-this task was specifically im-
posed upon it by the terms of the Valuation
Act. (Sharfman, The Interstate Commerce
Commission, Vol. III-A, p. 185.)

The effect of the indefiniteness of the concept
of reproduction cost is that the rate basis is en-
tirely unpredictable. The utility and the regula-
tory commission are, until the final decision,
entirely in the dark, and so is the investor. It is
for this reason, among others, that Professor
Robert Hale urges the abandonment of the rule of
Smyth v. A mes.

The time now seems ripe for the Court
to overrule Smyth v. Ames and to repudiate
the principles that the rate-making power
is subject to limitations pertinent only to
the power of eminent domain, and that
rates, to be valid, must yield a fair return
on "value." It would seem to the present
writer desirable if, in a case presenting the
issue, the Court should expressly declare
(what it held in effect in the Lindheimer
case) that rates which enable the company
to operate successfully and to raise the nec-
essary money (which they do if they yield
a fair return on the actual prudent cost),
are valid, quite regardless of what return
they yield on a "value" in the determina-
tion of which reproduction cost plays a
part. This does not mean that it would be
desirable for the Court to substitute for the
rule in Smyth v. Ames, a requirement that
rates must in all cases yield a fair return
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on actual prudent cost. A state's policy
which fixes rates on that basis cannot be
pronounced the only one that is not "arbi-
trary." The line between those rate regu-
lations that are arbitrary and those that
are not, like the line between other valid
and invalid exercises of the police power,
can better be left to be pricked out as
future occasions arise. But counsel could
at least advise clients that the validity of
particular rates will be determined with
reference to facts pertinent to realities. As
the decisions now stand, they cannot advise
whether the determination will be made
with reference to such facts (as in the
Lindheimer case), or with reference to so-
called values in the determination of which
no prediction can be made of the weight
which the Court will attach to the various
elements of actual cost, replacement cost
and "going value." They cannot advise
whether a company's prosperous condition
will be taken as evidence of the adequacy
of its rates (as in the Lindheimer case), or
as evidence of large "going value" whose
existence proves the rates to be inadequate
(as in the McCardle case); nor whether the
good physical condition of the company's
property will be taken to show that the an-
nual depreciation allowance is excessive and
that the rates may accordingly be reduced
(as in the Lindheimer case), or to show that
the "present value" is high and the rates
accordingly "confiscatory" (as in Board of
Public Utility Commissioners v. New York
Telephone Co.). Certainly all of the con-
flicting decisions of yesterday cannot be the
law of today. (Hale, Robert L., Conflicting
Judicial Criteria of Utility Rates-The
Need for a Judicial Restatement, 38 C'olum-
bia L. Rev. 959, 976, 977 (1938).)
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The unlimited scope afforded the imagination by
reproduction-cost is graphically related by Carl I.
Wheat, a practitioner with broad experience:

Indeed, when it comes to the actual
process of arriving at such a figure for a
public utility system, as this "reproduction
cost" process has been built up in recent
rate cases, those who prefer to keep their
feet on sound ground must part company
with the so-called "experts." In contrast
to the realistic approach to the problem, we
discover that under this second approach
there has been erected a great structure of
imaginary and imaginative potential and
hypothetical "costs," totally unrelated to
reality. And the argument is made that
this is what the Supreme Court really
meant by its use of the term "present cost."
Here, indeed,.we discover the ignis fatuus
of "valuation."

It is on this second premise that the "ex-
perts" assert the necessity for including the
various unreal elements above mentioned,
i. e., the nonexistence of the existing plant,
the coming to town of a promoter, his
speeches to the local clubs offering to build
a plant, the excitement and delight of a re-
ceptive populace, the preparation of blue-
prints, the obtaining of new franchises un-
der social, legal, and political conditions not
effective when the plant was originally
built, the cutting and replacing of pavement
not historically cut or replaced, the cost of
meeting increased traffic and city growth,
and a myriad of like "difficulty factors"
that were not present when the plant under
consideration was actually constructed, to-
gether with divers other hypothetical costs
which an actual physical "reproduction" of
the property might conceivably entail
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Wheat, Carl I., The Present as Compared
With the Original Cost of Construction, 20
Pub. Util. Fort. pp. 131, 134-135 (1937).

In the article referred to above Mr. Wheat cites a
striking example of the unreality of the reproduc-
tion cost approach:

In the Los Angeles Case the book cost of
the company's properties totaled $169,000,-
000; the cost to "reproduce" the properties
at the time of the inquiry was claimed to be
$182,800,000; and the claim of "fair value"
after taking into consideration admitted ac-
crued depreciation, was $175,000,000. We
are here concerned solely with the basis of
the company's assertion of what it would
cost to "reproduce" the properties.

That figure was based upon an inventory
to which certain derived "unit costs" were
applied. Cross-examination of the com-
pany's witnesses disclosed that this "ap-
praisal" included $3,171,400 to represent
the cost of cutting and replacing paving
over conduits in instances where no such
costs were historically incurred, though the
Supreme Court had but recently declared
that "the cost in imaginary conditions of
cutting and restoring pavements was not an
increment of value." It further appeared
that the total included $1,033,000 to repre-
sent telephone stationl-installations and as-
sociated drop wires which had actually been
abandoned at the time of the appraisal.

Moreover, it was brought out that no less
than $1,623,000 was included to represent
"left-in disconnects," i. e., telephone dis-
connected but left by the company, for its
own convenience, on the former subscribers'
premises. (Picture the imaginary pro-
moter rushing hither and yon over the new

551452-43-2
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system feverishly "reproducing" this large
amount of already disconnected and idle
equipment!) In addition, the sum of $405,-
500 was included to represent imaginary
organization and franchise costs in excess
of those actually incurred in the develop-
ment of the system, an item that had re-
cently been specifically disapproved by the
Supreme Court. (Op. cit. at pp. 140-141.)

But the farthest flights of fancy within the realm
of "reproduction-new" occurred in respect to a tax
item and automobiles. The Telephone Company
claimed $20,610 as hypothetical taxes during con-
struction which might have had to be paid on hypo-
thetical interest income during construction (op.
cit., pp. 140-141), and the method by which the
utility sought to ascertain the reproduction value of
automobiles is thus described by Mr. Wheat:

Curiously enough, the urge for consist-
ency in presenting "reproduction cost" es-
timates in the Los Angeles Case led the
company's experts into a peculiar cul-de-sac
when, it came to automobiles. Notwith-
standing the fact that the southern Califor-
nia used-automobile market is the largest
in the United States, and that actual used-
car prices are published, are fully stand-
ardized, and are readily ascertainable, the
company's witnesses decided to "repro-
duce" its automobiles. To this end they
went through the following highly' illumi-
nating process:

"(1) They obtained from automobile
piece-part catalogues the prices of some
thirty separate parts (representing, said
they, some 60 per cent of the total vehicle),
(a) for the year each make and model of
vehicle was purchased, and (b) for Decem-
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ber 31, 1934, the date as of which the
'valuation' was being made;

"(2) They ascertained the ratio which
the sum of these piece-part prices for the
year of purchase bore to the sum for
December 31, 1934;

"(3) They applied this ratio to the total
cost of vehicles of each particular type and
age, as shown on the books, and

"(4) They labeled the resulting figure
'reproduction cost new' of automobiles."

In such fashion did they obtain the "cost
new" of a 1929 Ford in 1934! If such a
process bears any relation to "value"-
under ady definition of that term-it is dif-
ficult to perceive it. Yet this is but one
example of the lengths to which many
otherwise sane men have gone when at-
tempting to build up "reproduction cost"
figures in rate cases under the second
theory of its nature. (Op. cit. at p. 142, foot-
note 18.)

The National Association of Railroad and Utili-
ties Commissioners, through its Committee on Prog-
ress in Public Utility Regulation, recently had this
to say with respect to the "fair value" doctrine and
the delusive element of reproduction-cost:

For more than a generation now, utility
commissions have struggled with a legalistic
scheme of rate regulation based upon vari-
ous types of valuation procedure. As these
processes have usually been applied, they
have done violence to various laws of eco-
nomics. Aside from the utility field, there
is virtually no other segment of American
business life in which the price structure is
established upon the basis of certain valua-
tion theses. Other price structures are
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competitive, but competitive criteria are
lacking in the utility field. * * * The
valuation procedure, especially when based
on unrealistic studies of reproduction costs,
fail signally to achieve this result. Be-
cause of this fact, the entire procedure has
been criticized more than it has been de-
fended. (National Association of Railroad
and Utilities Commissioners, 53rd Annual
Proceedings (1941) pp. 369-370.)

There is a further factor tending to make the
reproduction cost entirely unlike the expense that
would be incurred if the utility were actually to
be reproduced. The determination of reproduc-
tion cost involves the wholly unfounded assumption
that current prices can be accurately ascertained:

* * * As prices go upward or down-
ward, either as to labor or materials, or as
the technological processes of construction
or manufacture of equipment change, the
amount of the reproduction cost is immedi-
ately affected. But these are all un-
weighted factors, which are not accurately
recorded, constantly vary, and hence can-
not be determined without wide differences
of opinion as to their quantitative signifi-
cance. Consequently, every attempt to re-
adjust the sum is accompanied by extended
litigation, cumbersome proceedings, bulky
records, and tremendous expense. (Bauer,
John, Reproduction Cost and Desirable Pub-
lic Utility Regulation, 2 Journal of Land and
Public Utility Economics 408, 415 (1926).)

There are indeed several ways in which the
ascertainment of current prices may be entirely
false. There is not only the possibility of erroi,
which attends the determination of most economic
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facts, but there is a serious danger of a fictitious
price level.

The use of "spot prices" on equipment
purchased from the Western Electric Com-
pany (though the reflection of "precipi-
tate" price changes had been frowned upon
in the West Case) also enabled the utility
to take advantage of a sudden recent and
rather large price increase by that com-
pany, and to claim some $7,000,000 more
than would have resulted from the adoption
of a 5-year average pricing period (that
being the "construction period" actually
adopted by the company in its "reproduc-
tion cost" estimate). And this in the face
of generally declining price levels in re-
spect to almost all other commodities over
that period. The fact is that such Western
Electric price increases had practically no
direct effect on the capital structure of the
plant under consideration, since the con-
struction program of this utility had been
negligible in amount since this price in-
crease, and in fact had been negligible in
amount for some time prior thereto. Thus,
by a mere scratch of the pen, the Western
Electric Company (another subsidiary of
the defendant utility's parent corporation)
had created a basis for claims of increased
" reproduction costs" totaling millions of
dollars in this single case. (Wheat., op.
cit., p. 14; at p. 141.)

The former general counsel of the Illinois Com-
merce Commission likewise draws attention to the
possibilities of price rigging,

But inasmuch as the utility company is
usually a prospective as well as a former
customer of the manufacturer in such a
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case, it is a strain on credulity to assume
that the estimated price has much probative
force; yet no one is in a better position to
make an estimate.

The same difficulty exists, though usually
in lesser degree, with quotations of prices
even where the items are not obsolete, par-
ticularly where an item is a specialty of one
manufacturer. An outstanding example is
in the case of telephone apparatus of Bell
Telephone companies. This is nearly all
made by the Western Electric Company, an
affiliate; and the price policy of that com-
pany has been the reverse of that neces-
sarily followed by competitive companies.
When demand falls off, as has happened
during the depression, the Western Electric
Company raises prices; when demand and
production increase, the prices tend to fall.
As a reproduction cost appraisal involves
the pricing of a vastly greater amount of
apparatus than is actually being produced
for the Company in question, current West-
ern Electric prices have little to do with
such a situation. A somewhat similar con-
dition seems to exist in the case of electrical
apparatus made by the General Electric
and other large manufacturers. Prices of
much of such equipment have gone up dur-
ing the depression, and the Federal Trade
Commission has attacked price-fixing in
some such instances. (Booth, Harry R.,
Prudent Investment, Fair Value and Pub-
lic Utility Regulation, 1 National Lawyers
Guild Q. 229, 240 (1938).)

In times of depression, current price data may be
nebulous:

* * * The difficulty of securing ade-
quate current price data at a time when
purchases of construction materials are
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negligible or non-existent will tend to the
use of older data, and thus obscure to a con-
siderable measure the actual reduction in
material costs. Reliable labor costs reflect-
ing actual practice are difficult to obtain.
(Lilienthal, David E., Regulation of Public
Utilities During the Depression, 46 Harv.
L. Rev. 745, 754 (1933).)

Shifting prices invite inflated estimates:
The impossibility of having reproduction

cost as the general basis of rate making is
especially clear if we once face the fact that
prices are continually shifting. * * *
Among the difficulties of valuations on
the reproduction cost basis, are various
unjustifiable claims or applications of the
theory. * * * The theory lends itself
easily to various hypothetical and fanciful
applications in the hands of valuation ex-
perts financially interested in forcing the
results to the maximum limits. * * *
[The] actual determination [of intangible
construction costs] is not entirely simple, but
the reproduction cost principle invites par-
ticularly the flight of fancy and their con-
sequent inflation beyond all reason. (Bauer,
Effective Regulation of Public Utilities,
(1925) pp. 108, 131-133.)

B. THE FALLACY OF THE ¢"COMPETITIVE PRICE THEORY"

One of the original arguments advanced in favor
of the use of reproduction cost as a basis for valua-
tion is that it tends to maintain rates such as would
be charged under a system of competition. The
competitive price theory has been stated by Pro-
fessor Bonbright as follows:

According to this theory, the object of
public service regulation is to deprive util-
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ity companies of the power to charge a
monopoly price. Rates should therefore be
fixed at a level which they would probably
reach if they were regulated, not by the fiat
of government, but by the forces of normal
competition. But under competitive con-
ditions the prices of services and of com-
modities tend to equal their cost of repro-
duction. Therefore, under conditions of
monopoly, utility prices should be made to
equal the cost of reproducing the service
rendered. And by cost of reproducing the
service is meant the price which would just
be sufficient to induce investors to put up a
new plant and to give service similar to
that given by the present company. (Bon-
bright, James C., Depreciation and Valua-
tion for Rate Control, 27 Columbia L. Rev.
113, 124-125 (1927).)

