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PREFACE 

::'THE GREAT I>lPFICULTIES that have been experienced by public 
utilities commissions in regulating utility rates have to a consider
able extent been due to the large fluctuations in prices throughout 
the greater pan of the period in which the policy of admin
istrative rate making by commissions has been in effect;) In the 
decade prior to the W mid War the rise in prices was moderate 
and it was possible, although not without some difficulty, to 
make the necessary revision in utility rates. The tremendous 
rise in prices during and immediately after the war necessitated •. 
large and frequent revision of rates which could not be made 
satisfactorily in view of the general opposition of consumers. The 
short period of relatively stable prices in the 1920's relieved util
ities commissions to some extent of the burden of frequent rate 
revision. However, with the sharp decline In prices during the 
recent great depression, difficulties were once more encountered. 
Consumers pressed for large reductions in rates, and utility com
panies faced with a decline in revenue from decreased sales 
. resisted rate revision that would have teduced their net incomes 
even more. 

.-Even the instability of prices would not have prevented ef
fective regulation of utility rates if a satisfactory rate making 
method had been available. Unfortunately, the rate making rule 
established by the courts was too complex in its required pro
cedure to permit the prompt and complete adjustment of utility 
rates in the period of rapidly changing prices. The ultimate pur
pose of the rule that utility rates must provide a fair rate of re
turn on the fair value of utility property was to duplicate in tht 
field of regulated rates the process of normal price determination 
in competitive society. Although it would have been desirable to 
regulate utility rates in a manner .at would generally maintain 
eq~lity of the prices of utility services with their costs of pr0-
duction, this was not in fact achieved under the rate making rule. 
With the complex, dilatory, and expensive rate making procedure • • 
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vi PllEPACE 

required under the rate making rule it was impossible to bring 
about prompt adjustment of rates with changing costs of pro
duction. Utility rates thus acquired an undesirable rigidity en
tirely out of harmony with the purpose of the fate making rule. 
The experience of the past twenty years shows conclusively the 
futility of attempting to regulate utility rates on the precise 
pattern of the price making process of competitive society; 

Throughout the war and again in the great depression, com
missions found it was impossible to use the rate making method 
and procedure required by the rate making rule. Instead, it was 
necessary to develop new methods of rate making that permitted 
the use of a simpler procedure under which rates could be ad
justed more promptly to changing operating costs':: The rate 
making methods developed during th., period of unstable prices 
were designed to introduce greatq flexibility in the rate making 
process, and for this reason they dese...,e consideration with other 
proposals for increasing the effectiveness of rate regulation; 

It is the purpose of this study to show how the rate making 
rule and its procedure were developed, to consider the difficulties 
that wereexperienced under this rule, to discuss the new methods 
of rate making that commissions used during the period of rapid 
fluctuation in prices, and to offer a reasonable solution for the 
rate making problem. 

This study of Public Utility Rate Making fZtJa the Price Level 
was undertaken at the suggestion ofi,"ofessor F. W. Taussig. 
In his Principles of Economics (II, u8), Professor Taussig has 
commented briefly on the effect of the abrupt price advance dur
ing the war on the public utility industries. I have tried to carry 
,the analysis into various aspects of the rate making problem dur
ing the war and poft)var years and during the recent depression. 
The aid and advice iK"&',;ofessor Taussig have been invaluable 
in completing the study. 

I should like to record my obligation to the Harvard Club of 
Chicago for the scholarship I held in 1927, and to the authorities 
of Harvard University for the Ricardo Prize Scholarship and the 
University Fellowship in Economics that I held in Ig28. 
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CHAPTER I 

THE RATE MAKING PROBLEM 

I. THE REGULAnON OF RATES 
-~ 

Fo" MO"" THAN sixty years the people of this coun~ have been 
struggling with the problem of regulating the rates £or public 
utility services. In this time regulation has advanced from the 
passive and limited control of the early period to the active and 
extended control of the present. Legislatures, commissions, an~ 
courts have passed on the rate ~ng question innumerable 
times, with the solution still far off. Progress has nevertheless 
been made. ~The machinery for regulating utility rates and the 
technique of rate making have been improved, the legal and 
economic aspects of the question have been clarified, and the 
problem is now limited to the determination of a fair rate of 
return on the fair value of the property used in producing the 
utility services. The facilities are at hand for a satisfactory solu
tion of the rate making problem. 

The right of the public to exercise some control over indus
tries endowed with a large public interest was recognized at 
common law. For a time no active effort was made to regulate 
utilities in this country, public control being confined to the 
prevention of discrimination and similar abuses:: The public 
interest was not recognized to be so great as to require extraor
dinary regulation. -As in other industries, competition was ex
peeted to provide adequate service at a £air price. Rate making 
was le& to the utilities, presumably on the theory that sel£ inter
est would induce competing companies to maintain rates at the 
cost of producing the services. Where competition was inactive, 
the public looked to the courts for a remedy under the common 
law rule that rates must be £air to the consumer. In practice this 
remedy was ineffective, for the ordinary consumer could not 
undertake an expensive legal struggle for £air rates. It bec;ame 
apparent, therefore, that the regulation of rates through competi
tion was unsatisfactory. 

[3] 



4 PUBUC UnLlTY KATE MAKING 

With the failure of competitive rate making, more stringent 
control was inevitable. The right of legislatures to determine 
the rates of industries with a large public interest was sustained 
by the Supreme Court, 1877, in Munn fl. Illinois ~ U. S. Il3). 
Legislative rate making was thereafter tried for thirty years, 
with the problem no nearer solution than before. Rates were 
drawn in the hurried confusinn of a legislative session hy men 
who lacked sufficient knowledge of the problem, and who re
garded themselves as the representatives of the consumers. The 
difficulty of securing fair rates that the public had experienced 
under competitive rate making, the utilities now experienced 
under legislative rate making. From the point of view of the 
public this seemed to he an improvement, although it obviously 
was not the solution to the problem.' In the long run the public 
cannot have utility services at less than their cost of production. 
The fundamental fault of legislative rate making. was in its 
objective: to establish low rates rather dian fair rates. 

At this point the peculiarity of the rate making prohlem in 
this country appears. In England, if parliamentary rates should 
he inadequate, the utilities would have no remedy other than to 
convince Parliament that in the long wn the public interest re
quires rates sufficiently high to assure continlled investment in 
~se industries: In this country, however, utilities have another 
remedy •. The Fourteenth Amendment to the Constitution pro
vides that no state may deprive a person of property without 
due process of law, nor may a state deny to any person the 
equal protection of the law." In a series of decisions, the Supreme 
Court has held· that inadequate rates are in violation of these 
constitutional gu~ranties on property. This view, although aI-

10n eatly,.legjslative ~te making. see S. 1. Buck. Tile Grangn' Mo"",nII. 
~ T. Hadley in his Principles of Rrtilror1ll Trl1tup0rt4tio1J holds the view that 
legislative rate making checked railroad construction in the [870~S. Low rates 
undoubtedly had some e.fIcct. but the: chief cause of the decline in railroad. coo.. 
struction at this time was the completiQll of the major roads. The depression 
of 1873 was also an. important facto!' in limiting taiIroad constrUction in this 
decade. 

-The Fifth Amendment places similar restrictions on the rate making powers 
of Congrus, the Interstate Commerce Commissi014 and thC' Distria: of Columbia 
Public Utilities Commission. 
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ready established, was well stated by Justice Brewer in the Texas 
Railroad rate case in l~. "It is within the scope of judicial 
power, and a part of judicial duty," he said, "to restrain anything 
which, in the form of regulation of rates, operates to deny to 
the owners of property invested in the business of transportation 
that equal protection which is the constitutional right of all 
owners of other property.'" In this and in other cases, the fed
eral courts went beyond a statement that rates may be inadequate. 
They developed the principle that' except in special instances 
rates would be inadequate that failed to yield a fair return on the 
property devoted to the service of the public. 

2. THE UNSEtTLED QUESTIONS OP RATE MAKING 

Rate making under the Supreme Court's rule required the 
establishing of a fa\r value of the property used in providing 
utility services, and of a tall' rate of return to be applied to this 
£air value. The determination of fair value and of fair rate of 
return was left to the consideration of the rate making authority, 
subject to the review of the court9,To avoid protracted and ex
pensive litigation, and the danger that rate schedules would be 
set aside as confiscatory, it was necessary that the rate making I 
power be delegated to a quasi-judicial administrative body, such 
as public utilities commissions. As the nat.!!'e and sign_mcanee 
of this rate making rule beeame apparent, such commissions weri 
formed in all states. 

It was thought that after commissions acc~ulated some 
experience, administrative rate making under the rule developed 
by the Supreme Court would be free from the antagonism and 
the litigation that characterized legislative rate making. Ynfortu-

./ nately, this expectation was not fulfilled.-lt should he noted, 
however, that unfavorable economie conditions cantributed to 
the difficulties that coinmissians experienced in applying the rate 

..",aking rule. The instability of prices and interest rates, the 
alternate periods of inflation and deflatian since 1915, were im
portant factors in preventing effective regulation of utility rates . 

• RNgtm .,. rarm"T 1.4tl1f 6- Tnut Co., 154 U. S. 399. See also, St. Louit 6' 
Saa ~ RtziIIllIf'J Co. IV. Gill~ 156 U. S. 649, and Conngto" & LuiGgtOft 
T"",pik- R0tJ4 Co .•• S .... ltmI, .64 U. s. 518. 
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Nevertheless, in large part the failure of administrative rate mak· 
ing may be ascribed to tile inadequacy of the rate making rule; 
and it is extremely doubtful whether further progress can be 
made in solving the rate making problem UllPI this rule is 
mocillied. 

The fundamental objection to the rate making rule i. that 
the procedure it requires is unnecessarily complex, expensive, and 

I time consuming: In 1929, after twenty-two yeatS of commjssiQD 
regulation in New York, the chairman of the Public Service 
Commission of that state testified that "the commission has not 
the facilities to do the work that it is supposed to do with the 
efficiency that should characterize that wcrk. n. : -The primary 
cause of the ineffectiveness of utility regulation is thalf c0m

missions are largely occupied with the difficult task of deter· 
mining fair value and fair rate of return for many utility com· 
panies under the unsatisfactory rate .making rule developed by 
the courts. There is not a state commission in the country that 
is adequately provided with the facilities and the funds necessary 
for effective rate making under the established rule. 

Even under fairly normal conditions, with a moderate degree 
of stability in prices and in interest rates, the regulation of utility 
rates under the rate making rule is 11 difficult task. With the 
rapid fluctuations of prices and interest rates in the war and 
postwar period, and again in the recent great depression, it 
was impossible to regulate rates in accordance with the rate mak
ing rule, a fact that the courts were ready to recognize at the 
time. It was inevitable, under the circumstances, that commis
sions should devise new methods of rate making that came into 
use in many states. On the whole, these new methods of deter
mining fair value and fair rate of return served a useful pur
pose, for they facilitated rate making in these abnOfi!!!U periods, 
they showed the need for mocillication of the present rate mak
ing rule, and they indicated u{e ~rurc of the ~ required. 

• Tostimony of Mr. W"dliam A. Pt.ndergut. thea c:h>irman of m. Public Serv· 
ice Commission of New York. TA~ I«porI a4 Huritlp o/llle Comm;sno. 0111 

Rtl'iJiQIJ of 1M PubM S~ CDmmilsilnu LAw# (Hnlrinp. 1, 31)~ The wort. 
of thU kgisl.!ive ccmmissioa in New York i& coasid=d in detail in Chap. X. 
below. 
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Z is unfortunate that with the return of fairly normal condi· 
fions, the courts have held that these new rate making methods 
• 0 not provide the protection to utility property that the Con· '. . tUtIon guarantees. 

. The rate making problem in this country is to devise a method 
determining utility rates that will permit effective regula. 

on, not only during periods of stable prices and interest rates, 
t also during those ahnormal periods when the need for £re-

uent revision of utility rates is greatest. A new method of rate 
aking, to he effective, must he based on the experience that 

ommissions have accumulated in regulation under the present 
. rate making ~ulc:) It is the purpose of this study to show how the 
rate making rule and its procedure were developed, to cOnsider 
the difficulties that were encountered under this rule, particularly 
during periods of rapid Huctuation in prices, to discuss the new 
methods of rate making that commissiollS used in these abnormal 
periods, and to offer a reasonable solution £or the rate making 
problem. Unless the rate making problem is solved, and present 
methods of determining fair value and fair rate of return are 
modified to permit effective regulation of ritility rates, the policy 
of private operation of public utilities under public supervision 
may have to he replaced by a more direct policy that will assure 
an adequate supply of utility services- at fair rates. 



CHAPT1!Il n 

THE RATE MAKING RULE 
• 

I. A STA'I'l!MI!NT OF THE RULE 

THE PlIINCIPLII that utility rates must be s~ient to provide It 
fair rate of retur~ on the fair val~()~th~ prop~uscdJ1u1~ 
du~ing tll~~t!1it)'~iceswas devdoped sIoWIf by the Supremd 
Court in the 1880'. and 1890'S. It was not until the case of Smyt~ , . 
II. Ames, 1898, that the court made a complete statement of thl! 
rate making rul5.' The court said (1~ U. S. 546):' 

The basis of an calculations as to the reasonableness of rates to be 
charged by a corporation maintaining a highway under legislative 
sanction must be the fair value of the property being used by it for 
the convenience of the public. And in order to a=rtain that valuq 
the original cost of construction, the amount expended in permanenC 
improvements, the amount add market value of it. bond. and stock, 
the present as compa.,d with the original cost of construction, the 
probable earning capacity of the property under particular rates pre
scribed by statute, and the sum required to meet operating expen .... 
are all matters for con.iderat\'?~ and are to be xq;arded in estimat" 
ing the value of the property.' What J.h ..... company i. entided to ask 
is a fair return upon the value ofllllif wruCli: it employs for the publ;" 
convenience. On the other hand, what the public is entitled to d.., 
mand is that ... more be exacted from it for the use of a public high, 
way than the services rendered by it are !:""5"nably worth.. 

This is the rate making rule, modified and enlarged by sub
sequent interpretations, that commissions andtegislatures are re
quired to use in regulating rates. 

In some states, supplementary legislation was enacted direct
ing commissions charged with the regulation of rates to follow 
the rate making rule. Thus, in North Carolina the law provided 
that . 

. in fixing any maximum rate or chatge, or tariff of rates or ~ 
for any common carrier, person or corporatio~ subject to the pro~i
sions of this chapter the Commission shall take into C<!!Isideration if, 

[81 
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proved, or may require proof of, the value of the property of such 
carrier, person or corporation used for the public in consideration of 
such ra~ or charge or the fair value of the service rendered in de
lamining the value of the property so being used for the convenience 

. of the public. It shall forthermore consider the original cost of the 
construction thereof and the amount expended in permanent im
provements thereon and the present compared with the original 
~st of construction of all its property within the sta~; the probable 
'earning capacity of such property under the particular ra~ proposed 
and the sum required to meet the operating expenses of such carrier, 
person or corporation and all other facts that will enable them to de
termine what are reasonable and just rates, charges and tariffs.' 

It should be rioted that whether or not state legislation specifies 
that the rate making rule must be followed in the regulation of 
rates, commissions are bound to comply with the rule under the 
Supreme Court's interpretation of the Constitution. 

The rate making rule, it will be recalled, left unsettled many 
important questions. There was no statement of the manner 

. in which the property actually used or useful in providing the 
services should be determined. Although "vatious factors affect
ing the fair value of the property were enumer~, the court 
did not prescrib~ the relative weight to be ~be<Lto.!!!ese fae

;ors in determining fair value. And nothing was said 'iIrthe 
rate making ru~.the manner_in which the faj<:.rate of return 
eould be determined, or the taetors that must be eonsidered.· ,It 
was probably the intention of the Supreme Cenct to permit 
legislatures and eommissions to develop a procedure £or rate 
making, subject to the review of the courts on the constitutional 
questions of duej>rocess and reasonableness of return. 

2. THE FAIR RATE MAltING VALUI! 

In their rate making work, eommissions have developed. a 
procedure that is generally regarded as meeting the requirement 
that rates must be determiried by due process of law_ Rate sched.: 
ules were changed only after a new'Valuation of the property 
used in producing the utility services. This valuation was made 

'Comolidaled statu .... North Carolina, Chap. '1, P. 1068. 
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THE RATE MAKING RULE -
I. A STATEMENT OF THE Ruu; 

THI! PlIINCIPIJ! that utility rates'must be su/licient to provide a 
fair rate of returll,on tbe ~ val~ O!~e pr~usedJ!:u!~o
ducing}h,,-utjli~-! was devdopedSlowry by the Supreme 

\ Court in tbe 1880's and 1890's. It was not until the case of Smyth 
II. Ames, 1898, that tbe coun made a complete statement of the 
rate making ruIe;: The coun said (169 U. s. 546): 

The basis of all calculations as to the reasonableness of rates to be 
charged by a c:orpor.ation maintaining a highway under legislative 
sanction must be the fair value of the property being used by it fur 
the ccnvenience of the public. And in order to ascertain that value, 
the original cost of construction, the amount expended in permanent 
improvements, the amount a4d market value of its honds and stock, 
the present as comp..,l with the original cost of construction, the 
probable earning capacity of the property under particular rates pre
scribed by statute, and the sum required to meet operating expenses, 
"'" all maltt!rS for consideratV?n, aod are to be ~ in estimat
ing the value of the property)~company is entitled to ask 
is a fair return upon the value of w it employs for the public 
convenience. On the other hand, wbat the public is entitled to de
mand is that ... more be exacted from it for the use of a publie high
way than the services rendered by it are ~nably worth. 

This is tbe rate making rule, modified and enlarged by sub
sequent interpretations, that Commissions andfegislatures are re
quired to use in regulating rates. 

In some states, supplementary legislation was enacted direct
ing commissions charged with the regulation of ratcs to follow 
the rate making rule. Thus, in North Carolina tbe law provided 
that ' 

in fixing any maximum rate or charge, or tariff of rates or charges 
fur any common carrier, person or corporati~ subject to the pran
sions of this chapter the Commission shall take into coosideration if 

[8] 
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proved, or may ~uirc proof 0£, the value of the property of such 
carrier, person or corporation used £or the public in consideration of 
such rat<: or charge or the fair value of the service rendered in de
termining the value of the property so being used for the convenience 

,of the public- It sbaIl furthermore consider the original cost of the 
construction thereof and the amount expended in permanent im
provements thereon and the present compared with the original 
'cost of construetion of all its property within the stat<:; the probable 
'earning capacity of such property under the particular rates proposed 
and the sum required to meet the operating expenses of such carrier, 
person or corporation and all other facts that will enable them to de
termine what are reasonable and just rates, charges and tariffs.' 

It should be rioted that wbether or not state legislation specifies 
that the rate making rule must be followed in the regulation of 
rates, commissions are bound to comply with the rule under the 
Supreme Court's interpretation of the Constitution. 

The rate making rule, it will be recalled, left unsettled many 
important questions. There was 111> statement of the manner 
in which the property actually used or useful in providing the 
services should be determined. Although "various factors affect
ing tbe fair value of the property were enumerated, the court 
did not prescribe the relative weight to be attach~ese fac

Jon in determining fair value. And nothing was said 'i!r1he 
rate making rule of the manner in whish We faiMate of return 
could be determined, or thetactor. that must be considered.,It 
was probably the intention of the Supreme Ceurt to permit 
legislatures and commissions to develop a procedure £or rate 
making, subject to the review of the courts on the constitutional 
questions of due,J>rocess and reasonableness of return. 

:z. THE FAlIl RATE MAKING VALUlI 

, In their rate making work, commissions bave developed, a 
procedure that is generally regarded as meeting the requirement 
that rates must be determined by due process of law. Rate sched
ules were changed only after a new- Valuation of the property 
used in producing the utility services. This valuation was made 

'CoDJoIidmd S_ .... North Carolina. Chap. al. p. 1068. 
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by taking an inventory of the company's property, to which 
was applied fair unit prices, and from which was deducted 0b
servable depreciation. The inventory was a detailed record of 
all property of the com~ny used and useful in providing the 
utility serviceS!', land, physical equipment, ovedlead costs of ac· 
quiring or constructing this equipment, and intangible property! 

Land and physical equipment currently used in providing 
the utility services were included in the inventory without ques
tion6-for property no longer in regular use but still useful in 
emergencies, and property acquired in anticipation of future 
needs, a test of reasonable usefulness was applied.! Such equip
ment could be included only at its value for itS'limited uses. 

:'From the value of this physical,equipmen(,',tbe courts have held, 
'--must be deducted the observable depredatioo;8 

The greatest difficulties arose on the inclusion of overhead 
and intangible items in the rate base. The courts decided that 
utility property involved more than the material and labor em
bodied in its construction.' In undertaking a u!ilit).<-Duslness, 
'~~s_must be incUrred for organization, for legal work, for 
engineering _ and sup-erintendence. and tor similar services not 
apparcntfrom an examination of the physical property.eThese 
overheaa costs, the courts have hdd, must be included in the rate 
base.-- . 

- Three items of intangible property were in dispute: going 
concern value, good will, and the franchise) The courts have 
held that the business as a going concern is an additional prop
erty 'l\i'lue to be included in the rate base; but that no special 

• A ..ru.tion committee repott<d to the Atoeric:an Society of c(vil Engineers 
that an inventory for rue making purposes .should include the following items: 

A. T""gibles: (.) land and buildings. (b) plant; 
B. lnddmtalt during <01Uh'Udion: (0) adminiotrati<m, (b) engineering and 

...,..,pcrintcndence, (0) legal .. pen..., (d) brokerage. (0) promc<ion Ices, (I) in· 
..... dEe. (g) "xes, (hl bond dis<oUn~ (i) contingencies; 

c. r_KfMu: <al good will, (b).iran<hise val ... (0) going _n value, 
(d) working capital. 
'In fact. many of these items arc not included iD. the rate making value . 

• On depreciation, see Cily of KnouiJ1~ p. Knox,,;ut> W-.w Co .. 212 U. s. 
I. OblClVlble depreciation must be distinguished from asccnainccI deprcciatinn 
aa shown by reconI.. The distinctinn is important, for rcsenca generally cacecd 
ohocrvablc deptc<iatioa. 
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value £or rate making could be attached to good will or to the 
own.ership of a franchise.' However, expenditures incurred in 
securing a franchise must be included among overhead items 
as part of the cost of organizatioii) Although there has been 
criticism of the inclusion of some items in the rate base, the at
titude of commissions has generally been that the question of 
what constitutes property used in the public service is, on the 
whole, satisfactorily decided. 

The difficult question in determining fair rate making value 
was the choice of a method for valuing the inventory. The rate 
making rule prescribed the several factors regarded by the court 
as affecting fair value, and provided that they were "to be given 
such weight as may be just and right in each case." The classifica
tion of property in the inventory was a convenient basi. from 
which to approach the determination of fair value. It was 
easier to reach a conclusion as to the value of a part than the 
whole of a utility company's property. Further, when a valua
tion was contested, it was the practice of the courts to req~ 
proof of the omission or under valuation of specific units of· 
property. The findings of the courts on the methods of valuing 
specific types of property were more effective in determining the 
valuation method of commissions than the dicta stating the 
views of the courts on the theories of valuation . 

. "In the valuation of land, it was decided by the courts that 
the basis for determining its rate malting value must ordinarily 
be the market\price of adjoining land~ In the MinnesOta ratc 
cases, the controlling decision on the vi'luation of land,,·.W .. ~u. 
preme Court held that neither the original cost of the la~d"nor 
the present cost of acquiring it for utility purposes was the proper 
measure of its value for rate making (2.30 U. S. 352). :1n the 
valuation of overhead and intangible items, two methods were 
widely used: the cost actually incurred and a percentage of the 
value of the physical property. .Both methods were approved 
by courts and were used by commissions. In the valuation of 
physical property other than land, no satisfactory method of 

.. On good will and going concero value, .ICC Cdfit' I/JIpidl Gas Co. fl. Cea. 
R.f1UIl~ 223 U. S. 655. and D~I Moinel GM Co .• ~ Del Moine,* 238 U. S. 153. 
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valuation was developed. It is in the valuation of this type 
of property, constituting the greater part of the rate base, that 
the greatest difficulties have been encountered under the rate 
makin ruI ' • g e. .. 

To find the fair value of the plant and eqrupment for rate 
making, faIr unit values determined in accordance with the pro
visions of the rate making rule are applied to the inventory of 
physical property. ~The factors to be considered in determining 
fair unit values are prescribed in Smyth fl. Ames: (1) the orig
inal cost of construction, (,.) the cost of· permanent improve
ments, (3) the par value and the market value of the stocks and 
bonds of the utility company, (4) the present Co<t of construct
ing the property,," The first and second faetors refer to the ac
tual investment hi the property. The third factor, the par value 
and market value of the securities, cannot be used in determining 
unit values, although these values may be useful, in checking 
the results as shown by the final total value. The fourth factor 
refers to the cost of reproducing the identical property under 
original conditions but at present prices. 
LJ'he rate making rule thus prescribes only two basic factors 
to be considered in determining fair value: th~ost, 
and the r~uction cost. The Supreme Court said nothing 
regarding WeIght to be given to each of these factors beyond 
a general caution that £ai!... and j'!!!. weight Ite given in each 
case. In practice, commissions found that the best way to make 
certain that a valuation would be acceptable to the courts was to 
compromise by taking a sum somewhere between· the original 
co<t and the present reproduction cost as the fair rate making 
valu~e avoidance of litigation with its distractive effect on 
administrative duties was SO important to commissiobS that any 
reasonable compromise seemed justified. (The absence of a 
definite formula for combining the factors aifectlng fair value 
also made it difficult for the lower courts to determine with cer-

,Jdinty whether the requirements of the rate making rule bad 
been mea Where rates' were too low to yield a faIr ~eturn 
under either me$h9d of valuation, the denial of constitutional 
rights was obvioUs. But the issue was seldom so clear, partic-
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ularly after the development of the present complex rate mak-
ing procedure. / 

3-THBFAm.RATIIOF~ 
_ In determining the rate schedule for a utility company, the 
fair rate of return is as important a factor as the fair value, for 
the just compensation that. the rate schedule must provide is 
the product of the £air value and the fair rate of ret'urn. Never
theless, the differences between the utility companies and the 
commissions have been largely concerned with the question of 
valuation. There are probably three important reasons for this:. 
first, the greater complexity of the process of determining £air 
value as compared with the determining of £air rate of return; 
second, the greater variabili~ of the price level as compared with 
interest rates; tliird;-tIle.c oser relationship of depreciation aI-

• Iowanc. to fair value than to fair rate Of return) It is not to be 
assumed from this, of course, that no difliculties bave been en
countered in determining the fair rate of return. on utility prop
erty. On the contrary, the question bas been very diflicult, par
ticularly during the recent depression . 
• ~e underlying principle of the fair rate of return-that it 

must be sufficient, when applied to the fair value, to induce a 
!"'!ltinued and adequate su ply of capital to enter the utility in
dustries-was state in e ear y rate cases. ven before the 
rate making rule bad been formulated in,I , the federal courts, . 
including the Supreme Court, bad recogiiized that a fair rate 
of return was associated with the need for additional C3J1ital in 
the expanding utility industries. @..9W this fair rate of rerum' 
could be determined precisely, the courts did nol: indicate, the 
question being left to the determination of the rate making au-

l~
orities. But this the courts did decide: that the fair rate of 

eturn varied frpm place to plac~ from time to tim,;. and in dif
ferent utility industries. J.1ltimatdy the determination of a 
fair rate ot returl? was a '6;.ttq of iud~t, and therefore not 
capable of precise formulation. a ') 

• See particularly, Rragrm fl. FIlt'flU:P'J' Lotm " Tnut ~(J~ 154 ·u. s. 362, and. 
Willcox II, CfJflloliJlItd Gu Co., 212 U. S. 19. 
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'_ The variouJ factors affecting the fair rate of return were 
slowly recognized by the commissions and the courts. It was 
noted that the priocipaI factor was the j Qrerest rate as shown 
by the yield on equivalent iovestments. The ioterest rate, 
however, could not be regarded as the sole fador affectiog the 
fair rate of return, particularly as utility companies differed io 
many impoatant respects. If the net return was to be com
pensatory under varyiog conditions of risk an . pcy, these, 
dilferences had to be taken ioto consideration , The policy of the 
Idaho Commission on this question was tYP'cal "The rate of 
return io each case," it said, "shall be determioed after due con
sideration of the hazard and risk connected with tbe opera
tion of the utility, the elliciency in operation and eco~my io 
management, giviog to the Utility showiog the highest efficiency 
in operation and the greatest economy io management, and fur
nishing service to the consumer at the lowest possible cost, the 