From an economic standpoint there are serious
flaws in the competitive price theory. It is an
attempt to apply the competitive principle to a
regulated monopoly by a logical tour de force.
This is pointed out by the same authority:

In bringing to a close this discussion of
the valuation problem, the point that should
be stressed above all others is the folly of
attempting to regulate the prices of public
monopolies so that they will conform as
closely as possible to the prices that are as-
sumed to prevail under conditions of free
competition. Overlooking the fact that the
proposed imitation of competition is a very
poor one, overlooking the fact that a gov-
ernmental control of rates designed to yield
a stated return on reproduction costs is not
even a good caricature of the automatic con-
trol of prices that takes place in a dynamic
competitive market, we must still recognize
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that the attempt to carry over into the field
of the large-scale monopoly the same price
system that is assumed to prevail in the
field of the small competitive enterprise, is
bound to result in a serious misfit. One rea-
son why it is a misfit is that the competitive
price system disregards so ruthlessly the
financial needs of the individual producer.
To the low-cost producer it yields profits
far beyond the current rate of interest on
invested capital; to the high-cost producer
it brings deficits that spell bankruptcy and
ruin. As long as competition is full and
free this process, harsh though it be to the
unfortunate producer, may serve very well
the interests of the consumer. For what
matters it to him that any one producer is
crippled, so long as he can turn to a more
fortunate rival for his necessary services
and commodities ? Not so under monopoly.
Not so with a railway that is alone in serv-
ing a community. Why, say the defenders
of reproduction cost, should railway secur-
ity holders be given any greater insurance
against the fluctuations of price levels than
is given to the holders of securities in an
unregulated enterprise? The answer is that
when the investors in small competitive en-
terprises fall, they may fall alone, but when
the holders of railway securities fall, they
force the whole community to become un-
willing mourners of their downfall (Bon-
bright, James C., The Economic Merits of
Original Cost and Reproduction Cost, 41
Harvard L. Rev. 593, 621-622 (1928).

A variation of the competitive price idea has
been advanced in support of the theory of repro-
duction cost. It has been contended that the
utility investor will receive the benefit of a flexible
income; his return will thus be relatively constant
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in terms of purchasing power. Thus, it is said, as
prices rise utility values will also rise, increasing
the investor's receipts and protecting him from
the effects of a general rise in prices. One defect
in this reasoning is pointed out in a recent treatise
upon the subject of regulations of utilities:

* * * the argument that, since repro-
duction costs fluctuate widely this basis of
valuation is more equitable, in that the
fluctuations tend to parallel the fluctuations
in the general commodity price level, is
partly fallacious. Reproduction costs in-
clude a large percentage of labor costs,
while the percentage of labor costs in the
general price level may be much less.
Moreover, the general price level includes
the prices of many items that are not in-
cluded in reproduction estimates (Wilson,
Herring & Eutsler, Public Utility Regula-
tion (1938) p. 127).

The assumption that the income of utility in-
vestors will be stabilized under such a rule con-
tains a fundamental error:

These advocates [of the reproduction cost
theory] have recently shown signs of shift-
ing their ground while yielding to attacks
upon the illogical "replacement value"
theory. They have urged that the invest-
ment in the dollars of bygone years should
be translated into a "present investment,"
that is, the amount of money having the
purchasing power of the dollars of yester-
day in the cominodities of today. The
original investment, they suggest, was of a
certain purchasing power which, although
stated in money at the time of investment,
must be restated now in terms of equivalent
purchasing power. This claim involves the
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plausible suggestion that owners of public
utility securities should be assured a con-
stant income in purchasing power rather
than a constant income in dollars that have
a fluctuating purchasing power.

One answer to this new line of argument
is that the large amount of investment in
public utilities is represented in securities
having a fixed return, such as bonds and
preferred stock. It is hardly reasonable to
ask the- Government to provide a fluctuat-
ing return for these investors, which they
will not be able to obtain, but which will
be appropriated solely for the benefit of the
common-stock holders! Another answer is
that it is hardly appropriate for the Gov-
ernment to establish a rule which will favor
one class of investors at the expense of
the entire community. * * * The new
claim that investors should be protected
against loss from the reduced purchasing
power of the dollar is utterly inconsistent
with the old theory of basing rates upon the
"value" of the property. (Richberg, Donald
R., The Supreme Court Discusses Value, 37
Harvard L. Rev., 289, 297-299 (1924).)

This fallacy in the reasoning of the advocates
of reproduction cost is pointed out in a report by
the Federal Trade Commission to the United
States Senate dealing, among other things, with
valuation:

Far transcending any other reply to this
argument of the proponents of reproduc-
tion cost, however, is that it entirely over-
looks the fact that public utilities are
almost wholly financed through fixed in-
come-bearing securities, that is, bonds and
preferred stocks. The Federal Trade Com-
mission's investigation of the public-utility
industry covering 91 representative oper-
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ating companies engaged in the electric-
light and gas business, shows that 70
percent of their capital accounts is repre-
sented by outstanding bonds and preferred
stocks. What is of further significance is
the Commisison's disclosure that write-ups
of the capital assets of these 91 operating
companies approximate 23 percent, sub-
stantially all of which was reflected in the
equity stocks. In the light of these dis-
closures, it would be no serious exaggera-
tion to say that the representative public
utilities of the country, including railroads
to a lesser extent, are more than 90 percent
financed through fixed income-bearing
securities.

Manifestly, fluctuations in the price level
do not affect the man owning a $1,000 bond
on which he receives 6 percent interest, so
far as his dollar investment is concerned.
It is clear, then, that any speculative gain
or loss, due to the price level, is reflected
solely in the common stocks of utilities.
Yet it has not been seriously suggested by
proponents of reproduction cost that all
fixed income-bearing utility securities be re-
called, and common stock issued in their
place (Federal Trade Commission, Sum-
mary Report to the Senate of the United
States, January 28, 1935. Senate Doc. 92,
Pt. 73A, 70th Cong., 1st Sess., p. 155).

The fact is that the use of reproduction cost
tends to a result precisely opposite to that which
its advocates claim for it. Rates are too high
after a period of inflation and too low after a
period of deflation. See Willis, Hugh Evander,
Significant Changes in Public Utility Law, 25
Georgetown L. J. 877, 884 (1937).
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C. TIME-CONSIMING AND COSTLY VALUATIONS, ATTRIBUTABLE TO

THE REPRODUCTION COST" ELEMENT, HAVE RESULTED IN

THE BREAK-DOWN OF RATE REGULATION

The valuation process, requiring as it does the
taking of field inventories and the pricing of the
inventory items, cannot be accomplished in a short
space of time. Many years are frequently re-
quired and assumption upon assumption is made
before the speculative result is reached. The
long time required to complete a rate case has
become common knowledge. The Ohio Bell Tele-
phone case, 301 U. S. 292, was in process of
adjudication about fourteen years. The Missouri
Public Service Commission required over 8 years to
reach a determination in its proceedings against
the Union Electric Light and Power Company,
17 P. U. R. (N. S.) 337; and over 7 years in
its proceedings against the Ozark Utilities Com-
pany, 18 P. U. R. (N. S.) 408. The North
Dakota Board of Railroad Commissioners re-
quired almost 3 years in its proceedings against
the Northern States Power Company, 15 P. U. R.
(N. S.) 126. The New York Public Service Com-
mission consumed at least 5 years in determining
reasonable rates for the Long Island Lighting
Company, 18 P. U. R. (N. S.) 65. Twenty-seven
months after the initiation of its proceedings
against the Westchester Lighting Company (15
P. U. R. (N. S.) 299, 318) that Commission stated:

To continue this proceeding to completion
and to fix the permanent rates would require
the receipt of additional testimony and evi-
dence on the reproduction cost new of used
and useful property-probably both by the
company on its own behalf and by the
Commission on behalf of the public-de-
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preciation with respect thereto, rate of
return, as well as completion of the testi-
mony on and possible additional evidence
relating to the market value of land and
going value. Judging from past experi-
ence, at least another two years would
probably be consumed in the presentation
of this necessary material, which in turn
would require that the operating revenues,
expenses, and any changes during this pe-
riod be investigated and evidence presented
thereon to bring them down to the date of
the final determination.

In his dissenting opinion in the McCart case,
supra, Mr. Justice Black included the following
table to illustrate the delays in rate litigation
(302 U. S. 435):

Bill filed Decided Time

United Fuel Gas Co. . Railroad
Comm'n, 278 U. S. 300 -...... Dec. 1923 .- Jan. 1929 - 5 years.

United Fuel Gas Co. v. Public Service
Comm'n, 278 U. S. 322 ...-.. . .. April 1925.... Jan. 1929 .-.. 3 yrs. 8 mos.

Ottinger v. Brooklyn Union Gas Co.,
272 U. S. 579 ..-.. ................ June 1923 ..- .Nov. 1926 3 yrs. 5 mos.

Ottinger v. Kings County Lighting Co.,
272 U. S. 579 -........... . June 1923 .- Nov. 1926 3 yrs. 6 mos.

Ottinger v. Consolidated Gas Co., 272
U. S. 576 ------------------------------ June 1923 ... Nov. 1926 3 yrs. 5 mos.

Patterson v. Mobile as Co., 271 U. S.
131 -.--............... Aug. 1922- April 1926 - 3 yrs. 8 mos.

McCardle v. Indianapolis Water Co.,
272 U. S. 400 .......-... .. Dec. 1923 .-... Nov. 1926 .. 2 yrs. 11 mos.

Average -......................................................... 3 yrs. 7 mos.

The delay involved in the determination of re-
production cost is illustrated by the history of the
litigation in Lindheimer v. Illinois Bell Telephone
Company, 292 U. S. 151. The proceedings before
the Illinois Commerce Commission to determine
rates for the Illinois Bell Telephone Company,
initiated in September 1921, did not reach a final
conclusion until 121/2 years later, in 1934. More
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than ten of these years were consumed in litigation
in the federal courts subsequent to the Illinois Com-
mission's findings in the case:

* * * the first order of the Commis-
sion in the Lindheimer case was issued in
1923, and the hearings preceding that order
must have occupied many months. It was
not until 1933 that the bill in that case was
dismissed. Such a length of time is ex-
traordinary, but few utility valuations, in-
cluding the length of the commission or
court hearings, take less than two or three
years. The result is that in a period of de-
pression (even though the utility gives bond
to insure refunds to rate-payers) consumers
do not receive the benefit of rate reductions
when they are most needed, and in a period
of rising prices the utilities cannot receive
the needed increase in rates when overheads
and other costs are constantly increasing.
(Note, Public Utilities-Rate Base-Late
Supreme Court Decisions, 34 Mich. L. Rev.
100, 107 (1935).)

The New York Telephone Company case was
instituted in 1920 and determined by the New
York Public Service Commission in 1924, yet it
was not until 1934 that the case was finally settled.
See the concurring opinion of Mr. Justice
Brandeis in St. Joseph Stockyards Co. v. United
States, 298 U. S. 38, 90.

Of the New York Telephone case, which lasted
more than ten years and included 37,000 pages of
testimony and 3,000 exhibits, the following obser-
vation has been made:

Herein lies the real significance of this
case. While it may have lasted consider-
ably longer than the average utility rate
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proceeding, it is nevertheless typical of the
problems and difficulties involved in all rate
cases. It illustrates particularly the fact
that the measure of return to which a utility
is entitled is never clear and definite under
the prevailing regulatory system. The re-
ciprocal rights of the utilities and the pub-
lic remain undefined and variable even after
most exhaustive investigation. The more
thorough the work, the longer it lasts and
therefore the more likely it becomes obso-
lete before final decision.

This lack of definiteness as to the funda-
mental factors of rate control is the bane of
the existing regulatory process. It is re-
sponsible for virtual breakdown of regula-
tion. It creates and perpetuates conflict of
interest. It produces trumped-up evidence,
protracted hearings, futile appeals, prohibi-
tive expense, and makes systematic regula-
tion as a regular administrative process an
impossibility. (Gold, Nathaniel, An Ex-
ample of Rate Litigation and Its Sig-
nificance, 23 National Municipal Rev. 584,
587 (1934).)

Another example of the devitalizing effect of the
"fair value" rule is the Wisconsin Telephone case
that consumed five years. The utility had about
200 men engaged in an appraisal for two years.
The Commission's appraisal work occupied about
100 man-years. 117,266 working papers were the
basis of the Commission's appraisal exhibits. The
Commission accounting staff devoted about 25
man-years to its exhibits and accumulated 21,746
work sheets. The hearing required many weeks
and resulted in a record of 12,106 pages of tran-
script and 413 exhibits. Re Wisconsin Telephone
Company, 13 P. U. R. (N. S.) 224, 233 (1936.)
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It is impossible to keep the regulatory process
current under the prevailing rule, and unless that
rule is changed the paralyzing delays in fixing
proper rates which it makes inevitable will con-
tinue to cripple utility regulation. Many utili-
ties in the United States have never had their
property valued and others have had but one valu-
ation in the comparatively long history of valu-
ation in this country. This Court is familiar with
the experience of the Interstate Commerce Com-
mission in its efforts to arrive at the fair value of
railroad properties in this country. During the
period from 1913 to 1931, approximately $178,-
000,000 was expended by the Government and by
Class I carriers in their attempt to carry out the
valuation process. (Testimony of Mr. Alfred P.
Thom, General Counsel of the American Railway
Executives Association before the Committee on
Interstate and Foreign Commerce of the House of
Representatives, February 5, 1932.) It is com-
mon knowledge that the difficulty in the applica-
tion of the rule of Smyth v. Ames to railroad
valuation was in no small measure the direct
cause of the amendment of Section 15a of the
Interstate Commerce Act to eliminate the neces-
sity of recurrent valuations. (See testimony of
Commissioner Joseph B. Eastman before the
Committee on Interstate and Foreign Commerce
of the House of Representatives, January 19,
1932.)