I highest rate of return."[ In considerillg the fairness of the rate 
.of return, courts and commissions took into account the inter
est rate, the risk. and the efficienQ' and economy of management: 
@e greater part of the fair return that was allowed to utility 

companies was regarded as ioterest on the capital inves!JOent."" 
It was logical, therefore, that the factor given greatest consideta:" 
tion in determining the fair rate of return was the current yidd
on sound iovestments. Differences and changes in the ioterest' 
rate were regarded as requiring dilferences and changes io the 
fair rate of return. 'Thus, the ioterest rate, and therefore the 
fair rate of return, was lower in the ,East than in the South and 
West. The rising interest rates of the first two decades of this 
century were regarded as requiriog corresponding increases in 

, the fair rate of return.:: It should be nbted that the weight at
tached to the interest'rate as a factor affecting the fair rate of 
return differed io various states: I In general, the ioterest rate 
was given greater weight io!the East, where it constituted about 

• T..,«w •• No,d""" ugA, & W.,.,. Co., Public Utility I!qJorts (hereaft<r 
cited as P. U. It) 1916 A, 312. Compare the rix factors considered. by the MiJ.. 
sou.ri Commis.sion: the amount of investment. the .tabimy of in'VestmeDt. sue-
ccaaful operation, competition, risk, latctclt on borrowed money. Re KmuM City 
Electric utA. Co •• P. U. R. <911 C, 1.8. -
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three-fourths of the fair rate of return, than in me West, where 
it constituted about three-fifths of the fair rate of return. _ 

I ~The risk factor was given exceptionally great weigbJ in the 
Mountain States. Risks were regarded as of three main types: 
those associated with the utility, with the community, and with 
competitl"@.The fair rate of return was held to be lower for such 
utilities as Water works and telephone companies .nan for such 
unusually hazardous enterprises as natural gas, bridges, and 
ferries. The risks associated with communities were subject to 
great variation. In mining communities a relatively high rate 
of return was not regarded as excessive, largely because of the 
great, risk of chifting population. On the other hand, in cities 
such as New York and Chicago, where the demand for utility 
services was not subject to great or sudden variation, a relatively 
low rate of return was regarded as fair. The risks associated with 
actual or potential competition were not great for most utility 
companies; but where such risks did prevail a higher. rate of 
r~n was generally allowed.' 

\ 

LThe third major factor given consideration in determining 
fair rate of return was the efficiency and economy of manage
mcn.Q Where the utility's management was unusually dlicient 
and economical, a higher rate of return was always allowed. On 

. the other hand, where the management was inefficient and waste-
ful, a rate of return that would otherwise be regarded as con
fiscatory was often held to be fair. Various tests were applied to 
determine the relative efficiency and economy of the management 
of utility companies. The mnst common test was a comparison 
of the prevailing rate schedule with the rate schedules of other 
.companies providing the same service under similar conditioiiid 
The Nevada Commission, for example, allowed a return of more 
than 10 per cent to a water company whose rates were unusually 
low, and allowed a return of only 3 per cent to another water 
company whose rates were unul.ally high. ;rhe practice of 
comparing utility rate9-that is, the use of a yardstick-to de-

.. On the relation of risks of various types- to the fair rate of return. see Gllta 
11. Bn"igqon Toll Brii~ Co. (Wisc.)~ P. U. R. 1915 E. 602; Public Sen!it:e Com~ 
misn01J fl. Nnctl ... Ctzli/ONIu, POwn' Co. (Nev.},_P. U. It. JglsE, 591; ~ MOUIJ
... S'<II# Tel.,,,,,~ & Tel.graph CD. (CoL). P. u. R. 1911 B. '98. 
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termine the efficiency and the economy of the management of 
a public utility enterprise has long been common, and the courts 
have sustained the legality of giving weight to this factor in de
termining the £air rate of return.8 

. .JConsideration has occasionally been given te factors other 
than: those discussed above in determining fair rate of return. 
Thus, tf>ast earnings or losses have been permitted to affect the 
£air ra~f return by some comntissions, although the view of 
the courts has generally been that under ordinary conditions, the 
record of past earnings does not enter into the determination 
of the fair rate of retur.t\ Again, where the difficulty of raising 
new capital has heen fo'und to be unusually great, some com
missions have permitted a relatively high nte of return to he 
earned, partly as an inducement to new invesnnent, partly as 
a means of providing for expansion out of surplus. In general, 
however, the factors given greatest, if not exclusive, considera
tion in determining the £air rate of return have been the pre
vailing interest rate, the risks, and the ef/iciency of the enterprise. 

4. THE SUPREME COUBr ON V ALOE AND RETURN 

\!ublic utilities commissions developed their procedure and 
, methods for determining £air value and fair rate of return from 
the rate making rule laid down in Smyth II. Ames. From time to , 
time the Supreme Court has attempted to clarify the rate mak
ing rule. In fact, however, the decisions of the court have not 
heen sufficiently definite to permit the development of a uniform 
rule for determining fair value and the fair rate of return. The 
inconclusiveness of the court's decisions on the major questiOQ> 
of valuation and return was a necessary consequence of the com
plexity of the rate making rule.) The issues before the court 
were seldom clearly defined, and they were frequently compli
cated by a diversity of modifying circumstances that did not per
mit the application of a uni&>rm rule. ~lthough the decisions 

-For Nevad~ see Re Frm Sean .. NwU{I Ugh, Nellis Water ~ Pow.,. CO~Z 
P. U. R.. 1915 F, SI2, and PRblic &rr1ict! Commissiott .~ CIVt(;D WtIIn' Co~ 
P. u. R. '9.6 D. 678. See abo, Mil_k .. •• Mil-k .. au Ut'" Co. (Wise.). 
P. u. R. '92. F. 833; MIlltOOlJ v. Colu Cormty Tekphone & Tele_" Co. (ID.). 
P. u. R. '9'~ C. 660; 111 E"", lkveIopmml Co. (Calif.). P. U. R. 19.6 A, 1;340 



C of the Supreme Court did not establish a valuation formula. 
there was steadily increasing emphasis in its opinions on the im
portance of reproduction cost Jess depreciation as an acceptable 
measure of rate making valu~ An analysis of the decisions and 
the opinions of the Supreme Court on valuation from IlI98 to 
1915 will clarify this distinction. 

The cases before the court in this period did not involve the 
critical valuation question: whether under ordinary circumstances 
a rate schedule offering a fair rate of return on investment or on 
reproduction cost, either alone being taken as the measure of 
fair value, was a denial of the constitutional right of protection 
to the owners of utility propcrty.rfn Smyth fl. Amel, the Su
preme Court decided that rates th~d not yidd a fair return 
on either reproduction cost or actual cost were confiscatory]( 1li9 
U. S. 466). In the San Diego cases, 1899 and 1903> the court hdd 
that rates that did not yidd a fair return on actu~ost were not 
necessarily confiscatory as the investment may have been made 
under unusual conditions (174 U. S. 739; 189 U. S. 2OI). In the 
first Consolidated Gas case, 1909. the court approved a valua
tion that w~ in exceSS of actual cost, so that y,.e sufficiency of 
rates based on investment was not in question (:U2 U. S. 19). 
In the second San Joaquin case, 1914. the court rejected actual 

• cost as the measure of the rate base, but it emphasized the ex
ceptional circumstances in thecase (233 U. S.454). In the Des 
MoineS case, 1915. the court hdd that reproduction cost under 
prevailing conditions was not a satisfactory measure of rate mak
ing value, but it did not pass on reproduction cost under original 
conditions (238 U. S. I53). The conclusion from this survey is • 
dearly that the decisions of the Supreme Court from Il198 to 
1915 did not establish the predominance of one factor rather 
than another in the determination of fair value for rate making. 

In contrast to these decisions, the dicta. of the Supreme Court 
have tended constantly toward greater emphasis on reproduc
tion cost of the property under original construction conditions. 
In the first San Diego ease. 1899, Justice Harlan said: ·What the 

• ThU .... dency was noted by _ writers. See the anicles by 1. Eo Alliaoa 
and by H. V. Hay .. , Q_,,,l, 'ormflll of Ecoeomi<.r. XXVII. 29 and 6,6. 
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company i. entided to demand. in order that it may have just 
compensation, is a fair return upon dIe reasonable value of dIe 
property at dIe time it is being used for dIe public" (154 U. S. 
757). The inclusion of dIe final qualifying phrases is a signifi
cant modification of dIe original statement of the rate making 
rule. In dIe second San Diego case, 19030 Justice Holmes cited 
this statement, and added: "That is decided, and is decided as 

• against dIe contention dIat you are to take dIe actual cost of dIe 
plant, ~ual depreciation, etc., and to allow a £air profit on 
that tootmg over ~e above expenses" (189 U. S. 442). These 
views were cited in:many subsequent valuation cases that came 
before dIe Supreme Court as audIoritative precedents for dIe 
use of reproduction cost as dIe measure of rate making value. 

By dIe time of dIe IiIst Consolidated Gas case, 1909, and dIe 
Minnesota rate cases, 1913. dIe dominance of reproducuon cost 
in dIe expressions of dIe court on valuation was apparent, and it 

- was strengdtened by dIe opinions in dIese cases. In dIe Con-
solidated Gas case, Justice Peckbam said: "The value of dIe 
property is to bl'determined as of dIe time when dIe inquiry 
is made regarding dIe rates. H dIe property. which legally en
ters into the consideration of dIe question of rates, has increased 
in· value since it was acquired, dIe company is entided to dIe 
benefit of such increase" (212 U. s. 52). Under exceptional cir-' 
cum stances, dIe court recognized, a value so determined might 
nnt be fair. In dIe Minnesota rate cases, Justice Hughes stated 
what had by dIen clearly become dIe definite attitude of dIe 
court on valuation (230 U. S.454): 

It is clear that in ascertaining the present value we are not limited 
to the consideration of the amount of the actual investment. If that 
has been reckless or improvident, losses may be sustained which the 
community does not underwrite. As the company may not be pro
tected in its actual investment, if the value of the property be plainly 
Ie .. , so the making of a just return for the use of the property in
volves the recognition of its £air value if it be more than its cost. 

The property is held in private ownership ,and it is that property, 
and not the original cost of it, of ",hich the owner may not be de
prived without due process of law. 
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,':"In the period before the war, public utilities commissions had 
little difficulty in determining a fair rate of return acceptable to 
the courts. In the early rate making cases, those before the rate 
making rule of 18<}8, the Supreme Court seemed to draw a di,.. 
tinction between a just return and a return that was insufficient 
but nevertheless not confiscatory. B~' 18<}8, when the rate mak
ing question was frequently before the court, this view was 
abandoned. Thereafter, the Supreme Court was inclined to' re-. 
gard the fair rate of return as a compensatory return, the deter
mination of which must be a matter of judgment, subject to the 
approval of the court.1 ''There is no particular rate of compensa
tian," the court said in the first Consolidated Gas case, "which 
must in aU cases and in aU parts of the country be regarded as 
sufficient for capital invested in business enterprises. Such 
compensation must depend greatly upon circumstances and l~ 
cality" (212 U. S. <j8). In general, the Supreme Court was di,.. 
posed to hold that a rate of return commonly regarded as rea
sonable could not be in violation of the constitutional guaranties 
on property, except in most unusual casesIla the years before 
the war, a return ot.6 19' cent was generally held by the court 
to be sufficiently com1!E"nsatory to meet the requirements of the 
rate making rule.j 

• JD In the foUowiDg cases the Supreme Court approved a retUrn of 6 per cent: 
StmJisl4lU COlini)' II. Stm Joal/um & King, Ritlf!r Cmurl & lniption C(1 .• 192 U. s., 
201; Wil1t;ox fl. C01Jsoli411kD GIIS Ca~ 212 U. S. 19; Cdiii' Rapids Gat Co .•. 
Cn.,. RRfJUls. 223 U. S. 655; Da Moitf~s &IS Co.. P. D~.t MOJ'"es# 238 U. S. 153. 
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I. FLUClUATlONS INJ'IUCI!S AND INTI!RI!ST RATES 

THE UNCERTAINTY surrounding the interpretation of fair value 
and fair rate of return led to the hope that in time a uniform rule 
would be developed to eliminate the distractive '!1ld expensive 
litigation in rate making. The failure to develop a uniform rule 
has led to general condemnatiori of the rate making principle 
stated by the Supreme Court in Smyth tf. Am~s.' Although 
much of this criticism has unquestionably been justified. some of 
it has been extravagant. It is obvious that in 1898. when the rate 
making rule was laid down, the Supreme Court could not have 
foreseen the later ramifications of the question, and could not 
have formulated uniform methods of determining- fair value 
and fair rate of return. The difficulties at that time were in
superable. Utility accounting was unregulated, and satisfactory 
records of cost and investment were not available. VaIuation 
was of necessity a matter nf judgment. Nor could a uniform 
method of determining fair rate of return be established for all. 
utilities. Some were pioneers in new and speculative industries; 
others came into fields already well deVeloped in which risks 
were at a minimum. Many utilities, particularly railroads, were 
established prior to the policy of regulation; and no utility en
prise was undertaken in contemplation of any particular method 
of determining fair return. 
~ _. Even today the economic aspects of rate making are so com
plex that a uniform ~ on valuatinn and return must be de
veloped with great ca A :uniform rul"would bave to be ap
plied to such diverse' m u~es as railroads, street railways, gas, 
eleetricity, telephone and telegraphs, water supply, and the nu-

l Sec, fa< ...... ple. the articl .. by Dean Godduqidi,.,. Ltrw R";<III. xxn. 
65 .. ".,., the article by Judge Hand, Mkli,.,. Law RnWw. XXIV. 466, and the 
diuenting opiaioa. of Jwtice Brandeis in SOg'h'bUIft &11 Tekplwn, Co. fl. 

PuMk $mike Commiuion of Miuorm. 26. 11. , •• ,0. 

[:ao ] 
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merous minor utility industries. 'These industries are confronted 
with different economic probIcms:] For some, the future will 
bring a need for tremendous expansion, for others there is the 
prospect of gradual decline:::The demand £or the services of 
some utilities is elastic, £or others inelastic. Some utility ~ices 
enter into further production, oth~ do not. These are obv""," 
differences,: The wisdom of indiscriminately applying to such 
diverse utilities a uniform rule on valuation and return, developed 
and applied after the companies have been operating £or some 
time, may be-doubted • 

..-.·.~Although the legal and economic difficulties have been g 
great obstacle to the development of a uniform rule(!he prin I 
cipal obstacle has unquestl.· onably been the great . fluctuations . 
prices and interest rat~: With a stable price level, the tw 
fundamental methods of valuation-pwdentjnvestment and Fe

producti0'L cost-tend to be the same. There is then no great 
financial advantage to consumers or producers of utility services 
in either method of valuation, and there would probably be no 
objection to the gradual development of a uniform method of 
valuatinn. ~imilarly, with stable interest rates, the fair rate of 
return would be subject to little variation., With rising and 
falling prices and interest rates, however, fair value and fair 
,rate of return show such large and important movements that 
companies and consumers have a great interest in establishing 
their views on rate making. The litigation in rate making cases 
has varied with the size of the financial stak~at is, with the 
rnagnifUde of fluctuations in prices and interest rates. The tre-. 

mendous rise in prices and interest rates from i915 to 15)20 in
tensified the eagerness of utility companies and consumers to 

. have their methods of rate making adopted. With the rapid 
decline in prices and interest rates from 1929 to 1933> the situa
tion has changed somewhat. It may be that the financial inter
ests of utility producers and consumers are now so nearly hal
aneed with different methods of rate making that an acceptable 
uniform rule may be developed,. 
,-,The manner in which a ri:' or faU in the price level affects 1 

producers and consumers of utility services is obvious. With a 



rise in prices, the operating exf>en.ses of utility companies are in
creased, and their net return at given schedules of rates i. de-. 

,creased. The return being insuf!icient, the utilities demand new 
schedules with a higher lev4 of rates. The process of revising 
rate! must involve, under. the due process clause as interpreted 
by, the courts, a new fair v:u11' and a..new fair rate of return. In 
the new valuation consideration must be given to reproduction 
cost, which increases with the rise in prices. A higher rate base 
must therefore be established. Similarly, the rise in prices will 
have been accompanied by higher interest rates, and a higher 
fair rate of return will have to be allowed. On the other hand, 
with a fall in prices, consumers will object to the maintenance 
of prevailing rate schedules, particularly as their incomes will 
have declined. The lower operating expenses, and the decreased 
reproduction cost and rate of return, will require a downward 
revision of utility rates. 

These rate making problems are al,ways before commissions, 
for even moderate movements of the price level are accompanied 
by requests for rate revision. But when the change in prices is 
large and rapid, the necessity of revising rates, fair value, and 
fair rate of return under the complex rate making procedure 
required by law imposes a heavy burden upon .utilities commis
sions. It is just at such times that the need is most Urgent for lJ 
uniform rule for determining fair ~alue and fair rate of return 
by methods not involving great expense. or delay. A considera
tion of the feasibility and desirability of establishing a uniform 
rule requires an understanding of the relative merits of the diJIer
ent methods of determining fair value and fair rate of return. 

2. VALUATION AT Cmuwrr RRPlWDUCTloN CosT 

In thisObrief discussion of the economic aspects of' reproduc
tion cost, prudent investment, and fair rate of return, the c0n

stitutional question will not be considered. It is not the purpose 
of this study to determine whether the Supreme Court's inter
pretation of fair value and of fair return is legally sound. No 
consideration, therefore, is giveJt to the legal theories that the 
taking of utility' property is dOne once for all at -the time the 
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original investment is made----thus Tustifying thl! use of prud"llt 
iavestment; or that the taking of utility property for public use 
is a process continuous with the provision of utility serviCC$
thus justifying the use of reproductitn cost:. Probably either in
terpretation is legally sound, providea it is the intention of the 
legislature and of utility invertors to !egard one or another of 
these views as determinant in its regulation and in their invest' 
ment. me purpose of this study is to determine which of the 
metho3S" of measuring £air value and £air rate of return is 
economically most desirable, and to consider the best means for 
establishing the uniform use of the most desirable rate making I 

. method..7 • 
It is· generally argued by those favoring the use of repro

duction cost as the measure of rate making value, that in a s0-

ciety of free enterprise this method of determining £air value is 
likdy to bring about the most desirable volume of production of 
utility services. Under free C1iterprise, the proportion of the"Pro
ductiVe resources of the community engaged in supplying goods 
and services of various kinds is determined by the community's 
demand for these commodities at prevailing costs of ~. 
In a period of changing demand, it is recogruzed dlat or a time 
the quantities of some goods and services produced may be more 
or less than this economically desirable amount, for wbere pr0-

\. ductive equipment is durable it i. difficult to diminish the 
amount of prod.iction, and 'where productive equipment. has a 
long period of gestation it is dif!icuIt to increase the amount of 
production, in short periods) Nevertheless, the desirable amount 
of pr~uctive effort engaged in 'supplying the various goods and 
services tends to be the amount that will produce the quantity 
of commodities that can be sold at approximatdy prevailing costs 
of production. • 
!:.-H the £air value for rate making is determined on any other 

basis than the current reproduction cost of the utility's prop
erty{the price of utility services to the public must be somewhat 
mo~less than the prevailing cost of producing these services] 
It must then follow that if rab are too low, an undesirably 
large amount of the labor and capital of the community will be 
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engaged in pro~ding utility ·services-and some of the labor and 
capital producing utility services would be more useful edb
nomically if they w~ devoted to other production. On the 
other band, if rates are" t", high, an undesirably small amount 
of the labor and capital ·of I'l\e community will be engaged in 
providing utility service..-and soa,e of the labor and capital 
producing other commodities would be more useful if they were 
devoted to the proiludlon Of.:lltility services.r""Only the use o~ 

l
r-eprodUCtion Gostas the rate bas<; it is argued;-can bring abou 
'the proper division of the productive resources of the communi 
between industries providing utility services and ~ustries pro-
viding other goods and services.'J -

: There can be little doubt of the fundamental soundness of 
Ithi~ view. It is necessary to observe, hewever, that in ilractice 
I the use of reproduction cost as the rate base does not fficceed 
in fixing utility rates at the prevailin~st of producing these 
services. ~ The reason for this is clear, when the method used in 
determining reproduction cost isconsideredCeproduction cost 

lin the economic sense means the current cost of const";;cting 
'utility plants using the equipment and methods of production 
I of ~ representative Erml Thus, if larger units or different types 

of equipment bave become more ecQUomical, it is the cost of 
J;>roducing utility services with larger units of the newer equ~ 
ment that is the economically i!ieal rate for utility services~.· Re-

1
\ production cost, so interpreted, means the cost of constructing 
la representative modern plant capable of providing equivalent . 
services':) In fact, however, the Supreme Court has' held that in 
valuing utility property reproduction cost must be defjned ;IS 

the present cost of constructing the existing plapt under origi
nal conditions. Under the circumstances, reproduction cost is 
very unlikely to be the proper basis ro, rate making, particu
larly iii those utility industries in which rapid technical progress 
bas beeJvnade.~. 

Twa otl1er points, indicating tha,t reproduction cost is not 
the,,ideaJ. rate. base, are V!(ortll, noting .• The reproduction cost 

• Por a more extended comideration of this poiat, tee J. Bauer and N. Gold, 
PulJIie Ulilily Vllitullitm for PNrporri' of _ Coobol, Chap. VI. See abo, Chap. 
X, teeUcm a bcIo1t. .-
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under present valuation procedure' is detcrmin«l by estimates 
that cannot, in fact, be tested in actual construCtion. Strikingly 
large differences are commonly found , reproduction c~ esti
mates~y eaginecring experts. f,¥ commissions and for 
I1fi1itY companies. It shonld al"" "be noted that under prescot 
valuation procedure!§any milnths, ~y years, may elapse 
betweeo the time the valuation is made and the time the new 
rates are put into effect) Consequeatly, 'l;ven at best, the use of 
reproduction cost as the rate base does not reSult fa establishing 
rat~ua1 to the curreat cost of producing utility servi~ but 
rates equal to ~e aj'proximate cost of production at some more 
.'" less recent Jlne m the past;; It is useless to attempt to secure 
through a rate base determined by reproduction cost as defined 
by th'\ courts, .t precise duplication of the forces that regulate 
prices "In competitive industty. 
,'it is sometimes ar~ that reproduction cost is the most 

desirable basis for determining fair return from the point of. 
view of the investor. 'A change in the vaIne of money will mani
fest itself in a Chalig'e in-the current cost of constructing utility 
property. A fair return on a rate base determined by reproduc
tion, cost may be a variable money ~, but in terms of pur
chasing power, it is said,. the return is likely to show a great 
d~~stability. As betweeo a stable return in mOn<;Yor,in 
p~ power, there can be no question that greater justice 
is attained through the latter. Q:t must be emphasized, however, 
that a rate base determined by ~roduction cost does nor give 
a stable .income in purchasing power to each class of utility in
vestor. The larger part of the investmeat in utility coinpanies 
is in the form of fixed income securiti~ds and preferred 
stock. The use of reproduction cost as the rate base would not 
alter the money inoo~ of such investors with changing pricb, 
and would not assure them a stable return in purchasingl><>wer~ 
On the other hand, the use of reproduction cost wou1i tead to 
give the Owners of common stock an extremely large return in 
purchasing power durmg 'pmods o~g poces, 11m! aq ex
tremely sma!!.. ~turn in purchasing power dt1f:ng peri<><!§. of 
falling prices. The use Of tqnoductiun cOf canpot' assure iIi-
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vestors a more stable real income from their investment in utility 
enterprises. 

J(JJJ>atever the supposed advantages of the use of reproduction 
cost in valuation may be from the economic point of view, there 
can be little question that froin the administru've point of view, 
its use necessitates an undesirabl~ complex valuation procedure, 
costly in time and in money. Further, the diJferences inesu
mateS of reproduction 'coSt, even when made by disinterested 
experts, are so large that litig~ouraged. nese ad
minUtrative difiiculties are the fundamental objections to the 
use of reproduction cost as the rate base.) 

3. VALUATION AT PRUDENT INvEsTMENT 

C'fhe great.,dvantages of prudent investment valuation are all 
I related to the ease with which the rato base may be determined 
: by this method of valuation. When qnce the prudent invest

ment iri a utility enterprise is establi$hed, the fair value at any 
given time may he determined from the accounting records: to 
the original cost is added the cost of additions and betterments, 
and from this is dedueted the cost of property retired and the re
serves allowed for depreciatiotg In contrast to the ease of de- . 
termining fair value in this manner are the difficulties ot valua
tion by the reproduction cost method: the preparation of a de
tailed inventory, the determination of fair unit prices, the con
flicting opinions of experts for companies and for consumers, 
and the prospect that differences that cannot be settled must be 
taken to the courts. All of this proced1l!:e is expensive, and pre
vents the prompt and proper adjustmrnt of rates to changing 
conditions of cost. . . 

\~ven from the eConomic point of view there are aq~tages 
.o-great as to justify a preference for prudent investinalt rather 
than reproduction cost valuation:j") If operating expeqses bave 
risen, and with them reprodu~ cost, the determination of 
new rates under the present valuation procedure requires an en
tirdy new valuation. When many utility companies request rate 
revisions, years may elapse before new valuations can be com
pleted. In the meaptime, it is con".,j""ble that actual rates will 
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remain below the level that would be promptly fixed if fair 
value were measured by prudent investment. Similarly, a d ... 
cline in operating expenses, and with it probably in reproduc
tion cost also, cannot result in an immediate revision of rates. 
Thus, with reproduction cost valuation the community does 
not_have the corrrvrndence of rates and costs that is commonly 
assumed. On fact, the use of reproduction cost necesitates con
siderable rigidity of rates because of the time required for valua~, 
tion. Rate making by the prudent investment method would 
bring about a more prompt. although perhaps not so complete, 
adjustment of rates to costs~It may tlleiclOre be argued that 
even from the economic point of view prudent investment is 
the superior basis for valuation. 

Another factor to be considered is that the present rate mak
ing procedure is unusually expensive, largely because of the im
portance of the reproduction cost method of valuation. This 
expense is part of the cost of providing utility services to the 
community. It may be said with justification that in the long 
run the total cost of producing utility services would be less 
with the use of prudent investment valuation than with the 
use of the reproduction cost method. This lowered· cost may 
be more than sufficient to offset whatever remains of the th ... 
oretical advantage there may be in the reproduction cost method 
of valuation. The expense of valuing utilities in this country in 
the period of rapidly changing prices, 1916 to 1936, has been 
in the hundreds of millions of dollars. This is an economy in 
the use of the prudent investment method of valuation that can-
n~ overlooked. . ;....... 

trhere is one other question that must be considered: wJtether 
the use of prudent investment valuation will permit the con- (I 
tinued !!ow of funds necessary for the expansion of .e utility 
industries. As has already been indicated, the great~ of 
the investment in utility enterprises bas been by holders. ~ 
fixed income securitic:s. Fdf such in~~ors prudent investment ' 
would be the more desirable rate base;JA sufficiently large fall in 
the reproduction cost of utility property could imperil the hasis 
for the earnings necessary to meet the contractual obligations 

• 
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to such investorsQ>rudent investment as the rate base would add 
further assurance to the relative certainty of their income. It 
is probable that with prudent investment valuation, the provi
ron of capital for utility undertakings thrOugh bonds and pre
Jterred stock could be made at lower interest aad dividend costs 

than noW:! As for holders of common stock, it is possible that 
their purc1ase of such securities indicates a preference for a 
variable money income with greater stability in the purchasing 
power of that income. In £act, there is little stability in the 
purchasing power of the income of common stockholders in 
utility companies. By necessity they become speculators on the 
prospective movement of prices. A rise in prices means that as 
beneficiaries of a higher rate base they gain in real income as 
well as in money income; and with a fall in prices they lose 
in real income as well as in money income. 

Two important motives for investment in common stock 
may be recognized. First, some purchasers of common stocks 
feel that the larger return is more than compensatory for 
the additional risk. It is probable that the average return on 
common stocks is sufficiendy larger. than the average return on 
honds and preferred stocks to offset the greater risk. Second, 
some purchasers of common stocks are willing and eager to take 
the risks of price and interest movements in the hope of profit
ing from a fortuitous rise in prices and in interest rates. The 
stockholders who invest in common stocks because of the larger 
net return may not all be desirous of assuming the risks of price 
and interest changes. Such stockholders would be benefited by 
a prudent investment rate base. Few investors in utility securi
ties, it seems, would be adversely affected by prudent investment 
valuation. There is reason to believe, therefore, that capital for 
the utility industries could be raised at tess cost, on the whole, 
with prudent investment than with reproduction cost valuation. 