There are over 200 natural gas companies under
the jurisdiction of the Federal Power Commission
with the reported book amount of gas plant ex-
ceeding two and one-half billion dollars. Most of
the twelve and one-half billion dollars in electric

551452-43-3
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utility plant is within the Commission's province,
and that includes several hundred separate com-
panies. To apply "reproduction-cost" valuation
to each utility would pose a staggering task.

The insurmountable burden of pricing utility
inventories to estimate reproduction cost, or of
trending cost at current prices for labor and
material, is not confined to the Federal Power
Commission. Other federal and state rate-making
agencies have huge utility investments under their
jurisdiction. For example, the book investment
in railroads is more than 261/2 billion dollars; in
manufactured gas utilities it is about two billions;
and in telephone utilities it exceeds five billion
dollars.

Illustrative of the general trend of opinion on
this subject is the following quotation of a leading
authority in the field:

* * * had the Court deliberately set
out to defeat the whole purpose of regula-
tion and to make public ownership inevi-
table, it could hardly have pursued this
objective more effectively than by its rul-
ings and dicta on valuation. Under the in-
fluence of these precedents, commission
regulation has become so cumbersome and
so ineffective that it may be said, with only
slight exaggeration, to have broken down.
Even the investor, on whose behalf the
constitutional safeguards have been de-
veloped, has received no protection against
the rebounds from the inflated stock-market
prices that are stimulated by the "fair
value" doctrine. (Bonbright, The Valua-
tion of Property, Vol. II, p. 1154.)

The delay and expense involved in the de-
termination of reproduction cost constitute a
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serious practical obstacle to rate regulation. The
time-consuming nature of the inquiry has been
referred to by Henry C. Attwill, who for many
years had been actively concerned with the prac-
tical aspects of rate regulation as chairman of
the Massachusetts Department of Public Utilities.
The valuation system, he writes,

* * * slows up regulation and in a
great measure makes it ineffective. In
practice it takes so much time to decide
the question of rates when it is dependent
upon a valuation, that, at best, but few
cases can be decided by a state authority
in a year. Where the authority has a hun-
dred or more companies under its super-
vision, as is usually the case, it is obvious
that there can be but little regulation of
their rates. Regulation, to be effective,
should be reasonably prompt. If the com-
pany needs relief, it should receive it
promptly; otherwise the relief prayed for
may not suffice when granted, as during
the time of protracted hearings the situa-
tion may be going from bad to worse and
the loss must be compensated by additional
increases in the rates. On the other hand,
if the public is entitled to a reduction it
should receive it promptly, as earnings, by
the decisions of the courts, become the
property of the corporation, and any excess
in rates paid by the consumer can never
be recovered by him. (Attwill, Weaknesses
of the Valuation System, American Acad-
emy of Political and Social Sciences, An-
nals, Vol. 159 (1932) pp. 96, 98.)

A student of valuation cases writes:

* * * an unreasonable length of time
elapses before the courts are able to de-
termine the validity of a prescribed rate.
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The Pacific Gas and Electric Company
Case, reversed by the Supreme Court in
1924, and sent back for another valuation
proceeding, has been in the courts since
1913. During that time the amount col-
lected by the company above the rate pre-
scribed by the city has been deposited in
trust awaiting the outcome of the suit. In
many other instances a period of from one
to five years elapses after the publishing of
a rate schedule before the validity of the
rate is determined. Because changing con-
ditions render the previous valuation of
little help in determining the question of
fair return after such a long time, it is
often necessary to have a valuation de novo,
with its additional expense and delay.
(Howell, Recent Developments in the Appli-
cation of the Rule of Smyth v. Ames in
Valuation Proceedings in the Federal
Courts, 3 Tex. L. Rev. 412, 431 (1935).)

See also -Goddard, The Evolution and Devolu-
tion of Public Utility Law, 32 Mich L. Rev. 577
(1934); Lilienthal, Regulation of Public Utilities
During the Depression, 46 Harvard L. Rev. 745
(1933); Beutel, Due Process in Valuation of Lo-
cal Utilities, 13 Minn. L. Rev. 409 (1929); Fed-
eral Trade. Commission, Summary Report to the
Senate of the United States, January 28, 1935,
Senate Doc. 92, Pt. 73-A, 70th Cong., 1st Sess.,
p. 154.

The lengthiness of valuation proceedings is ac-
companied by great expense to both sides. The
utilities are prompted to engage high-priced legal,
engineering, and accounting talent, and the com-
mission must follow suit in self-protection. And
what is worse, the utilities pass these expenses on
to the rate payers. The rate payers are thus forced
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against their own interest.

* * * As the cost to the utility in
prosecuting or defending a rate case is
allowed as an operating expense, this cost is
eventually paid by the consumers. Thus,
there is an incentive to the utility to pro-
tract the proceedings as long as possible;
because, win or lose, the cost must be ab-
sorbed in the rates, and the effective date
of any reduction in rates is usually post-
poned. (Atwill, Henry C., Weaknesses of
the Valuation Systemi,, American Academy
of Political and Social Sciences Annals,
Vol. 159 (January 1932) p. 96, 98.)

The Federal Trade Commission has likewise
called attention to the injustice of the burden
placed upon the rate payers:

Now, the significance of rate litigation, a
particularly expensive type of legal pro-
cedure because of the expert engineering
and accounting testimony upon which it
depends, is that the cost of maintaining it
in behalf of the companies constitutes an
allowable expense of operation and must,
therefore, be a determinant in the fixing of
any rate estimated to allow a fair return
to the utility. Thus, the expense is sad-
dled on the rate-paying public. Further-
more, the cost of maintaining commissions
and courts before whom rate cases are tried
is a direct charge upon the State's tax
resources, again a burden on the public.
Likewise, special counsel, where used in
behalf of the State or commission, and the
fees of any independent experts they may
feel called upon to employ, to say nothing
of the not inconsiderable item, in pro-
tracted rate cases, of stenography, printing,

35
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and miscellaneous expense are all out of
the public pocketbook. 'What the aggre-
gate of such sums amounts to in any one
year has probably never been computed;
that it is enormous goes without saying.
It is not unsafe to surmise, therefore, that
whatever influence lawyers, engineers, and
accountants with public-utility connections
can bring to bear to preserve a system
representing such a source of income to
them, will continue to be brought. This is
particularly true while, as at present, util-
ity holding companies supply so many of
such services and are dependent upon their
continuance for much of the holding com-
pany's own revenue. (Summary Report to
the Senate of the United States, January
28, 1935, op. cit., p. 34, at p. 157.)

See also, Note, Public Utilities-Rate Base-
Late Supreme Court Decisions, 34 Mich. L. Rev.
100, 107 (1935):

* * * Professor Riggs, an engineer
with wide experience in valuation cases,
states,

"The subject of revaluation of large
properties has become a matter of grave
concern to officers charged with the man-
agement of utilities. Valuation work accu-
rately and carefully done, in sufficient detail
to satisfy the requirements of attorneys
conducting rate or other cases involving
valuation, is costly and time-consuming.
* * * To have expended from $50,000
to $500,000 for valuation of utility prop-
erty within four or five years, and then to
face a new valuation to meet the needs of
a new case is a serious matter in the case
of any company." This expense is passed
on to the rate-payers in the form of an
increased allowance for overheads, and an
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equal expense to the Commission is like-
wise passed on to the public in the form
of increased appropriations for valuation
work-or through the failure to hold rate
hearings. "

The case of Indianapolis Water Company v.
McCardle, 272 U. S. 400, provides a striking illus-
tration of the expensiveness and delay of the
proceedings. The facts of the case have been
summarized as follows by Beutel, Due Process in
Valuation of Local Utilities, 13 Minn. L. Rev. 409
(1929):

The company was comparatively small.
The court, dispensing with the services of
a master, heard the evidence itself. The
commission, the lower court, and the ma-
jority of the Supreme Court, were agreed
that the theory of reproduction was to be
taken as the determining factor of value,
and that 7 percent was a reasonable rate of
return on the value so determined. Within
seven months of the beginning of these
proceedings before the commission, the
company and commission, after a complete
investigation by the commission's engi-
neers, had agreed upon a valuation of the
entire property involved, for bond issue
purposes. This result supported in detail
the valuation for rate making purposes
later made by the commission and ques-
tioned in this suit. All these facts tended
to simplify the case. There was no neces-
sity of projecting return or calculating
fictitious costs of production. The only
point at issue was the value of the property
on the reproduction theory. Thus we have
here an example of a valuation case re-
duced to its simplest possible element, the
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determination of the pure fact of value by
agreed methods (pp. 424-425).

* * * * *

An examination of the record and opin-
ions discloses that over forty different esti-
mates of the total value of the property
were offered in evidence before the com-
mission and the courts. These estimates
ranged from $8,612,399, the actual cost of
the property shown by the company's
books, to $25,404,026, the value claimed by
Mr. Hagenah, an expert witness for the
company (p. 425).

The proceedings in this, the simplest of
cases as rate fixing cases go, started on
June 8, 1923, and three years and five
months later on, November 22, 1926, the
Supreme Court finally reversed the com-
mission. The investigation to compile the
the evidence and the hearing of the testi-
mony in the various tribunals consumed
over a year's effort by a combined staff
of experts employed by the commission and
the company. The briefs and record, in
greatly abbreviated form, in the Supreme
Court alone had reached a total of about
700 pages which fill a bound volume ap-
proximately three inches thick, when the
court, to avoid further delay, fixed the
valuation (pp. 425-426).

* * * * *

Now suppose the commission on the day
the Supreme Court handed down that deci-
sion had fixed rates calculated to yield 7
percent on $19,000,000, would the rate stand
without a redetermination of the value of
the plant ? The plain answer on the theory
of the case must be, No! The valuation
is fixed as of January 1924. The rate
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necessarily must be fixed as of, November
1926. The company, if it desired, could
question the rates immediately, and the in-
quiry would have to take place in 1927
(pp. 426-427).

The only "fact" of value conclusively
established is "spot" value as of 1924; but
the spot has moved while the judicial
process ground on. The system approved
in this case demands a new determination
of value, so the commission, courts, and
experts must get together once more and
construct a new theoretical plant on the
"spot" prices of 1927. The very magni-
tude of the task will again cause the result
to be useless. Thus, on the theory of this
case, no rate can ever be set which will
bind the company (p. 427). (Beutel, Due
Process in Valuation of Local Utilities, 13
Minn. L. Rev. 409 (1929).)

Former Chairman William Prendergast of the
Public Service Commission of New York has stated
that the appraisal made by the New York Tele-
phone Company cost that Company in the neigh-
borhood of $5,000,000 (New York Commission on
Revision of Public Service Commissions Law
(1930), Vol. I, 381). It is estimated that the task
of determining the fair value of all utilities subject
to the jurisdiction of the Public Service Commis-
sion of New York, even with the cooperation of the
utility companies and the adoption of! shortcut
methods, would cost about $10,000,000 and require
at least three years. (Minority Report, New York,
Commission on Revision of Public Service Com-
missions Law (1930), Vol. I, 394).

The expenses involved in valuation projects for
rate-making purposes have been graphically de-
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scribed by Harry R. Booth, former General
Counsel of the Illinois Commerce Commission:

In connection with a case recently de-
cided by the Illinois Commerce Commis-
sion, the Illinois Bell Telephone Company
stated in its annual report that it had spent
$1,200,000 in preparation of a state-wide
appraisal, and this was subsequent to huge
expenditures in the Chicago Telephone case.
In proceedings before the same Commission
involving the Commonwealth Edison Com-
pany of Chicago, the company's expendi-
tures totaled approximately $1,000,000, a
large part of which was for appraisals; and
the People's Gas Light & Coke Com-
pany, also of Chicago, spent in excess of
$750,000, more than $600,000 of which was
for appraisal purposes. In Missouri, two
recent cases involved expenditures, mostly
for appraisal purposes, of over $900,000 by
the Union Electric Company and nearly
$300,000 by the Laclede Gas Light Com-
pany, including the Commission's expenses
in both cases. * *

By some authorities it is stated that a com-
plete reproduction cost appraisal may be ex-
pected to cost from one-half of a percent to
one percent of the reproduction cost of the
property in question. Hence, for the elec-
tric, gas and telephone companies alone,
which are reported in Moody's Manual of
Public Utilities for 1937 as having a prop-
erty value of over $20,000,000,000, the
cost of making reproduction cost apprais-
als might run from $100,000,000 to $200,-
000,000. * * *

The costs incurred by utility companies for
such valuations are ordinarily charged to
operating expenses, with the result that they
are, in effect, paid for by the consumers.
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Costs incurred by cities and public service
commissions are ordinarily paid for out of
taxes, which fact, of course, exerts a dis-
tinctly discouraging influence. (Booth, Pru-
dent Investment, Fair Value and Public
Utility Regulation, 1 Nat. Lawyers Guild
Q. 229, 235 (1938).)

The burdens of present-day rate making have
been so great that commissions have frequently
abandoned the attempt to secure through normal
channels of regulation reductions in rates to which
consumers were entitled. The New York Com-
mission has stated:

Consumers have appreciated that it is
better to secure a reduction in rates
promptly, even though it may not be as
large as should be made, in their opinion,
and even though it may not be as large as
might be ordered by the Commission after
a rate case had been conducted, extending
over months and perhaps years, and pos-
sibly to be litigated in the courts. * * *
It may be pointed out also that practically
the Commission can cover a wider territory
and deal with many more cases by negotia-
tion than it can through formal proceedings.
The latter consume far more time of the
Commission and its limited staff, with the
result that where negotiations with ten
companies may be concluded in a few
months, it would require several years to
make the inventories, appraisals, account-
ing reports, and engineering investigations
which rate cases would require. (1931
Annual Report, New York Public Service
Commission, Vol. I, p. 8.)