+ CAPITAL CosT AND RATE Oil RBTtn!N 

In .discussions of rate making, less "emphasis has been given 
to the problem of determining £air rate of return than to the 
problem of valuation. In fact, the fai~ rate of return has never 
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hem a matter of major controversy except in periods of rapidly 
changing interest rates. There are two reasons why little con
troversy has developed on the question of the rate of return. 

First~fair rate of return is less variable than is fair value meas
ured by the reproduction cost method./ Thus, in the period since 
1900> the lowest rate of return thaI has generally hem approved 
as fair was 6 per cent. In the periods of rapidly rising interest 
rates, during the war and again in the late 1'PO'S, a rate of roo 
tUIn of 8 or 9 per cent was generally ~ded as the maximum 
necessary £or a compensatory return. me difference between 
these highest and lowest fair rates of return is latge, but it is 
not as large as the highest and lowest construction cost levels in 
the same period. A second reason why the rate of return is a 
less controversial problem in rate making is that its determina
tinn is free ~ mmpler and expensive proeedure. Although 
there are . ences of opininn as to what may he a fair rate 
of return, there is no attempt to prove the fairness of one rate 
rather than another in the clabora~rostly manner in which 
fair value is proved. 

:."The most intportant factor in determining the fair rate of roo 
tum is the prevailing interest ra~ The tendency for the interest 
rate to remain relativel~ has hem noted by many writerS; 
but this assumed stability is a long run normal phenomenon. 
In periods of social, poIiticaJ. or erooomic disturbance, there may 
he considerable VaIiation in interest rates. Large lluctuations in 
interest rates are generally associated with war and with atreme 
changes in business conditions. Obviously, wartitoe is a period 
of great demand £or loanable funds. The great destruction and 
consumption of war goods necessitates government borrowing 
and price inllation, both of which affect interest rates. The rise 
in interest rates in wartitoe is generally £oIlowed by a slow de
cline in the postwar period. Sintilarly, a period of great ~ 
perity i. accompanied by a rise in interest rates, and a period of 
great depression by a fall in interest rates. ,For these reasons the 
fair rate of return on utility property. as determined by courtS 

and commissions, lluctuated considerably from 1916 to I9J6.1 
The return paid to bondholders and to preferred stockholders 
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is fixed by the terms of their contracts; and any variation in 
the fair rate of return generally affects only the comm~k
holders. In a period of rising interest rates, common stockholders 
gain an unexpectedly larger return. On the other hand, in a 
period of falling interest rates, the return to bondholders and 
to . preferred stockholders must be maintained. The loss then 
fall. entirely on the common stockholders. Because the va
riability of the fair rate of return introduces an element of un
certainty in the earnings of utility companies, it is probable that 
the interest rate on utility bonds, anel the dividend rate on utility 
preferred stocks must be somewhat higher than they would 
otherwise be. Nor are common stockholders always desirous of 
assuming the risks of variable utility earnings. Their fortuitous 
gains and losses with fluctuations in the interest rate serve no 
nseful purpose, and may add to the cost of securing utility cap
ital through the issoe of common stock. 

Apart from the possible increased.cost of raising utility cap
ital, there is another objection that i. occasionally raised to the 
present method of determining fair rate of return. -..lJnder the 
present method, consideration is given to the prevailing interest 
rate, the risks of the business, and the efficiency of the manage
ment. No consideration i. given to the manoer in which the 
capital i. rai$ed-whether in the form of bonds, preferred stock, 
er common stock. Thus, if a fair rate of return of 6 per cent or 
8 per cent is allowed to a utility company, this rate of return i. 
not affected by the fact that the company may have an un
usually large part of its capital provided through bonds and 
preferred stock. Indirectly, of course, this factor may enter into 
the determination of the fair rate of return. A utility com
pany whose business is regarded as being unusually free from 
risk may be allowed a lower rate of return; and it is precisely 
such companies with more stable earning power that ordinarily 
raise much of their capital by the issue of bonds and preferred 
stock. 

Neglect of the capital structure of a utility company in de
termining the fair rate of return may result in giving to com
mon stockholders an unusually high return. Thus, assuming 
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that a utility company raises 60 per cent of its capital from the 
issue of bonds and preferred stock on which the average return 
is 6 per cent, and assuming that the fair rate of return allowed 
on the fair value of the property-say, actual iovestment-is 8 
per cent. then the return to the common stockholders of this 
utility company will be II per cent. The larger the proportion 
of securities beariog a fixed return, and the greater the differ
ence between the fair rate of return and the average return to 
preferred security holders, the larger will be the net return to 
common stockholders. It cannot be doubted that this method 
of applyiog the rate of return to the ,value of the property may. 
under certaio conditions, yidd an unfairly high rate of return to 
common stockholders at the expense of the consumers of utility 
services. 
'::"In competitive busioess, the return that is earned by a com

panJl. is not iodependent of dle-manner io which the busioess 
may be financed. Thus, if certaio iodustries, because of greater 
stability of earniogs, are able to raise a large part of their capi
tal through issues of low rate fixed iocome securities, the return 
to the common stockholders will not for this reason become un.
usually large:' The tendency io competitive iodustry must be 
toward equality of return to common stockholders, allowance I» 
iog made for differences io risk. Under normal conditions, 
prices io competitive iodustry are sufficient to meet operating 
expenses and capital charges, provided capital is raised io the 
economical manner available to a representative firm. By anal
ogy. the fair return for public utilities should be determioed by 
allowiog the fixed and contingent charges-say, as capital 0p
erating expenses-and then determiniog the fair rate of return 
on the basis of the common stockholders' ioterest io the utility 
property. Thus, a return of g per cent would mean 8 per cent 
on the common stockholders' share rather than OD the total fair 
val~ of the utility property. 

<,...These perplexing problems of valuation and return are un.
avoidable if the present rate making procedure is continued, 
and if methods of production, prices, and ioterest rates continue 
to change. So di1IicuIt are these problems io periods of rapid 
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change that it becomes impossible, from an administrative point 
of view, to make efficient use of the present rate making pr0-
cedure. Pardy for this reason speeial methods of determining 
fair value and fair rate of return were devised and used in the 
abnormal war and postwar periods. It is signifisant that these 
war .and postwar methods of determining value and return of
fer a suggestion for a way out of our present rate making diffi
culties. 



CHAPTEIl IV 

WARTIME REGULATION AND RATE MAKING 

I. THE OaJECI'S OF W AllTIME RAm MAIUNG 

(THE OUTSTANDING feature of the wartime regulation of public 
utilities is the extensive control exercised by state and federal, 
authorities. Under the pressure of war needs, the federal g0v

ernment undertook the operation of railroads and tdcphones, 
and through its numerous war boards it exercised considerable 
indirect control. In nearly all states, the regulatory powers of 
utilities commissions were extended by laws granting them 
extraordinary emergency authority;} Even more important was 
the extension of commission authority with the implied con,.. 
sent of the courts and the utility companies. The greater fed-, 
eral control during the war was distincdy hdpful to state corn,.._ 
missions. It relieved them of the burden of regulation and rate 
making for an important group of utilities at a time when com
missions were hard pressed for facilities to carry on their work. 
Further, the increase in railroad and telephone rates under fed
eral operation was a useful precedent for granting to local utili
nes the higher rates essential for the maintenance of service. . 
C Public utilities commissions had two objects in wartime rate 

making: to maintain uninterrupted service, and to minimize 
the rise in utility rates:JWith the rapidly rising price lcvd of 
1915 to 192D. th~ objects could not have been attained if com
missions had not heen permitted to determine rates without the 
use of the established rate making procedure. The magnitude 
of the increase in operating expenses between 1915 and 1920 is 
indicated by the· 100 per cent rise in union rates of hourly 
wages, and the 170 per cent rise in the price of bituminous coal 
With such a large and rapid increase in operating expenses, few 
utility companies could maintain service with the revenues de
rived from the prewar rate schedules. To secure a fair return 
on the value of their property, whether determined on the basis 
of investment or reproduction cost, was out of the question for 

[33] 
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"many utility companies(The immediate need was to increase 
I revenues sufficiently to meet the higher operating expenses'; 

It is dillicult to overestimate the importance ~at the federal 
government attached to the maintenance of local utility service 
during the war. A breakdown in the operatinq of street rail
ways, gas, and dectric power plants would have restricted pro
ductinn in essential war industries. (j:o maximize war efforts, 
these utility services bad to be maintained by assuring to 
utility companies rates sufficient to meet the costs of operation 
and other necessary expenses..::JIn a letter to President Wilson in 
February, 19I8, when operating expenses had risen to a very 
high level, Secretary McAdoo emphasized the danger of a gen
eral suspension of production in the utility industries unless 
state commissions took action to,remedy the situation. He called 
for a sympathetic attitude toward the needs of utility com
panies in the period of higb prices. So important was the mainte· 
nance of local utility service for successful operation of the war 
that a general breakdown of productiOn under local regulation 
would inevitably have led to some form of federal control of 
local utilities for the duration of the war.' 
:~Despite the urgent recommendations of the federal authorities, 

many commissions were disinclined to raise utility ratesl par. 
ticularly to the levd necessary to yidd a £air return on tne fair 
value of the property) With the continued rise in prices in the 
early postwar period, the situation became even more serious. In 
March, I919> tbe President called a conference of Governors and 
Mayors to meet at the White Honse to discuss, atpong other ques
tions, the plight of the public utility companies. The utiKty execu
tives presented a strong plea for increased rates, but the conference 
made no immediate recommendations. The situation had be
come So serious, particularly for street railways, that the Presi
dent appointed the National Electric Railway Commission "to 
investigate, study, and report upon the general problem and 
status of the dectric railway industry of America generally, 
without talting up anI local situation, in order that state and 

. _ ,:!or .me·Jetter of Secretary McAdoo and the reply of Ptesideat Wilson, see 
~"R.. 1918 D, 22,3-25. 
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municipal authorities may have the benefit of full informat~ 
and of any conclusions reached.'" The difficulties were not; in 
fact, confined to the street railways. The proceedings of the va
rious utility associations from 19I7 to 1923 show that the rapid 
rise in expenses and the lagging change in utility rates presented 
a difficult problem to utility companies in this period. 

2. THE DOCl'lUNl! OF CoRPoRATE NI!EDS 

Rate making procedure before the war was designed to pro
vide careful and deliberate consideration of the legal rights of 
a utility company that was operating under an inadequate rate 
structure. Rarely were rates so low as to provide less revenue 
than the operating expenses. There was, therefore, no great dan
ger of suspension of service, and a utility company could await 
a careful investigation of its needs, with a view to determining a 
schedule of rates that would yield a fair rate of return on the 
fair value of its property. Inadequate rates were a particular, 
not a general, condition. Commissions c6uld undertake a rate 
case in the deliberate manner that had been developed to meet 
the constitutional requirement of due process. Under war con
ditions, with the need for frequent general revision of rates, com
missions could not use the ordinary procedure without risking 
of suspension of service during the long period required £or rate 
making. It was dearly impossible for commissions to under
take new valuations and to determine new £air rates of return 
whenever higher rates were necessary;~~A change in rate making 
procedure was e~tiaI:"-

Even under normal conditions rate making was a slow and 
expensive process. If the company was small and of local im
portance, the fair value and the £air rate of return could be de
termined within a few weeks at a cost of I or 2 per cent of the 
rate base. If the company was large and served a wide area, the 
rate proceedings might last for two or three years, and the cost 

• For tepom of the conference. sec TA~ New Ycr.t TiJMl, February 36 to 
March 6. '9'9. For "'PO .... of the Commission·, hoarings, and for other utility 
investigations at this time. Itt Tlut New Yor.\ Times~ May :Il, 22, 30. June 6. 
August I'. Scptem.be:r J, to f9. and Scptem.be:r 30, 1919. 
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to all parties might be more than 4 per cent of the rate base.8 

To adjust rates promptly in this period of rapidly rising prices, 
commissions frequendy dispensed with the determination of a 
new £air value. The situation was apdy summarized by the 
Missouri Commission. In refusing a request fq a new valua
tion in a rate case, the commission said: 

As much as the Commission desires to have before it a complete· 
inventory aod appraisement of a public utility before reaching a con
clusion as to a reasonable rate to cover the service rendered, it has 
found it wholly impractical in many instances during these extraor
dinary times in the world's history to demand it as a condition 
precedent. The Commission is not unmindful of the fact, with labor 
and fuel prices ascending skyward by leaps aod bounds, that during 
the interim of time that the espert doctors are making a diagnosis 
by a long, laborious inventory and appraisal of the public service 
utilities of our state, the patient would very likely succumb, and the 
resultant thereof be that the public would be without service.' 

eThe necessary simplicity and elastkity in rate making pro
:tedure were provided by emergency rate making laws. Under 
. these; commissions were authorized to fix new rates without 
the formality of the customary procedure. The existence of 
an emergency was established by proof that revenues under rate 
schedules in force were insufficient to meet operating expenset. 

'Under such conditions new rates could be fixed on the basis 
of a temporary or prima lode rate making value without ref
erence to the fair value of the utility's property as usually de
termmecgTo hasten the revision of rates, commissions frequendy 
granted a horizontal increase, and to assure the adequacy of the 
rate schedule for some time, provision was occasionally made 

. for a sliding scale of surcharge-the familiar fuel price device. 
:.:such rates were necessarily makeshift, and. in some instances 

they were probably unfair and oppressive. However, they ac
complished their primary purpose: to adjust rates prompdy and 

• The length of tim. required for valuation ..... n~ malting in PCDJI.ylvania 
...,.god two and • hall yeas in Dineccen imporunt me CI.... Sec M. L. Cooke, 
Publ;" Utihr; Rrgu/tttio" p. 235· 

• Rr City Lig'" & T,.etioa CD. (Mo.). P. u. II. '9.8 F. 938. 
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to assure continued service in a period of rapidly' rising operating 
expen~ 

In neglecting to determine rates that would yidd a fair rate 
of return on the fair value of the utility property, commissions 
in reality abandoned me long established rate making rule[The 
new emergency rule, it may be said, was that rates should be at, 
least sullicient to meet the corporate needs essential to the main~ 
nance of servic£] The origin of the principle that corporate 
needs must be the basis for emergency rate making is obscure. 
In his letter to President Wilson, Secretary McAdoo said that 
"united effort will be necessary to meet alike the public require
ments for service, and the corporate linancial needs upon which 
that service depends." Even before the war, however, some 
state laws provided that rates must be at least sufficient to meet 
the obligations of the utility company under its security issues. 
The Maryland Public Service Commission Law of 1910, for ex
ample, stated that every rate making "valuation shall be so 
made and ascertained by the Commission that as far as possible 
it shall not disturb the value of bonds of any of said corporations 
issued prior to the passage of this act."· It is possible that in 
providing that consideration be given to the par and market 
value of the bonds and stocks of the utility company in valua
tion, something similar to the doctrine of corporate nnancial 
needs may bave been implied by the Supreme Court in the case 
of Smyth fl. Ames. 

The great usefulness of the rule of corporate linancial needs 
for emergency rate making is apparent. Its general applica
tion, even during the difficult rate making period of the war, 
was neverthdess impossible. Although the courts were tolerant 
in permitting commissions to fix utility rates at a levd much be. 
low that required under the rate making rule, they never en
tirely abandoned the principle that rates must yidd a fair rate 
of return on a fair value of the utility property. 

-For an ex~ note 0.11 devices for ad;ustiag ~ see P. u~ It 1919C, 8,6. 
• Section 30 of the Law of '9'0. Cited by the Matyland Com..;.,; .... He 

Uoiutl RIIiI.,."t 6> Elmric Co. 01 Bolli .. .,.. p. U. R. '9'9 C.'4. 8S. aod held to 
be mandalnty. P. U. R. '920 A. I. The doc!rioe of corporate needs io funhcr dis
cussed in Chap. vm, section ... bd.ow~ 
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It is interesting to note the relation of the doctrine of corporate 
needs to the prudent investment method of determining fair 
value and to the common stock basis for return. In normal times, 
rates based on corporate needs would yidd revenue sui!icient to 
meet operating expenses, including depreciation, the interest on 
bonded debt. the required dividends on prderrea stock, and the 
normal dividends on common stock. If the issue of$CCurities 
were controlled by the commission, as it generally is, 'the rate 
base would then be equivalent to prudent investment, and the 
fair return would be determined by the capital charges required 
to meet the obligations incurred through the issue of the se
curities. 't should be added that in fixing rates on the basis of 
corporate needs, commissions did not always regard normal 
dividends on common stock as part of the essential corporate 
financial needs in the war period. 

,_ h UTILITY RATES AND THE BURDENS OF WAR 

.:Q:i of the primary objects of wartime rate making was to 
avoid, so far as possible, the ,large increase that would be neces
sary if utility rates were fixed to yidd a fair rate of return on 
the fair value of the utility property as these would be deter
mined by the usual rate making procedur:jBy interpreting 
fair rate of return and fair value to mean normal rate of return 
and normal value, commiuions avoided giving effect to the 
higher wartime interest rates and the highC! wartime consiruc
tion COsts. To justify the use of normal rate Of return and nOr
maI'V3:iue, commissions laid great empbasis on the unusual con
ditions that prevailed during the war, and on the supreme im
portance of the public~ in determining the proper level 
of utility rates at such a time. 

In establishing this policy of maintaining rates at a Ievd be
low that necessary to yield a fair rate of return on the reproduc
tion,,~st of utility property, commissions relied for authority on • 

';{ljustice Peckham's opinion in the first Consolidated Gas case. ' 
'ft\lthough in this case the court said that "if the property, which 

legally enters into the consideration of the question of rates, has 
increased in value since it was acquired, the colnpany is entitled 
to the benefit of such increase," a specific exception was made 
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"where the property may have increased so enormously in value 
as to render a rate permitting a return upon such increased value 
unjust to the public" (212 U. S. 52)' To many commissions, the 
special circumstances of war seemed reason enough for invok
ing the exception that Justice Peckham recognized to repro
duction cost valuation. 

At one time or another nearly every state commission an
nounced that it would not allow the higher interest rates and 
construction costs of the war period to become the basis for 
utility rates. "There is no foundation in eqnity, justice or law," 
said the Missouri Commission, "for using abnormally high cur
rent prices • • • in fixing value for rate making purposes" 
(p. U. R. 1919 E, 2Il). The Nebraska Commission said: "If 
conditioos promised to make such prices permanent there might 
be good reason for using them as a basis for valuation ligur~ 
but it is universally conceded that pICSCnt conditions are ab
normal and may terminate at any time" (P. U. R. 1917 E, 475). 
The Washington Department of Public Warks said that it nei
ther considered nor allowed current prices to affect its valua
tions in the period of high prices (P. U. R. I921D, 765). To 
comply with the rate making rule, these commissions fixed rates 
that yielded a normal rate of return on the normal value of the 
1l\i!!Q' property. 

! Commissions gave great empbasis to war factors as a justi-
~ -lication for low utility ratesl:lt was commonly charged by con· 

sumers' organizations that in seeking a rate structure based on 
wartime prices and interest rates, utility companies were at
temptiog to profiteer:: Even Chief Justice Hughes, then actiog 
as referee for the New York Supreme Court, held in his report 
in the Brooklyn Borough Gas case that to allow rates to be 
based on abnormally high current reproduction costs would 
be to permit a public utility company to profit from a public 
disaster. He said: "To base rates upon a plant valuation sim-

• ply representing a hypothetical cost of reproduction at a time 
of abnormally high price due to exceptional conditions • • . 
would result in allowing a public service corporation to take 
advantage of. a 'public calamity by increasing its rates above 
what would be a liberal return not only on acmal investment, 
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but upon a normal reproduction <:ost" (p. U. R. 1918 P, 347-
WI)· 

':: Even greater stress was laid on the great sacrifices the coun. 
try was making to carry on the war as a justification for re
quiring public utility <:ompanies to s{lare in these sacrifices by 
accepting somewhat less than their normal rerurl!J "The war's 
burden in the form of taxcs," said the Arizona Commission, 
"has been laid heavily upon the entire population, and we are 
of the opinion that the public utility <:ompanies should be c0n

tent with something <:onsiderably less than their normal return" 
(p. U. R. 1919 C, Bn). The Minnesota Commission did not 
go quite so far, but it hdd that "corporations a. wdl as indio 
viduals must hear their share of the burdens of war and must 
sustain some loss of income without flinching" (p. U. R. 1919C, 
Bn). A conciliatory view of the position of utility companies 
in this abnormal period was taken by the Connecticut Commis
sion. In the Hartford Street Railway case, the commission said: 
"The natural result of war condition) is to add burdens, but 
these burdens should as far as possible be equitably distributed. 
• • • That which in normal times would be a fair return in 
the way of divideods for capital invested might in wartime cause 
an unequal distribution of the burdens in favor of the stock· 
holders" (P. U. R. 1918 C, 6II). • 
.~ This attitude towaId utility rates and utility euDings was in 
many instances carried to undesirable extremes. The California 
Railroad Commission prided itself that wbile during the war 
and the euly postwaI period prices had advanced as much as 
'P to 300 per cent, the average advance in utility rates in Cal· 
ifornia did not exceed 40 per cent. "The utilities were not per. 
mitted to eun a larger percentage upon the value of their pr0p
erty than in the prewar period;::. The Commission did not allow 
them to eun unusual or uvreasonable profits, even despite the 
fact that money invested during the period in almost every other 
form of security or enterprise euned higher returns than it had' 
before.... How far the earnings of utility companies might 

• H. W. Bruadi8"o &guZ..:.. o/lWlK [/tiJiIie., Califomi& Rail....! Comou.· 
..... Rqx>rt fx>r 11)22. 



have been reduced under the theory of sharing the burdens of 
war it is difficult to say. The movement in this direction was 
checked by the decision of the Federal District Court in- the 
Toledo street railway case, 1919> that a utility could not be re
quired to operate at a loss on the ground that it ought to share 
the burdens of war." 

+ WAIlnMB MEniODS OF VALUATION 

During and immediatdy after the war, commissions used va
rious valuation methods for the purpose of maintaining rate 
making values of public utility property below reproduction 
cost at current unit prices. Each of these methods was ostensibly 
in compliance with the valuation principles of Smyth fl. Am"s 
as originally laid down in 1898 and devdoped by the courts since 
then. Despite the explicit statement of the £actors affecting fair 
value in the rate making rule, commissions found little difficulty 
in applying methods appropriate for maintaining low valua
tions. It is important to note that for a time some of these wart 
time methods of valuation were approved by the courts as con 
fru::ming to the requirements of the rate making rule. 

WarUme valuation methods may be conveniendy classified 
in three groups. The first gave great weight to th~aor
dinary war conditions and admittedly departed from accepted 
methods of vilUation. The valuations of this type were of a 
tentative nature, resembling in many respects the emergency 
valuations discussed above. The second group gave considera
tion to all the factors required by the rate making .we, but gave 
lillie or no weight to reproduction cost in the final rate base. 
The third group gave consideration to all factors, and also gave 
weight to reproduction cost, although not the dominant weight 
that had been given to this factor in prewar valuation!"J This 
was 1>y far the most important gr~p of valuations. They took 
into account the requirements of the rate making rule, but mod
ified the earlier interpretation to permit the fixing of rate mak
ing values much bdow the reproduction cost at current unit 
prices • 

• H. l.. Doll.,., iii Co ••• Toido R6ilOltl"p iii LJg4t Co. P. U. II. 1919 C, 130-
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C The use of tentative, prima fttd~, approximate, aod mtnl

nnum valuations was a device that aided in the prompt deter
. fuination of rate making value and avoided the expensive pre
war procedure:;) In the Georgia Railway & Power case, 1918, 
the commission did not attempt to determine a definite rate base, 
but found a minimum valuation which was consideted satisfac
tory for the purpose of passing on the pending application for 
higher rates '(P_ U_ R. 1918F, 62.J). These informal methods of 
valuation, in which tentative rate bases were fixed, were an early 
stage in the development of the more formal wartime methods 
of valuation. Tentative and approximate valuations were seldom 
made after 1919. It is questionable whether the courts would 
have permitted commissions to use such valuation methods after 
the war had ended. 

The valuations based on some form of investment retained 
thi simplicity of these informal valuations and had the added 
!'lent of determining one of the factors requiring consideration 
ibtder the rate making rule. In general, in this group of val
uation methods some consideration was also given to repro
ducoo. cost, but the rate base was fixed at approximately the 
inv"1ID~ cosQ'l Because it was an effective means of main
~g low valuations, investment cost in its various forms-
caplialization, book cost, historical cost-was extensively used_ 
These were not, however, essentially wartime methods of valua
tion. The various measures of investment cost were revived 
rather than developed to meet war conditions. Ordinarily valua
tion at investment cost had not been regarded as conforming to 
the principles of Smyth II. Ames, and for this reasoo was of 
limited usefulness. When utilities undertook to litigate such 
valuations, the courts invariably sustained the contention that 
investment cost valuation was a denial of the constitutional 
r~ts of owners of utility property. 
~ The third group of wartime valuation methods was definitely 
~eveloped for the purpose of maintaining low valuations while 

• • See, for eumpl .. K6nJ,u city R4J""I C ... ~. K_ city {Mo.}, P. u. R. 
1918 E, 190; He Munnni &- KIuua Telep~ Co., (Kans~), P. tI. 1L. 1918 C, 777; 
11< W.-.. Colcrtltl. Po.,.,. Co., P. U. R. 1918 Eo 029. 
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conforming to a liberal interpretation of the rate making rule. 
These valuation methods were used in the most important cases, 
and for a time they bad the approval of the co~ Further, 
they offered a new basis for a permanent valuation policy in 
which reproduction cost at current unit prices would be given lit
tle weight, and in which the expensive and dilatory prewar 
valuation procedure would be modified. Recently there has 
been revived discussion of the possibility of adapting these 
methods of valuation to present needs. For these reasons, the 
principal wartime methods of valuation-reproduction cost at 
average unit prices, the use of corrective indices with basic valua
tions, and the split inventory-merit extended consideration. 

• See the analysis of wartime valuations in Justice Br.mdeis~1 opinio.a. in the 
Southwestem Bell Telephone case. 263 U. S. 216, 301-2, note Jof.. 



CHAPTEl!. V 

VALUATION: REPRODUCTION COST AT 
AVERAGE UNIT PRICES • 

1. THE l'lmwAR USE 01' AVERAGE PRICES 

THE RAn! MAKING rule required that in determining the fair 
value of a utility's property, consideration be given to the present 
as compared wjth the original cost of construction-that is, reo 
production cost. In the valuation procedure developed before 
the war, reproduction crist was found by applying unit prices 
to an inventory of the utility's property. These uuir prices were 
based on current prices of labor and materials, on average prices 
for a period of years before the valuation, or on predicted prices 

. for a future period following the valuation. Prior to the war, 
current prices_ere most commonly.used. During the war, 
and for a time after the war, average prices were frequen:Jy 
used in place of current prices in' reproduction cost estimates.. 
Whether current prices or average prices were used, the . . 

'tention was to find the reproduction cost of the property. It 
was fecognized, however, that reproduction cost was not neces
sarily equivalent to rate making value. 

Average unit prices were most commonly used before the 
war in railroad valuation. Professor Cooley in appraising rail· 
roads for the Michigan Board of Tax Commissioners, in IC}OO, 

used unit prices which represented the fair average cost during 
the five-year period preceding the appraisal The Wisconsin 
railroad valuation for rate making, in 19"3, was on the basis of 
average prices for five and ten preceding years.' When the 
Valuation Act of 1913 was passed, the railroads submitted a brief 
asking . that in the determination of unit prices, consideration 
be given to "actual prices (weighted average) and conditions af· 
fecting labor and material matkets during a period of ten years 
preceding June JO, 19140 with appropriate consideration to the 

1 TTlllUlldiOlU of lA, Amm-. Sodny of Civil &Jgi ...... , LXXII, 43. 7$. 

[+4 ] 
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existence or non~ence of actual railroad construction in that 
period." In the valuations made by the Interstate Commerce 
Commission, the value as of a given date was found by applying 
average unit prices for five and ten years preceding I9I4." 