The desire on the part of the commissions to
achieve expeditious rate reductions benefiting the
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public, coupled with the realization that the "fair
value" rule equips the utilities with the means of
hamstringing that objective, has led some commis-
sions to abandon their regulatory weapons for what
has been called "negotiation and wheedling." See
Spurr, Has Utility Regulation Been Reduced to
Negotiation and Wheedling? Public Utilities
Fortnight, Sept. 2, 1937, p. 259.

The regulatory agencies have tried to develop
short-cut methods to equitable and effective rate
regulation. Some, like New York, employ the
"temporary rate" procedure (Bronx Gas and Elec-
tric Co. v. Maltbie, 271 N. Y. 364, 3 N. E. (2d)
512); others have adopted the "sliding-scale" ar-
rangement (Roberts, How the "Sliding Scale"
Reduces Rates, Public Utilities Fortnightly, July
2, 1936, p. 2). A special committee of the National
Association of Railroad and Utilities Commis-
sioners has studied the time and expense involved
in the present "fair value" process and has made
recommendations for shortening rate cases and re-
ducing the costs. (1940 and 1941 Reports on the
Committee on Rates of Public Utilities, National
Association of Railroad and Utilities Commis-
sioners, 52nd Annual Proceeding, pp. 325-331, 53rd
Annual Proceeding, pp. 320-323, 435-437).

Additional authorities condemning the "fair
value" doctrine for rate-making purposes are:
Cabot, Public Utility Rate Regulation, 7 Harv.
Bus. Rev. 257-266 (1926); Dorety, The Function
of Reproduction Cost in Public Utility Valuation
and Rate Making, 37 Harv. L. Rev. 173 (1923);
Bauer and Gold, Public Utility Valuation (1934).
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D. t"REPRODUCTION COST" IGNORES THE COST OF REPRODUCING A

SERVICE

Since it is the service rendered by the utility
which is the quid pro quo for the rates paid to it by
consumers, the theory of "reproduction cost" even
if otherwise admissible would logically apply to
the cost of reproducing a service, not the cost of
building an identical plant:

First, the only possible argument in favor
of cost of reproduction springs from the
analogous use of cost of reproduction in pri-
vate competitive business. * * * But
the cost of reproduction so far as utilized in
establishing prices in private business is not
the cost of reproducing the identical prop-
erty but the cost of reproducing an equally
serviceable property. Or, let us say, it is the
cost of reproducing the article or service, or
an equally useful article or service, and never
the cost of reproducing a particular plant.
In truth, invention and improvement work
changes in all industrial operations so rap-
idly that it is difficult to find any plant a
few years old which would be reproduced
by competent engineers in the same form to-
day. Therefore, to utilize the idea of cost
of reproduction intelligently is not to utilize
the cost of reproduction of any particular
property but of a service or of an equally
useful service. (Richberg, Donald R., A
Permanent Basis for Rate Regulation, 31
Yale L. J. 263, 277 (1922).)

But while an accurate application of the theory
calls for ascertainment of the cost of reproducing
the service, such an ascertainment is in practice im-
possible:

* * * It must be apparent that such a
basis for rate making would open up a new
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field for speculative estimating, to the in-
creased profit of engineers and lawyers and
to the increased confusion of the courts and
commissions and would bring increasing in-
stability to all public utility operations.
(Ibid.)

The impossibility of applying reproduction cost
as it should in theory be applied was observed by
Robert H. Whitten as early as 1914:

* * * The reproduction of the service
involves not only the determination of the
cost of the most efficient substitute plant,
but the determination of the present cost of
reproducing the business, the proper allow-
ance under present conditions for interest
and profit, and the operating costs for the
substitute plant. In most cases it is ex-
ceedingly difficult and expensive to deter-
mine the design of an equally efficient sub-
stitute plant. In the case of a railroad, for
example, the cost of determining a substi-
tute location and of estimating the operat-
ing costs thereon would be so great as to
render it entirely impractical as a factor in
rate regulation. It would require a care-
ful survey of various available locations,
and estimates of construction and operating
costs. The engineering costs of such survey
and estimates would be enormous.

The cost of reproduction in practice,
therefore, instead, of meaning the cost of a
substitute plant of the most modern ap-
proved design, capable of performing the
same service as the existing plant, has come
to mean the cost of a substantially identical
reproduction of the existing plant. This is
the usual method. It involves, however, a
partial abandonment of the reproduction of
the service theory, and a somewhat imper-
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feet recognition of the fact that cost of pro-
duction is necessarily related to the past as
well as to the present and future. (Whit-
ten, Robert H., Fair Value For Rate Pur-
poses, 27 Harvard L. Rev. 419, 427 (1914).)

It goes without saying that if a plant were
actually to be reproduced it would be designed in a
way to take advantage of possible operating
efficiencies. Thus, an entirely new plant which
would produce at a capacity equivalent to that of
existing facilities would normally be of a different
design and higher operating efficiency. In the nor-
mal course of engineering development economies
would be worked out and passed on to the consumer
in the form of a reduced rate, resulting from a re-
duction in the valuation. The purely theoretical
character of the concept of reproduction cost takes
no account of these operating efficiencies:

* * * In exchange-value economics
the real value of a plant is not determined
by the cost of reproducing the identical
plant but by the cost of producing the com-
modity in a new plant having the most
modern equipment required to reproduce
the article. No one would be willing to
invest in an obsolete plant if a new
one could be built to be operated at much
lower operating expenses per unit of prod-
uct if such a plant could be built for the
same cost as the obsolete one. It is the cost
of building a modern plant of similar capac-
ity that determines the value of a plant
in an unregulated competitive industry,
and not the cost of reproduction of a
similar plant. Hence, reproduction cost
does not cause the owners of a regulated en-
terprise to fare the same as the investors in
unregulated competitive enterprises.
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There is, furthermore, a limitation to the
concept that the cost of producing the com-
modity in a new plant regulates the value
of an old plant, since, because of technologi-
cal developments, the value of such a plant
would scarcely, if ever, exceed the cost of
reproduction and might be considerably
less. Reproduction cost, therefore, is a
measure of maximum value at best. Wil-
son, Herring, and Eustler, op. cit., p. 24, at
p. 126.

The same point is made by the minority members
of the New York Commission on Revision of Pub-
lic Service Commission Law, who stated:

Even if one assumes that the value of
the property, somehow conceived, is the
proper basis of rate control, it by no means
follows that cost of reproducing a substan-
tially similar plant even roughly measures
that value. This fact must be evident if
we take the analogy of any unregulated
business property, or of an ordinary com-
modity used for consumption. The value
of a dwelling house, for example, is not
measured by the cost of producing a replica
unless it may be assumed that, were the
existing house destroyed, its owner would
find it expedient to build another one just
like it. Even more striking is the differ-
ence between the value of the assets of a
growing, progressive business enterprise
and their cost of reproduction. These as-
sets, to be sure, may still be in use, and
giving what would be called good service;
yet many of them are not giving as good
service as could be produced by the most
modern type of plant and equipment, con-
structed in the best possible location, and
adapted to existing conditions of demand
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and of industrial technique. An intelligent
appraiser, to be sure, might estimate the
replacement cost of these properties as a
starting point, but in that ease he would
write down the reproduction costs ruth-
lessly, perhaps to a mere fraction of the
cost new, as a recognition of the fact that
obsolescence, inadequacy, and physical de-
preciation have greatly impaired their pres-
ent worth. This, at least, would be the
practice of an appraiser who wishes to
secure an honest valuation rather than a
bloated statement for purposes of "dress-
ing" the balance sheet. (Minority Report,
New York Commission on Revision of Pub-
lic Service Commissions Law (1930), Vol. I,
p. 345.)

Similarly Attwill writes:

When we know that values are required
by.courts to be placed upon the property of
a corporation which no one in the world
would pay to acquire, except for the monop-
oly the utility enjoys through special privi-
leges obtained from the public, and values
which usually exceed the total of the market
value of the outstanding stock plus its lia-
bilities, we know there is something wrong
in this system of valuation. Mr. Justice
Stone has aptly described it as a "synthetic"
value. Synthetic products are seldom as,
good as the real thing. (Op. cit. supra, p.
33, at p. 99.)

Another factor which reproduction-new should,
but fails to, take into account is the strong likeli-
hood that the new plant construction will produce
at a lower unit cost by reason of its operating effi-
ciencies. Such a reduction in the operating cost
should in logic and fairness be passed on to the con-

551452-43- 4
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sumers since they are in fact paying for a new
plant; yet the reproduction-new formula permits
the high operating cost of the old plant to be super-
imposed on the high reproduction cost of the new:

Even if a new plant of equal capacity
were to cost more to construct, it might
produce at unit costs so much less than the
old plant that the additional cost of con-
struction would be an excellent investment.
In such a case it would be unfair to require
the consumer to pay rates that would yield
enough to pay the high operating expenses
of the old plant and produce a return equal
to that which would be a fair return upon
the greater cost of an up-to-date plant.
Yet the courts have held in numerous valu-
ation cases that the plant, the cost of re-
production of which is to be estimated, is
a plant identical with that in existence and
have declared that the cost of reproduction
of the plant must be considered in valua-
tion for rate-making purposes. (Wilson,
Herring, and Eustler, Public Utility Regu-
lation, 1938, p. 126.)

Perhaps the most serious consequence of the re-
production-cost theory, from the standpoint of the
public, is the fact that it discourages the introduc-
tion of improvements in the technology of the util-
ity, since it permits obsolete and outmoded equip-
ment to be included in the rate base at its high re-
placement cost. In the words of Attwill, the theory
is "an incentive to inefficiency"-:

The system makes no provision for de-
preciation by reason of inadequacy or obso-
lescence due to the change in the art.
Under this rule, what incentive is there for
the company, once it has absorbed the light-
ing and power business in its area, to
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install up-to-date equipment ? If it can
obtain as great a return on the old as it
can on the new equipment, there is little
incentive, so far as the profits of the busi-
ness are concerned, to install the new.
(Attwill, op. cit. supra, p. 33, at p. 99.)

As stated by Beutel:

It [reproduction cost], encourages the
companies in using antiquated machinery
and obsolete equipment because of the in-
crease of rates which will result from the
practice of including such machinery in
the valuation at prices many times greater
than its original cost or present value as
productive equipment. Thus, in a recent
case an obsolete pumping plant that cost
less than two hundred thousand and could
have been replaced with modern machinery
for less than three hundred thousand, was
allowed a "reproduction" value of over
one million dollars. (Beutel, op. cit. supra,
p. 39, at p. 433.)

E. REPRODUCTION COST UNFAIRLY ASSESSE THE PUBLIC FOR

AN UNEARNED APPRECIATION IN THE UTILITY'S VALUE

The advocates of reproduction-cost in rate valua-
tions have urged that this formula enables the in-
vestor to realize an appreciation in the value of the
utility, just as other investors holding property
over a period of years may become the beneficiaries
of an unearned increment. The claim is both spe-
cious and unjust.

1. "Costless items"

The unearned increment enjoyed by the investor
in nonutility property is commonly realized by sale,
but the theoretical appreciation in the utility's
value is not susceptible of such pragmatic measure-
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ment. Instead, it becomes an excuse for the specu-
lative evaluation of many "costless" items:

* * * Under the principles of valua-
tion as hitherto established and adminis-
tered by courts and commissions, "fair
value" has become a means of justifying
and legalizing almost every type of un-
earned increment, tangible and intangible,
which accrues to unregulated monopoly.
By the inclusion of such costless values as
going value, water right values, easement
values, and by the failure to make any-
thing like complete deductions for accrued
depreciation and obsolescence, companies
are able to establish "values for rate-mak-
ing purposes" so large that even the most
prosperous and profitable enterprises make
the false appearance of earning only a very
limited rate of return. (Minority Report,
New York Commission on Revision of Pub-
lic Service Commissions Law (1930), Vol.
I, p. 251).

A literal compliance with the reproduction-cost
principle indeed permits the utility to reap the
profits of every type of unearned increment which
accrues to monopolistic or semimonopolistic enter-
prises. See Report of Federal Trade Commission
to the Senate of the United States on Public Utility
Corporations, January 28, 1935. S. Doc. 92, Part
73A, 70th Cong., 1st Sess. The huge profits-and
losses-which can be spun from the shifting of gen-
eral price levels, under the delusive theory of re-
production-cost, may be gathered from the absurd
results produced in the St. Louis & O'Fallon Ry.
case. In that case the Interstate Commerce Com-
mission demonstrated that if reproduction cost
estimates were applied to all railroad property to-
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falling 18 billion dollars in 1919, the "value" would
have jumped to over 41 billions in 1920, only a year
later. The burden on the rate payers would have
increased, upon that theory, by 23 billion dollars
without the investment of a single dollar by the
owners. Excess Income of St. Louis & O'Fallon
Ry. Co., 124 I. C. C. 3, 31-32; St. Louis, & O'Fallon
R. Co. v. United States, 279 U. S. 461, 498, Brandeis,
Holmes, Stone, J. J., dissenting.

2. Unfairness to public and utilities
The possibility of such huge speculative changes

under the reproduction-cost formula can be pro-
ductive of great injustice both to the public and to
the utility. For under this theory, there is applied
to the reproduction value (which includes un-
earned appreciation) the rate of return made on
investment in other business undertakings of cor-
responding risk and uncertainty. Consequently,
during periods of high price levels the rates tend
to be high, placing the hardship on the consumers.
Conversely, when low prices prevail, a low rate
would be applied, theoretically at least, to a low
base, causing hardship to the companies. If this
principle were strictly adhered to in depression
periods, severe and, perhaps, disastrous conse-
quences to the utilities would inevitably ensue.