There was some use of average unit prices in the valuation 
of local utilities by state commissions before the war. The prac
tice of the Wisconsin Commission was to take "the reproduc
tion cost new of each item, • • . always guarding against ex
treme fluctuatioll$ in market prices by adopting a five-year aver
age basis for prices wherever practicable" (4 Wise. R. C. R~ 509). 
The Pennsylvania Public Service Companies Law of 1913 pr0-
vided that in ascertaining and determining fair v~ue, the cam
mission must consider the reproduction cost of the property 
based upon the fair average prices of material and labor (P. U. R. 
1927 C, 427). The North Dakota law contained a similar pro
vision: "In valuing the property on the basis of the cost to re
produce the same, unit prices of material and labor entering into 
construction shall be based on the average pric .. of a sufficient 
period of years to secure normal results" (P. U. R. 1921 E, 'PO)' 
C"J\lthough the use of average unit prices was not the prevail-

ing method of determining reproduction cost before the war, itl 
was an 'established and well-recognized method of valuation, and 
in many states it was held to be preferable to the use of cW-rent, 
unit prices;::n.e object in using average unit prices was to avoid 
the determination of unusually high or low rate making values,! 
as might conceivably result from the use of current prices at the 
peak of prosperity or in the trough of depression. The period 
£or which average prices were taken varied. In the valuation of 
railroads the period was comparatively long, five to ten years, 
in the valuation of local utilities the period was much shorter, 
two to five years. A distinction must also be made between 
valuation at average unit prices before tho war, and such valua
tion during and after the war,. Before the war the purpose was 
to eliminate cyclical influences on rate making value while avoid
ing any bias in favor of high or low valuations. After 1917, 

• VtzWtltiOtt llt'U1 of 1915. P. 1416 For a fuller discussion of the valuation 
m.thod of the Inters .. ", Commerce Conuniosion. "'" Chap. vn, section 4> below. 
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however, commissions used average prices for the purpose of 
eliminating the effect of prevailing high prices on valuations. 

2. FIvE-YEAll AVERAGE PaICIlS 
When the great rise in the price level became apparent in 

1917, many conunissiom that had used repreducyon cost as the 
measure of rate making value sought some way of continuing 
their valuation method while avoiding the high valuations ~t 
would result from the use of current unit prices. Such com
missions found the use of average -prices particularly appropriate 
for this purpose .. The change from reproduction cost at cur
rent unit prices to repreduction cost at average unit prices was 
in form not very great, but in effect was of tremendous impor
tance. The earlier use of average unit prices had accustomed 
courts, commissions, and utility companies to this methed of 
valuation, so that its later use did not seem to be too great an 
innovation. Valuation at average unit prices had been a widely 
accepted practice before the war; it became an almost universally 
accepted practice during and after the war. Even utility com
panies were not hostile to the early wartime use of average 
prices. In the valuations they submitted to commissions in 1917 
and 1918 they frequently made use of average unit prices in com
puting their estimates of the repreduction cost of their property. 

It was not difficult to justify the use of average unit prices in 
the war peried. The temporary and abnormal conditions that 
rendered unfair a reproduction cost valuation at current prices 
in ordinary times were even more extreme in wartime, and the 
need for average unit prices was, therefore, greater. The doc
trine of fair value, which is the basis of the rate making rule, 
became under war conditions a doctrine of normal value. With 
normal value accepted as the proper meaning of fair value, the 
reproduction cost methed of valuation at average unit prices 
came into general use. Its development from 1917 to 1921 em
braced three phases: the extension of the methed to states that 
had formerly used repreduction cost at current prices, the stand
ardization of the fivc>-year peried for average prices, and the 
application of this methed of valuation in all rate making cases 
in many states. 
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The extension of the use of reproduction cost valuation at 
average unit prices began early in 1917 with the rather hesitant 
use of thtee- and four-year average prices by commissions that 
had formerly used current prices. The Brooklyn Borough Gas 
case, July, 1918, was especially helpful in extending the use of 
average unit prices. In this case the company submitted a valua
tion based on reproduction cost at average prices for the live 
years ending in 1916. Chief Justice Hughes, then referee for the 
New York Supreme Court, rejected the proposed valuation as 
too high. He pointed out iliat the company'. expert "properly 
shrank from predicatiog the validity of rates on a hypothetical 
cost of reproduction on December 31, 1916 .••• His endeavoc 
was to get at a basis for rate making by seeking a fair repro
duction value based on a period of live years and thus to avoid 
what he regarded as an abnOImal reproduction cost" (P. U. R. 
1918 F, 348). With Mr. Hughes rejectiog reproduction cost at 
live-year average prices as exoessive, utility companies could not 
very wdl complain of unfair treatment if commissions were gen
erous enough to base rates on a valuation determined in this 
manner. 

BefOIe 1918, average prices for a period of two to live yeats 
had been in general use, with the live-year period the most com

. mon. By 1918 the live-yeat period had become the standard 
because shOlter period averages no longer succeeded in main
taining low rate making values. The California Commission, 
which had formerly used two- and thtee-year averages, in 1918 
rejected a valuation submitted by a utility company based on 
four-year average prices, and accepted the valuation of its own 
engineers "based upon prices obtaining during the live yeatS 
directly preceding the recent abnOImal increase due to war con
ditions" (P. U. R. 1918 E, 563). The Illinois Commission had 
formerly used current prices, but in 1917 it began the use of 
thtee-year average prices, and in 1918 live-year average prices 
for reproduction cost valuations (P. U. R. 1918 D, I:n). By the 
end of 1918, all commissions that used reproduction cost at aver
age prices had accepted the live-year period as the most suitable 
for determining fair value. 
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In more than fifteen stares, reproduction cost at live-year 
average prices was the principal method of valuation, and in 
some states it was for many years the only method of valua
tion commissions used. Before the war, the Indiana Commis
sion had valued utility property at reproduction cost at current 
prices. During the war, the commission reversed its position and 
acknowledged the superiority of the prudent investment method 
of valuation. However, as the courts had expressed a preference 
for reproduction cost valuation, the Indiana Commission adopted 
this method, but after I918 made use of it with live-year average 
unit prices. The commission held that the use of average prices, 
including the high prices of the war years, met the require
ment of the Erst Consolidated Gas case, that a utility company 
must be given the benefit of a rise in the cost of reproducing its 
property. When prices continued to rise to unexpectedly high 
levds, the commission extended the period for which average 
prices were taken to reo years, and in some cases to an even 
longer period.. . 

The Public Servioe Companies Law of I9I3 required the 
Pennsylvania Commission to use average prices in determining 
reproduction cost. Under the circumstances, the commission 
had merely to continue its previous method of valuation to avoid 
the high reproduction cost estimates that would result from the 
use of current prices. In applying its policy of reproduction cost 
at live-year average prices, the Pennsylvania Commission de
veloped an interesting procedure. Engineers representing the 
utility company, the consumers, and the commission were formed 
into a conferenoe which reported £air unit prices for a live-year 
period prescribed by the commission. These conferences were 
a great aid in minimizing controversy, but they did not entirely 
eliminate litigation, for utilities were not bound to accept the 
valuations of the eonferences. The first valuation conference 

• For the use of average uait prices in reproduction cost valuations in Indiana. 
ICe the following cases: Re United PuMie Snvic~ Co •• P. U. It. 1918 F~ 316; 114 
~ Te/epA~ COOl P. U. It 1919 B. 3'3; JU Home T~epluJM Co .• P. U. R. 
1919 C, 209; Re Cmlnll Unitnt T&:plume CQ.~ P. U. B.. 192.0 ~ 813; R4 Unius 
TII."hOfftf Co •• P. U. R. 'g2o F. 39" See a1 .... k lndimr#polil W_ C.~ 
P. U. II. 19'7 Eo 556. 
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was used in the Spring Water case, in 1919> in which a five-year 
average to 1917 was made the basis for determining unit prices. 
The Pennsylvania Commission continued to use reproduction 
cost at five-year average prices of 1913 to 1917 until late in 1920. 
when it tuIned to the use of ten-year averages in order to find 
lower valuations than had become possible with reproduction 
cost at five-year average prices.' 

'!o TBN-YIWl AVERAGE PlUCES 

With the decline in the price level in 1920 and 1921, five
year average unit prices exceeded current unit prices in all utility 
industries. By 1919 it had already become apparent that average 
unit prices for the five preceding years were no longer successful 
in maintaining low rate making values. In order to minimize 
the dIect of high average unit prices, commissions used two de
vices, neither of which was entirely satisfactory. In some rate 
cases, the property was valued at five-year average prices of a 
period antedating the great wartime inflation; and in other rate 
cases, commissions arbitrarily reduced valuations based on five
year average prices because they were excessive. 

The reduction of valuations based on average unit prices was 
never a common practice, but it occurred often enough to be 
recognized as one method of offsetting high average prices. In 
the Home Telephone case, in 1919, the' Indiana Commission 
reduced the valuation at five-year average prices by one-ninth 
because it unduly reflected the abnormally high war costs of 
materials and supplies (p. U. R- 1919C, 214). The Arkansas 
Commission, in 1920. reduced a valuation at five-year average 

'Conf=nces on • .J •• tion had been used by the Illinois Commission, P. U. R. 
1917 E. 288. and by the New Jersey CommiWOD, P. U. It. 1918 AI 118. prior 
... the hearing in B"""'gA 0' K4~ P. Spring W_ Co. (PeMa.l, P. u. R. 1919 C. 
404- "I'he Pennsylvania Commission. howcvc:r, was the only one to continue the 
Ule of v.Juation coofuences. M. L. Cooke, M/ic Utility R.,-.... P. a38. 
On. the use of average unit prices in Pemuylvania. tee the .following cases: Moon 
P. V.n." &riJ.,.,. C .... p. U. R. 1919 F, 493' _g. of S_dol. P. CUiurrr 
W.ur Co#~ P. U. R. 1920 D. 292; Toams!sip of W~"IIll •• Cietll'Spring W.tfW 
Co •• P. U. ll. 1920 E, 28 .. ; Borouglt 01 Plymollllt II. WilJr.t!11Ht1n RailWIIY Co .. 
P. U. It. 1920 F. 67'?i. BtmnIgA of Vn'OU •• SIt""'" Wakr Co ... P. U. It. 1920 F, 
942. 



PUBIJC UTILlTY RATE MAltING 

&raUT 1'tAn.w.t.n Lnurr AJID Pown A.mncw. G.oa 

Y ... 
10-1':_ 100Y.., eu ....... S-Year eu ..... S-Year Curren s..Year l()..Vear 

Prica A •• A •• Pn... A •• A •• Pn... A •• Av. 

191t •••••••••••• '" ... ... 91 ... ... '" ... . .. 
19l5 ••• ••••••••• 100 ... ... 99 ... ... 100 ... · .. 
1916 •••.••••.•••• 120 ... ... 128 .. , ... m ... · .. 
]911 •••••••••••• 163 116 ... 163 116 ... 191 lU · .. 
1918 ............ 191 13< ... 171 131 ... 211 1<6 .., 
1919 •••••••••••• 205 156 ... 182 ISO ... m 111 . .. 
1920 ••••••••• 0#0 21S 185 m 211 In I3S 261 20t 151 
1921.. ••••••.••• 201 201 IS. 182 ISS '" 2Dl 218 162 
1922 •••••••••••• 17S .01 160 161 ISS If. 192 218 In 
1925 •••••••••••• ZOO 205 170 179 183 IS1 22.l 221 1M 

·1913=100, Adapted hom L R. Nuh. TIll EtOMaiu ej PVlit. UIiJilVJ. 2nd editiczt. po lfU. 

prices by ono-twdfth because some of the unit costs entering 
into the valuation were too high (p. U. R. 1920 D, 755). Sim
ilar instances occurred in other states. Reductions of this sort 
obviously could not be made the basis for a valuation policy. 
In fact, the practice was a departure from the theory of normal 
reproduction cost on which the use of average unit prices was 
hased. If live-year average prices were not normal, there could 
be no particular reason £or their use. 

A more usual device for avoiding high average prices was to 
choose a li~year period antedating the postwar rise in the 
price levd. The Maine Commission and the Pennsylvania Com
mission, for example, used the average prices of 1913 to 1917 
in valuations they made as late as 1920- Although the use of 
live-year average prices for a period three or more years be
fore the date of a valuation succeeded in maintaining low rate 
making values, it seemed more appropriate for determining past 
than present normal reproduction cost. For this reason utility 
companies claimed that this use of average unit prices was not 
in accord with the present value principl~ even if present value 
is delined as present normal value. 

With continued high prices it was fotile to look to the past £or 
justification £or low valuations. Clearly enough, the view that 
high war prices would be a temporary phenomenon had been 
mistaken. It could still be said, of course, that the higher price 
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level was temporary in the sense that a lower price level might 
be expected in the future, and that an average of prices for a 
period longer than five years would approximate this future 
level of prices. This point of view was well expressed by the 
Vermont Commission in the Montpelier Ele<tric case (P. U. R. 
1920 E, 558): 

We are of the opinion that reproduction new with unit costs .s 
of the present would not be an equitable method of determining fair 
value to be considered in fixing rates for future application. Neither 
do we think it fair to consider reproduction new based upun prices 
eurrent in the prewar period. Assuming that prices are at the present 
time approximately at the peak and that the future decline is likely 
to be in some degree comparable to the past rise in prices, we are 
of the opinion that a valuation based upun average prices for a 
period of ten years, including the war period, ought to produce as 
fair results as it is possible to anive a;-
The expected lower price level of the future was in this way 
used to justify the use of ten-year average prkes. It should be 
added that some commissions said that inasmuch as rate sched
ules were intended for application in tbe future, it was proper 
that the expected future level of prices should determine the rate 
making value. 

In 1921, when the first postwar price decline set in, current 
unit costs for reproducing utility property were less than five
year average unit costs. Commissions were faced with the prob
lem of returning to current reproduction cost valuation or cx
tending the period for taking average prices to ten years. In 
favor of ten-year average prices it could be said that their use 
had been recommended in the ValU4lion Bri4 of I9IS. and that 
this recommendation had been followed in part by tbe Inter
state Commerce Commission. Several state commissions had 
also made occasional use of ten-year average prices in valuations 
in 1917 and liner." The deciding consideration in favor of their 

• lie Ai",,_ lnd_pmd_ T<1'/1_ Co. (Ncb.), P. u. R. '9171!, 47': lie 
U""'" P~ W_, lip. 1ft Po ..... Co. (Calif.). P. u. R. 1919 B, 679: lie SpMg
ti<1' W_ Co. (Mo.), P. u. R. '919 D, 8S3: k U"",, 1'U<l G.u Co. (W. V •• ). 
P. u. R. 1920C, 853' lie likAfid4 W_ S.pply Co. (In.), P. u. R. 19OOD, 
3321 lie Rog<n Liglu 1ft W_ Co. (Alk.). P. u. R. '!l201!, 311. 
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use, however, was the faCt. that ten-year average prices made 
possible valuations much below those that would result from 
the use of reproduction cost at current prices. 