3. Public pays for increased values which it alone
caused.

The inclusion of reproduction-cost in a rate valu-
ation penalizes the consumer by transferring to the
utility valuation the appreciation in property and
equipment which is generally attributable to the
efforts of the community at large, including the con-
sumers of the utility service.
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Since the increase in value due to unearned
appreciation is a creation of the community,
it is manifestly unjust to require the rate-
paying public to bear an enhanced burden
by reason of an increment which it has cre-
ated. Richberg, A Permanent Basis for
Rate Regulations, 31 Yale L. J. 263 (1922).

Mr. Justice Black has exposed the inequity in
reproduction-cost: estimates:

It is difficult to believe that such con-
cepts of property can establish clear proof
that the Constitution of the United States
has been violated. Nor do I believe that,
even if the people of Indianapolis and the
surrounding community have permitted the
Water Company to use this stream for a
public service, there has been a grant of a
prescriptive property right which can be
capitalized by the Company, in order to
exact higher water rates from the very
people who granted the privilege. (McCart
v. Indianapolis Water Co., 302 U. S. 419,
433, Black, J., dissenting.)

A similar point has thus been stated:
The most common argument against the

use of the original-cost method of valuing
public utility properties, aside from the
difficulties alleged to be encountered in
securing records of such costs, is that ap-
preciations in value of poperty (if such
exist) are denied to the owners thereof.
The reproductionists, however, do not point
to any rule of common equity which entitles
them first to earn an adequate return on
their investments and then to participate
in the profits which accrue to appreciation;
but they rely on certain judicial passages,
which in themselves are sound, although
subject to linguistic abuses when applied
unadvisedly to valuations that are made
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bases for rate schedules. (McCann, W. R.,
American Society of Civil Engineers, op.
cit., p. 6, at p. 1618.)

The use of a reproduction-cost basis thus enables
a utility to increase the charges to the community
by reason of values contributed primarily by the
community. Current practice with regard to
depreciation reserves provides another device for
accomplishing the same result:

* * * * It [the reproduction cost
method] includes the depreciation reserve
as a basis of the return, because as a
practical matter it is invested in the plant.
This naturally arouses hostility upon the
part of the consumer. He is asked to build
up an insurance fund to protect the integrity
of the stockholders' investment, and then is
required to pay a return upon that insur-
ance fund in rates. This necessarily arrays
the stockholders and the consumers in hos-
tile camps, with the result that the con-
sumer vigorously assails the provisions for
depreciation. This causes vigorous assaults
to be made upon the allowances for depre-
ciation in rate controversies, with the result
that public authorities are likely to allow
too little for depreciation. This must be
made up by larger expenditures for main-
tenance, or the capital of the company will
eventually become impaired * * *. (Att-
will, op. cit., p. 33, at pp. 98-99.)

F. SOUND BUSINESS JUDGMENT FREQUENTLY DICTATES RATES

WELL BELOW THE LEVEL REQUIRED BY THE "FAIR VALUE"

STANDARD

The "fair value" method of rate-making has led
to conclusions demonstrably unsupportable in the
face of actual experience. The "fair value" of a
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utility's property may be much greater than the
actual cost of that property and if, under such cir-
cumstances, rates are fixed which fail to yield a
"fair return" on this "fair value," those rates must
be condemned as confiscatory under the doctrine of
Smyth v. Ames. This would seem to be true no
matter how successfully the Company may be able
to operate under them, or how liberal the dividends
it can pay, or how good the company's credit may
be, or what return such rates may afford the Com-
pany on its investment prudently made in prop-
erties used or useful in the public service. Thus,
confiscatory rates under the "fair value" test may
enable a utility to operate with outstanding suc-
cess because confiscation is determined by a
method which has no relation to the object sought
to be attained. The glaring incongruity between
theoretical "fair value" and the actual facts of
experience was well illustrated by Lindheimer v.
Illinois Bell Telephone Company, 292 U. S. 151,
in which this Court found the theory pursued ir-
reconcilable with the actualities of operation.

No more fatal indictment can be presented
against the "fair value" doctrine than that which
is offered by the spectacle of successful and pros-
perous public utilities revealing themselves as the
victims of constitutional confiscation upon the cri-
terion ·of the "fair value" rule. See the dissenting
opinion of Mr. Justice Black in McCart v. In-
dianalpolis Water Co., 302 U. S. 419, 435. When
public utilities find it expedient, as they frequently
do, to charge rates lower than those to which they
are constitutionally entitled under the doctrine of
Smyth v. Ames, they reveal the true character of
the fair-value method of rate making.
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Thus, it is found that utilities as a rule do not
actually charge a return based upon reproduction
cost:

Chairman Cortelyou of the Consolidated
Gas System, Vice President Nickerson in
charge of its finances and accounts, and
President Sloan of the New York Edison
Company and the other electrical proper-
ties, all testified that the rates in effect were
not yielding the return on the present value
of the properties to which they were en-
titled under Federal Court decisions. In
most cases they testified, the rates were not
providing a fair rate of return even on
actual investment. They said, however,
that these rates were good business, i. e.,
dictated by "good business judgment," that
they were in general adequate to enable the
companies to obtain all the new capital re-
quired to properly service the communities,
and they admitted further that the com-
panies were able to pay good dividends on
their common stock.

Such testimony exposes the absurdity of
the whole valuation claim which has gone
so far to wreck public utility regulation.
The companies are expending great sums of
money and are making extreme efforts to
secure rulings from the Courts to the effect
that rates dictated by good business judg-
ment and adequate to secure new capital
are confiscatory under the 14th amendment
to the federal constitution. Unquestionably
such admissions show that the valuations of
these properties could safely be reduced not
only below the elaborate figures for present
value built up by the engineering and ac-
counting forces of the corporation but also
below the actual investment figures on the
books of the corporations. (New York
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Commission on Revision of Public Service
Commissions Law, Minority Report (1930)
271.)

G. SOUND ]UTILITY FINANCING DOES NOT NEED A FAIR-VALUE

RATE BASE

There is a sharp conflict of opinion as to the re-
spective effects of the rival valuation theories
upon the market for utility securities. Passing,
for the moment, the merits of the controversy, it
is evident that the prevailing uncertainty as to the
proper method of rate determination must have
an adverse effect. This was pointed out by Rob-
ert H. Whitten:

Investors in putting their money into
public utility enterprises are entitled to
know whether, in case the utility is appro-
priately located and normally successful, it
will be permitted to earn a return on the
actual and necessary investment, or upon
the cost of reproduction, or upon the market
or exchange value of the property, or upon
a combination of these or other factors.
Any arrangement might conceivably be fair
to the company and fair to the public pro-
vided it were known in advance, so that re-
ciprocal relations between risks involved
and returns secured might be established,
and proper methods of accounting for de-
preciation and appreciation instituted. For
the future at least it is clearly essential that
some one standard should be adopted as the
normal and controlling standard in deter-
mining fair value. As to the past, the
situation, while more complicated, still
points to the desirability of definitely choos-
ing some standard. (Whitten, Robert H.,
Fair Value For Rate Purposes, 27 Harv. L.
Rev. 419, 420 (1914).)
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The argument in favor of reproduction cost
runs largely in terms of realization of unearned
increment and stability of the investor's real in-
come. These questions have been discussed above.
For present purposes it will be sufficient to quote
the following passage from the Federal Trade
Commission's report:

Nevertheless it is said that reproduction
cost (which necessarily reflects price
changes) is essential to attract capital in
a competitive market at minimum rates of
interest, since it is necessary to permit
utility investors to take advantage of un-
earned increment in land and other values,
in order to induce capital to flow into a
regulated enterprise rather than into com-
petitive industries. The argument is that
as long as other fields of investment are
permitted to hold out the lure of possible
unearned increment, utilities must be free
to hold out the same lure. Bonbright has
pointed out, however, that investors over-
whelmingly prefer security of income to
opportunity for speculative gains coupled
with risk of corresponding loss, as abun-
dantly indicated by the preference of inves-
tors for bonds and other fixed interest-bear-
ing securities rather than for common
stocks. It is further indicated by the abil-
ity of the United States Government to
market its bonds at rates considerably be-
low the prevailing rates of interest without
the inducement of any speculative gain.
Federal Trade Commission, Report! to the
Senate of the United States, January 28,
1935, op. cit., supra, p. 39, at p. 155.

Similarly,

It is a fair assumption that, in general, in-
vestors in establishing public utilities have
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looked to a fair return on their actual invest-
ment to compensate them for. their outlay,
and have not taken seriously into account
any appreciation or depreciation in the value
of land or in the price of labor and materials
entering into the reproduction cost of struc-
tures and equipment. They have necessarily
assumed that they would be able and would
be permitted to receive for their service an
amount equal to their actual cost of produc-
tion, i. e., operating expenses, depreciation,
and interest and profits on their actual capi-
tal outlay. (Whitten, op. cit., supra, p. 56,
at p. 425.)

To the same effect see Bonbright, James C., Merits
of Original Cost and Reproduction Cost, 41 Har-
vard L. Rev. 593 (1928) ; Hale, op. cit., supra, p. 13,
at p. 971.

A fluctuating rate of return may, indeed, attract
a certain class of capital. But capital so attracted
is of dubious usefulness. It represents speculative
purchases of, equities, a form of "investment" that
the utilities and the public might well do without.

The normal actual capital cost as a basis
for rate determination, moreover, has a dis-
tinct advantage from the standpoint of pub-
lic policy. It is desirable that rate schedules
should have stability and should not fluctu-
ate with the price of iron pipe or copper wire
or with real-estate activity or reactions. A
utility is not established for the purpose of
speculating in copper wire or iron pipe or
land. It must, however, in furnishing its
service invest its money permanently in
these things' The utility should not be ex-
pected to assume the risks of fluctuations in
the price of the land and materials it uses
(Whitten, op. cit., supra, p. 56, at p. 426).



Indeed, the speculative character of reproduction
value rates is a source of serious dangers to the
utilities themselves. Writing in 1921, a com-
mentator called attention to the probable effects
of a prolonged decline in prices:

* * * it should be pointed out that we
are at present quite obviously entering upon
a period of declining prices and that in de-
termining a rate base any use of figures rep-
resenting the cost to reproduce the identical
property will deprive public utilities in the
near future of any return upon millions of
dollars of actual investments which have
been made in the last few years in properties
which may be reproduced in the years soon
to come for less than the amount of the in-
vestments which they represent. In such a
time it will seem as unfair to the investor
that his investment should be scaled down
and that the return on his capital should be
diminished because of declining price levels
as it has seemed unfair to the consumer that
the investor's capital should be inflated and
his return increased because of rising price
levels. (Richberg, Donald R., A Permanent
Basis for Rate Regulation, 31 Yale L. J. 263,
278 (1921).)

Likewise, Bauer comments:

The second general objection to reproduc-
tion cost is its failure to provide for proper
standards of financial stability in the indus-
tries affected by regulation. It would pro-
mote speculation during one period and
produce financial disintegration during an-
other. It would, in turn, attract unnecessary
capital and then retard the desirable flow.

The fact is usually overlooked that by
far the greater proportion of the actual in-
vestment in public utility properties has
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been made through bond and preferred
stock. A reasonable estimate is that at least
75% of the cash capital was furnished by
these securities, and only 25% or less by
common stock. In many instances the pro-
portion of common-stock investment is
even less, and there are important cases
where all the money put into the property
is represented by limited return securities.

Because of such normal financial struc-
ture, with the large percentage of fixed-re-
turn capital, any change in the return on
the investment has a cumulative effect upon
the common stock. (Bauer, op. cit. supra,
p. 18, at p. 419.)

A fluctuating rate of return deprives conserva-
tive investors of stability, on the one hand; and
it tends to imperil the financial soundness of the
utility on the other hand. But the evil potentiali-
ties of the variable rate base are by no means ex-
hausted. Much of the financial manipulation
which discredits the management of utilities is di-
rectly traceable to the use of the reproduction cost
base. "Undoubtedly, the stakes are high for those
who control utilities through very narrow equities,
offering great opportunity for speculative gain."
Frankfurter, The Public and Its Government
(1930), at p. 106.

The doctrine of fanciful valuation has
greatly encouraged recent tendencies in
financial organization. In turn, the elabo-
rate and mysterious refinements of intercor-
porate relations have powerfully sustained
the efforts by which lawyers and engineers
have built up schemes for inflated values.
The search for fictitious value-at best a
game of blindman's buff-is thus greatly
complicated by the intricacies of elaborate
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corporate arrangements within utility en-
terprises. Not only is there the excitement
of a game fascinating to technicians in law
and engineering, but in applying the preva-
lent judicial doctrines of utility valuation
by manipulating intercorporate relations,
there are the cruder but more solid tempta-
tions of buttressing unreasonable rates by
law and securing huge profits through spec-
ulative utility holdings. (Frankfurter, op.
cit., at pp. 107-108.)

H. REPRODUCTION-COST HIAS BEEN CONDEMNED BY THE GREAT

MAJORITY OF REGULATORY COMMISSIONS

A number of commissions have taken a very posi-
tive stand with respect to the controvery as to
the merits of reproduction-cost versus prudent
investment, Likewise, there are a number of judi-
cial opinions which have pointed out the evils of the
reproduction-cost system and protested against its
continuation.

Perhaps the best exposition of the prevailing
attitude of those who have been indirect contact
with this problem is contained in the Minority Re-
port of the Commission on Revision of Public
Service Commissions Law of New York. The re-
port states:

In our opinion the greatest single weak-
ness of the existing system of public utility
regulation-and this applies not merely to
New York State but to the country as a
whole-lies in the hopeless difficulties inher-
ent in the use of a physical valuation of
property as the basis of rate control. Un-
less and until this fatal defect in regulating
theory has been overcome, any attempt to
revise the Public Service Law must fail to
reach the root of the trouble. To a very
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large degree the other weaknesses which
have been disclosed in the New York regu-
latory system, such as the understaffing of
the Commission, the' tendency of the Com-
mission to become a purely judicial as dis-
tinct from a regulating body, and even the
evils resulting from the unrestricted finan-
cial operations of holding companies are a
repercussion from this more fundamental
obstacle to effective control. We believe
that we share this view with the great ma-
jority of impartial students of the problem
and that the existing system would find
almost no defenders were it not for the
support which it derives from those utility
companies which believe that its mainte-
nance is in their pecuniary self-interest.
(Commission on Revision of Public Service
Commissions Law, New York, Minority
Report (1930), p. 334.)

It has been the considered judgment of the great
majority of the regulatory commissions that the
use of reproduction cost is not a proper factor in
the determination of a valuation. Indeed it is ap-
parent that except insofar as the courts have com-
pelled them to do otherwise, the commissions have
tended to decline to apply the reproduction cost
rule. In order to bring out the extent to which
the commissions have adopted this position, we
have conducted an extensive examination of the
rulings of the commissions. Below are listed a
selection of decisions in which it has been held
that reproduction cost should not be a controlling
factor:

Danbury v. Danbury dc Bethel Gas & Elec-
tric Light Co., P. U. R. 1921D, 193, 206.

Re Potomac Edison Co., P. U. R. 1933B, 6.
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Grafton County Electric Light & Power
Co., P. U. R. 1916E, 879, 885-888.

Northampton Gas Petition, P. U. R. 1915A,
618, 626.

Bay State Rate Case, P. U. R. 1916F, 221,
223.

Middlesex & Boston Rate Case, 2nd Ann.
Rep., Massachusetts, Public Service Com-
mission, Vol. I, pp. 105-112 (1914).

Public Service Commission v. Washington
Power, Light & Water Co., 7 Ann. Re-
port, Public Service Commission of
Washington, 130 (1917).

Re York County Water Co., P. U. R.
1921A, 439.

Iroquois Natural Gas Co., P. U. R. 1919D,
76.

In re Tarkio Electric & Water Co., 12 Mo.
P. S. C. R. 260 (1922).

Re Northern States Power Co., 15 P. U. R.
(N. S.) 126.

Re Platte County Independent Telephone
Co., P. U. R. 1922D, 303.

Re Roanoke Water Works Co., P. U. R.
1920C, 745.

Re Georgia R. Power Co., P. U. R.
1921A, 165.

Re So. California Telephone Co., P. U. R.
1922C, 97.

Re Exeter Water WVorks, P. U. R., 1923B,
339.

Re Cole, P. U. R. 1921C, 385.
Marinette v. City Water Co., 9 P. U. R.

(N. S.) 308 (1934).
Milwaukee El. R. & Light Co. v. Milwaukee,

P. U. R. 1918E, 1.
Grand Forks v. Red River Power Co., 8

P. U. R. (N. S.) 225.
Pacific T. & T. Co. v. Thomas, 13 P. U. R.

(N. S.) 337.
551452-43-5
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Federal Commission cases:

San Pedro, Los Angeles & Salt Lake R. R.
Co., 75 I. C. C. 463, 523-567 (Eastman,
Commissioner, dissenting).

Excess Income of St. Louis & O'Fallon Ry.
Co., 124 I. C. C. 3, 28-31, 36-37 (See also
Eastman), Commissioner, concurring at
pages 51-53).

Re Interstate Power Co., 32 P. U. R. (N.
S.) 1.

Re Safe Harbor Water Power Corp., 34
P. U. R. (N. S.) 236.

Re Chicago District Electric Generating
Corp., 39 P. U. R. (N. S.) 263.

Re Canadian River Gas Co., 43 P. U. R.
(N. S.) 205.

Detroit v. Panhandle Eastern Pipe Line
Co., 45 P. U. R. (N. S.) 203.

Re American Airlines, Inc., Docket Nos.
334, 204, Civil Aeronautics Board (Nov.
12, 1942).

A number of regulatory commissions have gone
further than to condemn the use of reproduction
cost as a basis for the valuation of public utilities.
They have held that the prudent investment valua-
tion of a utility is the factor that should control in
the making of the rate. It must be noted that the
commissions to a large extent have been forced to
adopt a different theory because of the prevailing
view as to the propriety of the use of reproduction
cost. It seems highly probable that if reproduc-
tion cost were not forced upon the commissions by
the courts, there would be wide agreement as to
the merits of the prudent investment method.
The following are some of the cases in which the
commissions have not only rejected reproduction
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cost as the basis, but have affirmatively adopted
the prudent investment theory:

Public Service Commission v. Pacific Tele-
phone & Telegraph Co., P. U. R. 1916D
947, 955.

Butler v. Lewiston A & W Street Ry. Co.,
P. U. R. 1916D, 25.

Public Service Commission of Washington
v. Spokane Falls Gas Light Co., P. U. R.
1921C, 523.

Carlson v. Jamestown Telephone Co., P. U.
R. 1920F, 645.

Poughkeepsie & W. Falls R. Co., 1st Ann.
Rep., New York Public Service Commis-
sion, Vol. I, p. 255 (1921).

Cavanaugh, v. Whitefish Municipal Water
Utility, P. U. R. 1922E, 198.

Morris v. N. W. Bell Telephone Co., P. U
R. 1922D, 769.

Re So. II. Light & Power Co., P. U. R.
1919D, 489.

Re Pacific Gas & Electric Co., 1 P. U. R.
(N. S.) 1.

Re Coast Valleys G. & E. Co., P. U. R.
1924C, 40.

Re San Joaquin Light & Power Corp.,
P. U. R. 1922D, 595.

Re Fresno Traction Co., P. U. R. 1925C,
566.

Department of Public Service v. Grays
Harbor Railway & Light Co., 12 P. U. R.
(N. S.) 178, 200.

Re Michigan Bell Telephone Co., 10 P. U.
R. (N. S.) 149.

Re Sea Cliff & G. C. Gas- Co., P. U. R.
1921A, 211.

Re Boise Artesian Water Co., 11 Ann. Rep.
Idaho Public Utilities Commission 155
(1923).
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Barth V. Hughes c& D. Electric Co., P. U.
R. 1922A, 740.

Re Midwest Power Co., P. U. R. 1922E, 22.

The general opinion of regulatory authorities
who have passed upon the question of the proper
valuation base is overwhelmingly in favor of the
prudent investment as opposed to the reproduction
cost method. Mr. Justice Brandeis in his concur-
rence in Southwestern Bell Telephone Co. v. Public
Service Commission, 262 U. S. 276, pointed out that
the Public Utility Reports for the years 1920 to
1923, inclusive, contain 363 cases passing upon the
method of determining rate base. In 63 of these
cases, reproduction cost was severely criticized or
expressly repudiated. In 5 cases, reproduction
cost was applied. In almost the entire remainder,
reproduction-cost was either ignored or given
only slight weight.

The objection to reproduction cost has been ex-
pressed as follows by a commission:

This method (reproduction at prices pre-
vailing at time of valuation) of determining
value * * * is based upon prophecy
instead of reality, and depends so much
upon half-truths that it bears only a remote
resemblance to facts, and rises at best, only
to the plane of a dignified guess. Danbury
v. Danbury &c Bethel Gas & Electric Light
Co. (Connecticut Public Utilities Commis-
sion, P. U. R. 1921D, 193, 206.)

This Court itself has found it an extremely
difficult task to reconcile the reproduction cost
method with the world of reality. Even as early
as 1912, the Court expressed some doubt as to the
exactness of this method. Speaking for the Court,
Mr. Justice Holmes said, "Every figure that we
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have set down with delusive exactness" is "specula-
tive." City of Louisville v. Cumberland Tele-
phone and Telegraph Co., 225 U. S. 430, 432 (1911).

Concurring in the Southwestern Telephone Com-
pany case (262 U. S. at 290), Mr. Justice Brandeis
said:

The so-called rule of Smyth v. Ames is, in
my opinion, legally and economically un-
sound. The thing devoted by the investor
to the public use is not specific property,
tangible and intangible, but capital em-
barked in the enterprise. Upon the capital
so invested the federal Constitution guar-
antees to the utility the opportunity to earn
a fair return. * * *

The Justice repeated this objection to Smyth v.
Ames in his concurring opinion in St. Joseph
Stockyards Co. v. United States, 298 U. S. 38.

II. TE RULE OF PRUDENT INVESTMENT

Prudent investment as an equitable and prac-
ticable rate base has been recommended by econ-
omists, jurists, and progressive regulatory com-
missions. Informed opinion overwhelmingly sup-
ports the use of the investment rate base.

A. ADVANTAGES OF A STABLE RATE BASE

Prudent investment affords a stable rate base
and simplifies rate regulation with all its accom-
panying advantages to investors and consumers.
These have been summarized in the opinion of Mr.
Justice Brandeis, concurring in the Southwestern
Bell Telephone case, 262 U. S. 276, 289, 306:

The adoption of the amount prudently in-
vested as the rate base and the amount of
the capital charge as the measure of the rate
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of return would give definiteness to these
two factors involved in rate controversies
which are now shifting and treacherous, and
which render the proceedings peculiarly
burdensome and largely futile. Such meas-
ures offer a basis for decision which is cer-
tain and stable. The rate base would be as-
certained as a fact, not determined as mat-
ter of opinion. It would not fluctuate with
the market price of labor, or materials, or
money. It would not change with hard
times or shifting populations. It would not
be distorted by the fickle and varying judg-
ments of appraisers, commissions, or courts.
It would, when once made in respect to any
utility, be fixed, for all time, subject only to
increases to represent additions to plant,
after allowance for the depreciation in-
cluded in the annual operating charges.
The wild uncertainties of the present method
of fixing the rate base under the so-called
rule of Smyth v. Ames would be avoided;
and likewise the fluctuations which intro-
duce into the enterprise unnecessary ele-
ments of speculation, create useless ex-
pense, and impose upon the public a heavy,
unnecessary burden.

The advantages of a stable rate base from the
standpoint of investors in the enterprise were thus
emphasized by a committee of the Investment
Bankers Association:

So nearly as possible, a stabilized basis
of property valuation should be developed.
This is easier said than done, but candid
effort can surely remove some of the chief
causes of instabilities that are dependent on
variations in commodity price levels and in
varying rates of depreciation and obsoles-
cence. Present deflation of values but
emphasizes the disturbing effect of too flue-
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tuating bases of value. To arrive at what
is fair will call for mutual concessions-
from public regulatory bodies, of precon-
ceived notions that often have reflected poli-
tical expediency rather than economic and
basic considerations; from private owner-
ship, of other preconceived ideas of the
rights of private property in a regulated
business imbued with a public responsibility
and trust. Preconceived notions need to
be reappraised or set aside, in favor of the
answer to be found only after an unbiased
solution that will more nearly represent
public and private rights than any yet ap-
plied. This Committee cannot but believe
that a sound economic solution will sooner
or later receive judicial sanction. (Com-
mercial and Financial Chronicle, November
21, 1931, Vol. 133, pt. 2, p. 3389.)

Since the early obstacles to the adoption of
prudent investment have in the course of time
been largely removed by the development of plant
cost records and uniform systems of accounts, that
standard may now be adopted because it is best
suited to the requirements of regulation. Ac-
counting and security issues of utilities have been
controlled for many years. Prudent investment
better assures the maintenance of equitable rela-
tions between public utilities and their customers
by means of greater administrative efficiency, and
at the same time promotes good service and at-
tracts required capital.

This efficiency would come about by the narrow-
ing of the field of controvery in rate-base matters,
by shortening rate case proceedings and by re-
ducing their cost. The quickening of the process
would make more frequent review of rates pos-
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sible and rate control would be converted from a
spasmodic undertaking into a relatively simple,
continuous and effective operation. Regulatory
agencies have sought relief from the frustration
accompanying the "fair value" theory by such
procedures as "temporary rates," and "sliding
scale rates." Moreover, public utility managerial
attention would be freed of the burden which pro-
longed rate litigation presently involves, and a
reduction in the present unwarranted cost of rate
litigation and regulation would benefit the con-
sumers and taxpayers who bear all such costs.

The prudent investment method tends better to
regulate return according to the needs of a public
utility as measured by its contractual interest on
outstanding bonds, stipulated dividends on its pre-
ferred stock, and the return on common stock re-
quired to attract capital.4 Most utility investors
expect a limited return on an unchanging base.
Bauer, Effective Regulation of Public Utilities,
120-126. The rate base under that method would
be more closely related to those outstanding se-
curities issued for value and the method would
hold radiant prospects of a relatively stable rate.
The speculative features of a high rate on high
values in good times, and low rates on low values
in bad times would vanish.5 In that event, money

4 Even if it be assumed that economic conditions should be
reflected in the rates fixed, this may readily be accomplished
by altering the flexible rate of return. See Whitten, Fair
Value for Rate Purposes, 27 Harv. L. Rev. 419, 434-5; Rich-
berg A Permanent Basis for Rate Regulation, 31 Yale L. J.
263, 273; Div. of P. U. v. Narragansett Electric Co., 27 P. U.
R. (N. S.) 106, 109.

6 As we have observed above, if commissions adhered
strictly to the present value theory in times of depression and
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should be even easier in the regulatory field than
it is now, for the investor is much more interested
in a fairly certain return than he is in a return
that fluctuates from year to year.

From the consumers' point of view, it may be
pointed out that a reasonably stable rate base like-
wise has its advantages. It means reasonably
stable rates which allow him to budget more accu-
rately for future utility services with the assur-
ance that future rates will not be radically differ-
ent from present rates. Also, reasonably low rates
invariably stimulate consumption of the utility
service, thereby increasing revenues for the benefit
of investors.

In expanding utilities, prudent investment is
obviously responsive to changing construction
costs. If the net investment is expanding 5% an-
nually, and the average service life of the prop-
erty is ten years, 77% of the prudent investment
rate base would reflect construction costs of the
five most recent years. Even in utilities where the
net investment is fairly constant, due to retire-
ment of property offsetting additions, the prudent
investment basis would reflect prices of the five
most recent years for 72.7% of the property.
Bernstein, Public Utility Rate Making and the
Price Level (1937) 123-124.

low prices for material and labor, the adopted rate base might
be so low that the prescribed rates would drag financial dis-
tress in their wake. The public, however, has a definite
interest in preventing financial distress which will impair
efficient service. Bonbright, Merits of Original Cost and
Reproduction Cost, 41 Harv. L. Rev. 593, 621-622; see Whit-
ten, Fair Value for Rate Purposes, 27 Harv. L. Rev. 419,
423-424.
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When rates are fixed for public utilities, they
are designed to provide the annual compensation
necessary to cover all current operating expenses
(including wages and depreciation), current taxes
and a fair rate of return on the rate base. Under
the prudent investment method, therefore, all of
the factors in rate-making reflect the current re-
quirements of the utility, except the rate base
which is partially current. However, it is not un-
reasonable to fix rates on prudent investment be-
cause such a method assures that the utility will
receive a return on the investment (a 61/2% profit
above all expenses and taxes in the instant case)
and a return of investment (through revenues to
cover annual depreciation expense for property
investment consumed in rendering service). If
"fair value" be the description of the rate base,
then prudent investment qualifies as the fairest
and truest measure of value for rate-making.

The prudent investment basis promises the
achievement of a sound plan for the control of
utility rates. Its merits may be summarized thus:
(1) the protection of the investors' interests with
the corresponding encouragement to investment;
and (2) the protection of the consumers' interests
with the administrative simplicity of a practicable
standard and the promotion of financial soundness
for the maintenance of efficient service.

The prudent investment method, with its stable
foundation upon facts rather than fiction, has been
supported by many persons who have devoted
themselves to the study of public utility regula-
tion. The following are typical opinions:

Since public utilities render a service
which must be supplied continuously they
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should be regulated upon a theory that they
are or will become going concerns. They
are secured in their market position by
means of governmental grants which are
either expressly monopolistic or tend to
become such under the pressure of uneco-
nomic competition. They have voluntarily
invested their capital upon the implied as-
surance that they will be permitted to earn
reasonable returns. Under modern condi-
tions of regulation the investment of capital
may even be compelled by governmental
authorities or it is at least invested subject
to governmental authorization and ap-
proval. Under these conditions of regu-
lated monopoly, the true economic standard
for determining the rate-base is the invest-
ment standard. (Glaeser, Outlines of Pub-
lic Utility Economics (1931), p. 505.)

Our conclusion is that original cost (un-
impaired investment or prudent invest-
ment) is the most satisfactory basis of valu-
ation. (Jones, Eliot, and Bigham, Prin-
ciples of Public Utilities (1931), pp. 239-
240.)

The most widely accepted alternative
to reproduction costs new is the pru-
dent investment method of fixing fair
value. * * *

* * * A stable rate base is a condition
sine qua non of a satisfactory scheme of reg-
ulation. Prudent investment meets this con-
dition, as does no other rate base that has
been proposed. (Mosher and Crawford,
Public Utility Regulation (1933), pp. 214,
216.

It is to be hoped that the Supreme Court
will uphold the prudent investment prin-
ciple and will set aside the concept of
"present value" which for nearly 40 years
has done much to render rate regulation in-
effective. Prudent investment is a fixed,
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nonfluctuating rate base, fair to all parties
concerned. It can readily be ascertained
and can be kept current merely through
accounting procedure. Adjustments be-
cause of changes in price levels can be
made, as they should be, in the rate of re-
turn. (Wilson, Herring and Eutsler, Pub-
lic Utility Regulation (1938) p. 152.)

Barnes considers that prudent investment af-
fords a practical opportunity for effective regula-
tion:

The early obstacles to the adoption of a
cost or investment standard of rate control
have now been largely removed. With the
extensive development of accounting con-
trol since 1908 and the more recent enlarge-
ment of commission control over security
issues, the adoption of the prudent invest-
ment program would be quite practicable;
the essential data are all available. In
recognition of the present practicability of
the prudent-investment standard, there are
many decisions of the state commissions
which indicate their preference for this
simpler and more direct rate-making pro-
cedure. Even in those states where the
adoption of the prudent-investment method
of rate control is not immediately feasible,
there is every reason to believe that the
adoption of this standard would lead shortly
to the development of the data required to
make regulation on this basis truly effective.
(Barnes, The Economics of Public Utility
Regulation (1942) p. 574.)

Professor Bernstein of the University of North
Carolina, an economist, has thus supported pru-
dent investment:

The need to simplify rate-making proce-
dure, particularly in the determination of
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fair value, must not lead to a neglect of
other equally important considerations in
choosing a new method of rate making. No
rate-making plan can be satisfactory in the
long run unless it protects the legitimate
interests of the community; the interest of
the investors in utility securities and of the
consumers of utility services. It is neces-
sary, therefore, that the new rate-making
plan should assure to utility companies a
net income that will attract the capital re-
quired for continued expansion of the util-
ity industries. Rate making under the new
plan should also be sufficiently responsive
to changing economic conditions to prevent
an undesirable divergence of utility rates
from the costs of producing utility services.

The prudent investment method of valua-
tion meets these tests in every respect. It
is simple and definite, so that it facilitates
administrative control of utility rates; and
at the same time it assures to utility com-
panies protection of their capital invest-
ment undertaken for the public convenience
at the order of the rate making authority.
There can be no greater stimulus to the eco-
nomical provision of adequate utility capi-
tal than the assurance of the utilities
commission that the investment, if pru-
dently made, will be protected against the
hazards of fortuitous price changes. At
the same time, the continued retirement, re-
placement, and expansion of utility equip-
ment would give considerable weight to the
prices of recent years in a prudent invest-
ment valuation. Thus, the prudent in-
vestment method of determining fair value
would induce continued provision of capital
for utility enterprises, while maintaining a
responsiveness of utility rates to changing
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costs of producing utility services. (Bern-
stein, Public Utility Rate Making and the
Price Level, (1937). p. 129.)

The following analysis by Bauer and Gold, well-
known authorities in this field, reaches a similar
conclusion:

Standards for Proper Rate Base
We shall consider particularly how "re-

production cost" or "fair value" as against
"prudent investment" or "fixed rate base"
would suit the purposes of effective control.
The following standards are offered for the
adoption of a desirable rate base and the
consequent determination of return to the
utilities.

1. The rate base, with the entire method
of determining the return, must be capa-
ble of systematic administration.

2. It must provide for definite protection
of both investors and consumers.

3. It must maintain the financial stability
of the companies to the extent possible
through rate control.

4. It must make available new capital as
needed for public service, but prevent dislo-
cation or distortion of capital additions.

5. It should encourage progressive de-
velopment in the industries and service to
the public.

6. It should provide rate flexibility for
development purposes and permit accumu-
lation of reserves in prosperous years for
stabilization of rates and return when earn-
ings decline.

These standards of a rate base and
method of determining return are obvi-
ously necessary foi effective regulation.
They are axiomatic and therefore need not
be supported by analysis and demonstra-
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tion. If utilities are to be regulated at all,
the methods adopted should at least comply
with these six standards. * * *

Varying Versus Fixed Rate Base

The pivot of inquiry and analysis will
be throughout as to whether the traditional
"fair-value" or a fixed rate base, or pos-
sibly some other basis, conforms the more
satisfactorily to the standards presented.
The point of view will be that of desirable
policy considered as progressive public in-
terest. It will include not only consumers
but also investors, and more particularly
collective needs and advantages of com-
munity and state.

At the outset, we may state that repro-
duction cost or "fair value" fails to con-
form satisfactorily to the first three re-
quirements which together are involved
in comprehensive administration * * *
We shall show that a fixer rate base, subject
to systematic engineering and accounting
control, is unquestionably essential to satis-
factory control. This might be modified ac-
cording to the financial structure on the
basis of definite price and statistical meas-
urements, but its origin must be actual cost
as properly charged under public super-
vision to capital account. It must rest upon
definite facts that are comprehended within
the plan of administration.

As to the next two requirements, which
involve basic economic forces, * * *
"fair value" does not appear so, glaringly
unsuited to public purposes, and actual cost
or fixed rate base raises at least valid ques-
tions as to its desirability. We believe,
however, that overbalancing advantages are
with prudent investment. If it were con-
clusively established that; a fixed rate base
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runs counter to basic forces as claimed by
certain economists, this would not count in
favor of "fair value" but as proof that pub-
lie regulation of private companies is a
futile policy.

The sixth criterion is both administrative
and long-run developmental. Its applica-
tion depends upon a fixed rate base or exact
measurements. As to all three points

* * * we expect to show that a fixed
rate base is not inconsistent with prog-
ress and that it is more in harmony with
basic requirements than "fair value." But
if all aspects of the rate base are consid-
ered, administrative and economic, we feel
certain that actual cost must be adopted
with possible adjustments made on a defi-
nite basis, if regulation is to be established
and continued as a reasonably satisfactory
policy. (Bauer and Gold, Public Utility
Valuation (1934), pp. 371-373.)

The following quotation is from an address
upon the subject of Power Control, delivered by
Franklin D. Roosevelt while he was Governor of
New York.

I seek to protect both the consumer and
the investor. To that end I propose and
advocate now, as I have proposed and ad-
vocated heretofore, the following remedies
on the part of the government for the regu-
lation and control of public utilities en-
gaged in the power business and companies
and corporations relating thereto: * * *

7. Abolishing by law the reproduction
cost theory for rate making and establish-
ing in place of it the actual money prudent
investment principle as the basis of rate
making. (Address of Franklin I)D. Roose-
velt, Portland, Oregon, The Washington
Post, September 22, 1932.)
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Informed opinion in impressive strength has
supported the prudent investment rule for ef-
fective rate-making: Bonbright, Valuation of
Property (1937) Vol. II, p. 1155; Bonbright,
Railroad Valuation With Special Reference to
the O'Fallon Decision, 18 Am. Econ. Rev. Supp.
181 (March 1928); Bonbright, The Economic
Merits of Original Cost and Reproduction Cost,
41 Har. L. Rev. 593 (1928); Goddard, Public
Utility Valuation, 15 Mich. L. Rev. 205, 223;
Booth, Prudent Investment, Fair Value and Pub-
lic Utility Regulation, 1 Nat. Lawyers Guild Q.
229, 250 (1938); Richberg, A Permanent Basis
for Rate Regulation, 31 Yale L. J. 263 (1922);
Hale, Conflicting Judicial Criteria of Utility
Rates, 38 Columbia L. Rev. 959 (1938); Riggs,
Depreciation of Public Utility Properties (1922)
pp. 61-62; Webber, Principles of Public Utility
Regulation (1941) 123; Thompson, Valuation
For Rate-Making, 1932, 8 J. Land and Pub. Util.
Econ. 224 (1932). See: New York Commission on
Revision of Public Service Commissions Law,
Minority Report (1930) 378 et seq.; Clark, Social
Control of Business (1926) 359; Goddard, Fair
Value of Public Utilities, 22 Mich. L. Rev. 652,
677, 697; Kauper, Wanted: A New Definition of
the Rate Base, 37 Mich. L. Rev. 1209; McDair-
mid, An Institution Investor Scans the Utility
Horizon, Pub. Util. Fort. Oct. 14, 1937, p. 462.

B. EXPERIENCE SHOWS PRUDENT INVESTMENT TO BE PRACTICABLE

AND EQUITABLE AS A RATE BASE

In 1923 Mr. Justice Brandeis, in the South-
western Bell Telephone case, examined the "fair

55145i2-43 6
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value" doctrine in his concurring opinion,
found that it was "legally and economically un-
sound," and proposed prudent investment as a
constitutional, practicable and equitable basis for
rate-making. He stated that "The thing devoted
by the investor to the public use is not specific
property tangible and intangible, but capital em-
barked in the enterprise. Upon the capital so in-
vested the Federal Constitution guarantees to the
utility the opportunity to earn a fair return."
Southwestern Bell Tel. Co. v. Pub. Serv. Corn.,
262 U. S. 276, 289, 290.

Commissions, informed by experience, have dis-
cussed and advocated the prudent investment
basis as a sound solution to the difficulties of rate-
making. During the consideration by this Court
of R. R. Commission v. Pacific Gas & Electric Co.,
302 U. S. 388, the Wall Street Journal on December
28, 1937, published the results of a survey of the
views of the various State regulatory commis-
sions on the question of the "fair value" theory.
The Commissions which expressed their prefer-
ence were two to one in favor of the prudent in-
vestment basis as the best solution to the rate-
making problem. See also, Spurr, Has Utility
Regulation Been Reduced to Negotiation and
Wheedling? Public Utilities Fortnightly, Sept.
2, 1937, p. 262.

The national organization representing 46 State
regulatory commissions appointed a "Committee
on Progress in the Regulation of Public Utilities"
which made its report in 1942 containing the
following recommendations as essential to prog-
ress in regulation (National Association of Rail-
road and Utilities Commissioners, Proceedings
of 54th Ann. Con. 1942, p. 223):
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1. Getting all utility books set up on a
rigid original cost basis, with inflationary
items written off promptly;

2. Use of a depreciated original cost rate
base in all rate proceedings;

3. Use of a rate base of original cost or
prudent investment less the depreciation re-
serve requirement or book reserve, which-
ever is the higher; * * *

The regulatory commissions have hitherto been
subjected to a judicially imposed requirement of
considering reproduction cost. But a body of
experience has in fact been developed in the ap-
plication of valuations determined without refer-
ence to reproduction cost. The public utility com-
missions of Massachusetts and California have,
over a period of years, made use of a valuation
principle which is independent of the use of re-
production cost:

We are indeed fortunate to have the ben-
efit of the actual experience of at least two
states with the historical cost doctrine.
Both the Massachusetts and California Com-
missions have, notwithstanding the absence
of judicial support, had the courage to fol-
low this principle through many years of
regulation. More than any other state
Massachusetts has been able to avoid appeal
to the courts, while the California Commis-
sion's rate decisions have been sustained
with few exceptions in both the state and
federal courts. (Rooks, Irvin, and Booth,
Harry R., Current Problems of Public
Utility Rate Regulation, 13 Ore. L. Rev. 122,
125 (1934).)

The California Commission has adopted the
prudent investment (historical cost) basis for fix-
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ing utility rates for several decades and the util-
ities have generally acquiesced in that method,
and have prospered while rendering efficient serv-
ice. (National Association of Railroad and Util-
ities Commissioners, Proceedings of 48th Ann.
Con. 1936, p. 292). In the recent Pacific Gas
rate case the California Commission prescribed
rates upon the prudent investment basis, which
were sustained by the courts (302 U. S. 388; 26
F. Supp. 507), and made this statement:

This historical method has dominated the
Commission's findings for several principal
reasons. It is well grounded upon estab-
lished facts, is not subject to the vagaries
of pet theories, unlimited imagination, and
abrupt fluctuation of current prices and
passing conditions, and therefore indicates
a truer measure of value upon which,
through the application of rates, a return
may be allowed to reimburse the owner for
his enterprise and insure the integrity of
his capital honestly and prudently invested.
At the same time it prevents unwarranted
demands upon the consumer through the
projection of future rates on ephemeral
values and stabilizes rates so that economic
shocks from such changes are reduced to a
minimum.

It is an economical procedure, where the
books of the companies are reasonably well
kept, as obtains in practically all of the
major utilities of this state, full compliance
with which will prevent unwarranted ex-
penditures of money by the Commission,
the public and the company, which inures
to the benefit of both the consumers and
the utility. It is a more rapid procedure
insuring quicker compliance with necessi-
ties as they arise. (Re Pacific Gas &
Electric Co., 1 P. U. R. (N. S.) 1, 11-12).
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For additional prudent investment announce-
ments by the California Commission see: Re Pa-
cific Gas & E. Co., P. U. R. 1923C, 385, 405; Re San
Joaquin-Light & P. Corp., P. U. R. 1922D, 595,
613; Re Coast Valleys G. &c E. Co., P. U. R. 1924C,
40, 44; National City v. Sweetwater Water Corp.,
3 P. U. R. (N. S.) 405, 412-415.

Massachusetts has successfully employed a
stable rate base resting primarily on prudent in-
vestment. The former Chairman of the Com-
mission stated:

Our concern in Massachusetts now is
that we may be forced to abandon a system
of regulation that, on the whole, has worked
well for nearly half a century. Financiers
and economists outside of our State have
asserted, with some heat and vigor, that our
system is unsound economically and cannot
work successfully; that it is unjust to the
corporation and its stockholders, and that
as capital is timid, it will not seek invest-
ment in public utilities in Massachusetts.
Representatives of some of our own elec-
tric companies have sung the same song.
The answer to this is that the system has
been in operation for nearly fifty years;
that in all that time, resort to the Federal
courts has been sought by electric compan-
ies in Massachusetts but twice, both cases
being abandoned; that all of the electric
companies in our State are in sound finan-
cial condition, and, so far as I am aware,
none have difficulty in securing the neces-
sary capital for their developments; and that
decisions on rate questions are fairly
prompt, and hearings and investigations are
rarely protracted. We believe that the good
faith of Massachusetts can be relied upon by
those who invest their capital in public serv-
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ice enterprises, as it can be relied upon by
those who lend the State their money.
(Attwill, Weaknesses of the Valuation Sys-
tem, American Academy of Political and
Social Sciences, Annals, Vol. 159 (Jan.
1932), p. 97.)

As early as 1914 the Massachusetts Commis-
sion declared:

* * * capital honestly and prudently
invested must, under normal conditions be
taken as the controlling factor in fixing the
basis for computing fair and reasonable
rates * * *. (Middlesex and Boston
Rate Case, 2 Mass. P. S. C. R. 111, 112.)

For additional cases on the Massachusetts pru-
dent investment principle see: Bay State Rate
Case, P. U. R. 1916F', 221, 233; Re New England
Tel. & Tel. Co., P. U. R. 1925E, 739, 744; Cus-
tomers v. Worcester Light Co., P. U. R. 1927C,
705, 708; Customers v. Northampton Electric
Lighting Co., 36 P. U. R. (N. S.) 353, 356; see
also, Webber, Principles of Public Utility Regu-
lation With Special Reference To Massachusetts
Practice (1941).

California and Massachusetts have been the out-
standing Commnissions in the application of the
prudent investment principle for many years, and
their experiences have demonstrated that prudent
investment is a practicable and equitable method.
But many other State commissions have also sup-
ported the cost or prudent investment basis. lFor
example:

ARKANSAS: Arkansas Power &c Light Co. v.
McGehee, 42 P. U. R. (N. S.) 65, 80 (1941).

DISTRICT OF COLUMBIA: Re Potomac Electric
Power Co., P. U. R. 1923D, 579, 584.
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IDAHO: Re Boise Artesian Water Co., 11
A. R., Idaho P. U. C. 155 (1923).

MAINE: Butler v. Lewiston A. &d W. St. Ry.
Co., P. U. R. 1916D, 25, 35.

MARYLAND: Re Potomac Edison Co., 1933B,
6, 19.

MICHIGAN: Re Michigan Bell Tel. Co., 10
P. U. R. (N. S.) 149, 165 (1935).

MONTANA: Cavanaugh v. Whitefish M. W.
Utility, P. U. R. 1922E, 198, 294.

NEW YORK: Re Iroquois Natural Gas Co.,
P. U. R. 1919D, 76, 87-88.

Carlson v. Jamestown Tel. Corp., P. U. R.
1920F, 645, 648.

Re Sea Cliff & G. C. Gas Co., P. U. R.
1921A, 211, 215.

NORTH DAKOTA: Barth v. Hughes & D. Elec-
tric Co., P. U. R. 1922A, 740, 747.

Re Midwest Power Co., P. U. R. 1922E,
22, 36-37.

OKLAHOMA: Re Southwestern Bell Tel. Co.,
9 P. U. R. (N. S.) 113, 136 (1935).

PENNSYLVANIA: P. U. C. v. Solar Electric
Co., 24 P. U. R. (N. S.) 337, 360-362
(1938).

P. U. C. v. Abington Electric Co., 28 P.
U. R. (N. S.) 257, 260 (1939).

RHODE ISLAND: Div. of P. U. v. Narragan-
sett Electric Co., 27 P. U. R. (N. S.) 106,
108-109 (1939).

SOUTJT DAKOTA: Morris v. Northwestern
Bell Tel. Co., P. U. R. 1922D, 769, 774.

WASHINGTON: P. S. C. V, Spokane Falls Gas
L. Co., P. U. R. 1921C, 519, 523.

Dept. P. S. v. Grays Harbor R. L. Co.,
12 P. U. R. (N. S.) 178, 200 (1936).

Re Puget Sound Freight Lines, 35
P. U. R. (N. S.) 452, 455 (1940).

WISCONSIN: Milwaukee E. R. & Light Co. v.
Milwaukee, P. U. R. 1918E, 1, 25-26.

Marinette v. City Water Co., 9 P. U. R.
(N. S.) 308, 316 (1934).
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The leading Federal rate-making bodies have
concurred with these commissions in the espousal
of the original-cost method and the rejection of
the reproduction-cost formula. Commissioner
Eastman, of the Interstate Commerce Commission,
has condemned the "judgment method of valua-
tion" under Smyth v. Ames and has advocated
prudent investment as the workable and just basis.
San Pedro, Los Angeles & Salt Lake R. R. Co.; 75
I. C. C. 463, 550-557 (1923); Excess Income of St.
Louis & O'Fallon Ry. Co., 124 I. C. C. 3,49-59.

The Federal Communications Commission, con-
cerned with the regulation of telephone and tele-
graph rates, joined in the Government's brief, ami-
cus curiae, in Driscoll v. Edison Light & Power
Company, No. 509 October Term 1938 (307 U. S.
104). In that brief it was stated that the "fair
value" rule has proved to be unsound and unwork-
able, and that the rule of prudent investment,
combining as it does exactness, ease of applica-
tion, and a proper principle for the determination
of reasonable return, is the standard for rate-
making best adapted to modern business condi-
tions and practices in this country.

The Civil Aeronautics Board, having the duty
of fixing rates for air transportation, has an-
nounced its intention to utilize the prudent invest-
ment method:

The presentation, at the rehearing, of
the reproduction costs of the carrier's prop-
erty devoted to transportation service as of
December 31, 1941, brings us to the ques-
tion of the proper use, if any, to be made
of such evidence. This Board in exercising
its rate making functions has never and
does not now measure the reasonableness
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of the rate in terms of a fair return upon
the so-called "fair value" of the property
used and useful in the public service. One
of the primary factors, which is frequently
controlling, in determining the fair value
of such property is its reproduction cost
less depreciation. We believe that experi-
ence has proved such method to be admin-
istratively and economically unsound; its
application to public regulated enterprise
during the past four decades has placed
upon State and Federal regulatory agen-
cies a burdensome, complex, expensive and
futile task. Recent opinions of members
of the Supreme Court of the United States
add to the weight of notable dissents by
members of the Court in the past in further
reducing the prestige of this rate making
formula. We believe that the ascertain-
ment of the capital cost of producing the
air transportation service requires that the
rate of return should be predicated upon
the funds which have been actually and
legitimately invested in the transportation
enterprise rather than upon any valuation
of the carrier's property, and we shall con-
tinue to adhere to this method in the future
as we have in the past. We accordingly
regard reproduction cost evidence as irrel-
evant and immaterial to the issue of a fair
and reasonable rate and evidence of this
type in the future will not be admitted to
the record in rate proceedings for the pur-
pose of showing the value of the carrier's
property. (Re American Airlines, Inc.,
Dockets Nos. 334 and 204 Civil Aeronautics
Board's decision of November 12, 1942,
pp. 31-32.)

The Federal Power Commission in performing
its duty to fix reasonable interstate wholesale rates
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for electricity and gas has uniformly adopted the
actual cost or prudent investment basis. Re In-
terstate Power Co., 32 P. U. R. (N. S.) 1, 11
(1939); Re Safe Harbor Water Power Corp., 34
P. U. R. (N. S.) 236, 247 (1940); Re Chicago
District Electric Generating Corp., 39 P. U. R.
(N. S.) 263, 277 (1941); Cleveland v. Hope Nat-
ural Gas Co., 44 P. U. R. (N. S.) 1, 24 (1942);
Detroit v. Panhandle Eastern Pipe Line Co., 45
P. U. R. (N. S.) 203, 214 (1942); Re Canadian
River Gas Co., 43 P. U. R. (N. S.) 205, 224
(1942); Re El Paso Natural Gas Co., Docket Nos.
G-257, G-242, October 29, 1942 Order Reducing
Rates; Illinois Commerce Commission v. Natural
Gas Pipeline Co., Docket Nos. G-109, G-112,
September 19, 1942, Order Accepting Reduced
Rates For Filing and Terminating Proceedings;
Re Lone Star Gas Co., Docket Nos. G-209, G-208,
May 4, 1942, Order Reducing Rates; Re Northern
Natural Gas Co., 47 P. U. R. (N. S.) 74, 75
(1943); Louisiana Public Service Commission v.
United Gas Pipe Line Co., 48 P. U. R. (N. S.) 91;
Re interstate Natural Gas Co., 48 P. U. R. (N. S.)
267.

This imposing weight of administrative prece-
dent, based on a wealth of practical experience and
a background of technical competence, would seem
sufficient to dispel any doubts as to the rate-base
which should be adopted as workable and sound.
It lends the support of the expert rate-maker to
the pronouncement of Justices Stone and Cardozo
that the rule of prudent investment, as propounded
by Justice Brandeis, "states the law as it should
be." See St. Joseph Stockyards Co. v. United
States, 298 U. S. 38, 93.



SUPPLEMENT B

SUMMARY OF COMPARISON OF REPRODUCTION COST

ESTIMATES IN RATE CASES '

(Detail, pages 90 to 101)

Appraisal amounts
Percent

No. of excess of
cases CityExcess of company

Company ission company appraisal
appraisal

Year 1928 ----------- - 25 $67, 495, 001 $51, 965, 943 $15, 529, 058 29.88
Year 1929 - . ......... 32 396, 382, 303 267, 409, 792 128, 972, 511 48. 23
Year 1930 ----------- - 18 185, 542, 529 138, 940,783 46,601,746 33. 54
Year 1931 ------------ - 18 321, 257, 149 210,931,858 110,325,291 52. 30
Year 1932 --....-. .. 10 152, 413,117 74, 320,022 78,093,095 105.08
Year 1933 ----------- - 20 276, 949, 277 180,569, 492 96, 379,785 53. 38
Year 1934 --------- --- 8 69, 228, 539 43, 595,083 25, 633, 456 58. 80
Year 1935 ------------ - 9 39, 088, 733 29, 781, 774 9, 306, 959 32. 34
Year 1936 -....... . .... 10 205,171, 349 155, 231,207 49,940,142 32.17
Year 1937._.... . 5 59, 982,102 46,164, 509 13, 817, 593 29.93
Year 1938 ------------ - 5 171, 897,333 148,129,198 23,768,135 16.05
Year 1939 ---------- - 2 2,147, 954 1, 488, 952 659, 002 44. 26
Year 1940 . ------.... ... 4 170, 055, 853 126,462, 956 43,592,897 34. 47
Year 1941 ..-.. ....... 4 11, 995, 845 10, 646, 420 1, 349, 425 12. 67
Year 1942 - ---------- 2 2,133, 700 1, 767,178 366, 522 20. 74

Total .-.... ... -- 2,131,740, 784 1, 487,405,167 644, 335, 617 43. 32

1 The cases shown in this appendix are all the cases reported
in Public Utility Reports for the years 1928 to 1942, in-
clusive, for which comparable information was given.

(89)
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