Reproduction cost at ten-year average prices was most ex
tensively used in Pennsylvania and in Indiana. The Pennsylvania 
Commission had used five-year averages untiW920. To avoid 
the high valuations necessitated by the use of this method of 
determining unit costs, the commission extended the period 
over which prices were averaged to ten years. This was the 
method the Pennsylvania Commission used in the valuation 
cases it decided from 1921 to 1923'· However, the increasing em
phasis on reproduction cost at current prices in several court de
cisions caused the commission to ahandon the use of average 
unit prices entirely in 192+ In the Yark Water case, the com
mission took evidence of reproduction cost on the basis of 
average unit prices, but the final rate making value was fixed 
at current reproduction cost. The commission said: "While these 
ten- and five-year estimates have not, been entirely disregarded, 
the Commission has given a great deal more consideration to 
the remaining reproduction studies, and particularly, in the light 
of decisions of the courts, to the estimate of present day repro
duction cost, depreciated" (P. U. R. 1924(680). 

The most important use of reproduction cost valuation at 
ten-year average prices was by the Indiana Commission, par
ticularly in the Indianapolis Water cases. In 1917 the commis
sion valued the Indianapolis Water Co. at ten-year average prices 
for materials and at current prices for labor. In a valuation of 
the same property, in 1923> the commission used unit prices based 
on ten-year averages of labor and material costs. At a rehearing 
later that year the commission refused to increase its valuation. 
How firmly it was fixed in its valuation policy is seen from the 
report in this case (P. U. R. 1924B, 327-J28). 

. Throughout the year 192:0 in all valuation cases before this C0m
mission, and in Cause No. 6613> supr". valuations of physical prop-

• Borough of Broel(tJille fl. Mormd City W.ur Co., P. U. R. 192I C. 8~; 
1klIt!' Verno" fl. Bdk Vernon WItIer Co .• P. U. lL 1923 ~ 193; Re Kiutmlti"Z 
T<lephotU Co •• P. U. 11.. '923 B, 84'; 11# Boro.,n of Wri,iltwilf •• P. U. 11.. 
19'3 C, 705. . 
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CItY approxima~ the results of applying the 100Ycar average cost 
1m the last p=cding and comple~ ten years, dcprecia~ to present 
condition. No radical dcpartuz<: from the gcncraI manner of ban· 
d1ing cases at the time was made in said cause, but it was placed 
upon practically the same grounds as other valuation investigations 
conducted during the p=cding year. The Commission had in mind 
the various elements to be considered as laid down in the case of 
Smyth II. Ames, and approved in many later decisions of the United 
States Supremo Court, and had in mind the probable general trend 
of prices and believed at the time that the 100year appraisal made 
by the engineering staff was incidentally approximately the value of 
the propcny and would be the value 1m some time to come. 

This valuation was later held to be confiscatory by the Supreme 
Court. It should be noted that the Indiana Commission made 
some use of average prices for periods as long as fifteen and 
twenty years. After 1<)24 the commission made no use of long 
period average prices, undoubtedly because the decisions of the 
courts indicated that wartime methods of valuation would no 
longer be regarded as conforming to the rate making rule.T 

+ THE ATTITUDE OP TIm CouRTS 

:Until 1920 commissions were highly successful in their USIJ 
of reproduction cost at average unit prices. Not ouly were valua1' 
tions kept low by this method, hut commissions were little <liS# 
turbed by litigation.,.:·,The acquiescence of utility companies in 
the use of five-year average prices was partly due to the expecta
tion that the courts would sustain the legality of this valuation 
method, and partly to the recognition that the use of five-year 
average prices did no great injustice to utility companies. In 
1918, while the war was still on, there could be little hope for 
successful litigation, particularly in view of the report of Chief 

.. For teo·ycar averages. see Re NortAem 1"4Umtt Gas I!t El«ttic Co., P. U6 ll. 
1919 P, s51; Rr lA/aydte Tft~photte co.~ P. U. It. 192:0 A. 4:U; ~ 1,,4ia,.. Gnt
...J S ....... Co.. P. U. R. 1920 A, 4ilg; City 0/ ForI W.,... P. Home Tel."..,.. 
I!r TekppA Co., P. U. R. '920 D. 83. Fot Indianapou. Water cases, leO P. U. R. 
Ig17 Eo 556; P. U. R. 1923 D. 449; P. U. R. '924 B. 306; and the dUcussion in 
tee:tion 4. below. For lODger period avenges. sec Re SOfIl!urtt IflJUm. Tn~pAtnu 
I!r TeI,_A Co •• P. U. R. '921 Eo '42, _~.m. •. -k.;Jl, ~ Co. 
P. U. R. 1922 Do " Re City of Vi .......... P. U. R. '924 II, 511. 
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Justice Hughes as referee in the Brooklyn Borough Gas case. 
In 1919 and 1920> live-year avexage prices wexe almost as high 
as curreot prices, so that the inducement to contest such valua· 
tions had almost disappeared. 

When valuations involving the use of live-year avexage prices 
wexe taken to the courts, it was the pexiod chOSllD rather than the 
method itself that was regarded as unfair. With few exceptions 
state courts held such valuations to be illegal. Among the most 
influential of state court cases was that of the Elizabethtown 
Gaslight Co. The New Jexsey Commissionexs had valued the 
pIOpexty of the utility company acquired before 1918 at the 
avexage unit prices for the live years preceding 1916. The valua. 
tion was contested on the ground that the unit prices wexe too 
low. In 1920, the state Supreme Court upheld the constitutional 
right of the company to have its propexty valued at the prices 
prevailing at the time of the appraisaL The court said that "the 
failure to allow for prices at the time to which the rates apply, 
July I, 19190 was an error. It is not ~enied that prices wexe vexy 
much highex in 1919> and are very much higher now, than the 
avexage for the years 1911 to 1916" (P. U. R. 1920 F, 1003). The 
decision was widely cited as authority for the use of current 
unit prices, even when vexy high.· 
Qntimately, the use of live- and ten·year average prices d 

pended on the attitude of the federal courts, for state courts 
did not pretend to exercise independent judgment on methods 
of valuation. Almost without exception, the federal courts held 
that the use of average prices was not in accord with the rate 
making rule as interpreted by the Supreme CoUl'O An impor
tant federal court decision on this question was that of Judge 
Learned Hand in the second Consolidated Gas case, 1920. A 
special master had held for the company in its plea to have the 
New York Eighty Cents Gas law set aside as confiscatory. The 
state asked the court to disregard the recommendation of the 

• State F:Ourts rejected. valuations at average prices also in eM Dimid p~ 
Co • •• -. ... 7k (Ark.), P. u. R. 19'4 B, ,.6, Mielligtm PwMie Uti/iJin Com
miniotJ •• Miemgtm S- T.kph_ CD. (Mich.), P. U. R. '9>5 C, 158. The 
New Hampshire Supr<mC Court upheld Ihe use of ..... gc prices in Plym_ 
Elemic p..,... Co. ,. S-. P. U. R. 19>3 B, 83. 
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master, and showed that the rate yielded a fair rerurn on the 
property valued at average prices for the ten years after 19"9-
In denying the state's request, Judge Hand said (P. U. R. I!PDF, 
487·4B8): 

The defendants wish me ••• to take an average over the whole 
period [since 1909] both for the cost of production and capital val· 
uation. Now whatever may be the proper method, that certainly 
is wrong. The case is not one in which an average can safely be 
made, because the variations in price which the whole period covers 
an: not normally recurrent. Averages pre-suppose that the resulting 
figure will cover variations which, though certain or nearly certain 
within the period taken, are impossible of exact prediction in their 
occurrence. They may, thcrc£orc, be spread over a period precisely 
as an insurance loss is spread. The _t rise in prices is not of this 
kind, because there is no reason whatever to suppose that during the 
next period of say five years, which is long enough to justify some 
present actions, the same causes will operate in reverse as have 0p
erated in the past. An average would be, therefore, mcaniogIess. 

Judge Hand further defended the use of current reproduction 
cost on the ground that it involved no hardship for consumers. 
With the decreased purchasing power of the dollar, a higher 
level of rates could not be regarded as a burden to the consumer 
or a boon to the utility investor. The decision holding the rate 
confiscatory was sustained hy the Supreme Court, although it 
did not pass on the valuation (p. U. R. 1922 B, 752). 

The most important case in which the courts passed judg. 
ment on the use of average prices in valuation was unquestion. 
ably that of the Indianapolis Water Co. The Indiana Com· 
mission valued the property of the company at ten·year average 
prices, emphasizing that this had been for some time the policy 
of the oommission. In 19240 the Federal District Court ruled 
that the valuation was oonfiscatory, and that current reproduc
tion cost must be given dominant oonsideration in determining 
rate making value (P. U. R. 1925 A, 740). On appeal to the Suo 
preme Court, the findings of the district court were sustained. 
Justice Butler, in the opinion for the oourt, said (P. U. R. 
1927 A, 24): 
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The validity of the rates in question depends on the property 
value January I, 1924, and for a =sonabl. time following. While 
the values of IUch properties do not vary with frequent minor Huctua
tions in the prices of material and labor required to produce them, 
they are affected by and generally follow the relatively permanent 
level and trend of such prices. • • • And we may take judicial no
tice of the fact that there bas' been no substantial ~.ral decline in 
the ptices of labor and material. since that time. The trend has been 
upward rather than downward. The price level adopted by the 
Commission-the average for ten years ending with I92I-was too 

low. 

The court's view that reproduction cost at current prices was 
equivalent to rate making value was effective in terminating 
the use of all valuation methods other than that based on cur
rent reproduction cost. 

5. SOME 0s]ECI10NS CoNSIDERED .', 

The principal merit of reproduction cost valuation at average 
prices was the ease with which its use was established. Commi&
sinns held that this method of valuation did not depart from the 
fundamental principles of the rate making rule. It was not do
nied that. the present value of the property must be fixed as 
the rate base, and that reproduction cost was the best indica
tion of present value. Commissinns simply interpreted repro
duction cost to mean normal reproduction ~~e continued 
use of the dilatory and expensive prewar valuation procedure 
-the inventory, unit prices, and deduction of observable do
preciation-did not contribute to efficient administration. How
ever, without this procedure it might not have been possible to 
use average prices, for utility companies regarded the procedure 
as a safeguard against arbitrary valuations, and many courts 
required the procedure for compliance with the constitutional 
provision for due process. On the whole, the low rate making 
valuations and the limited litigation prior to 1920 indicate the 
soundness of the policy of using reproduction cost at average 
unit prices in wartime valuation) 

The early use of average prices did not invite opposition from 
utility companies. The higher prices of the war years were in-
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eluded in the av.".ages, and th.".e was an implied assurance thai 
aft.". five years they would be of dominaot importaoce, or if 
prices should decline, the use of current prices would be re
sumed. It was clear, therefore, that the use of average prices 
could not long maintain valuations below the levd of current 
reproduction cost, unless bias in favor of coosumers was delib
eratdy introduced. For these reasons, utility companies ac
quiesced in the use of average prices, particularly as insistence 
00 valuation at current prices during the war might incur the 
hostility of the community and open the way to a charge of 
profiting by a public calamity. Besides, there was no assurance 
that the courts would sustain their right to valuation at the 
high current prices of wartime. 

The justification for the use of average prices was the as
sumption that the prevailiog price Ievd was abnormal and tem
porary. It was thought that the use of average unit prices would 
diminate the temporary abnormalities and prepare the way £or 
a return to the prewar method of valuation-reproduction cost 
at current prices. It was expected that five years after the war, 
say by 192,3, prices would be sufficiently bdow the war levd to 
be regarded as normal. This view of the probable movement 
of prices was supported by daborate studies of prices during and 
after the Civil War. By 1921 it had become apparent that the 
postwar price level, although high, was not temporary. To 
offset the effect of continued high prices on valuation, the pe
riod for averages was extended to ten years. This innovation 
was not acceptable to the courts, and after the postwar plateau 
in prices became evident, the hypothetical basis for the use of 
average prices in reproduction cost valuation disappeared. 

One of the great disadvantages of valuation at average prices 
was the obvious inadequaey of this method as a permaoent 
plan for valuation. Reproduction cost at average unit prices, re
gardless of the length of the period £or which average prices 
are taken, must ultimatdy exceed current reproduction cost when 
prices begin to decline. If valuations are not to become excessivdy' 
high, the length of the average period must be continually va
ried, or the method must be abandoned. This was the general 
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experience of commissions that used this method of valuation. 
"The tendency," said the Indiana Commission, "towards the ap
plication of two-, five-, ten-year, or any averages, to this method 
of evaluation, emphasizes its character as a makeshift substitute 
and discloses its weakness" (P. U. R. 1919 A, ~). By its na
ture, reproduction cost at average unit prices was certaio to re
sult in a return to current reproduction cost as the measure of 
rate making value, once some degree of price stability was at
tained. It was incapable, therefore, of terminating the long ex
isting controversy on valuation. 

A more important objection to this method of valuation was 
its tendency to penalize those utility companies that were com
pelled to expand their facilities to meet war needs. In general, 
wartime construction was kept at a minimum. Those utility 
enterprises that did undertake new construction during the war 
were the ones most economically situated and most efficiendy 
managed. In usiog average unit prices to value utility prop
erty, regardless of the time of acquisition or construction, c0m

missions placed such efficient utility companies in a less favor
able position after expansion than before. A utility that under
took new construction in 1918 would have found that its new 
investment was worth less than thtee-fourths of the actual cost 
if the property was valued at five-year average prices. The diffi.. 
culty is inherent in the use of averages. "It seems apparent," said 
the West Virginia Commission, "that it would be extremely 
dillicult, if not impossible, to find an average unit cost that would 
be fairly applicable to construction made in part at prewar and 
in part at war prices, especially if the same is to be of value 
as a basis for future rate making" (P. U. R. 1921 B, loS). In 
the conventions of utility operators in 1923 and 1<)24, great stress 
was placed on the necessity of protecting investments made at 
high prices by order of state commissions.' The failure to dif
ferentiate property constructed at high wartime prices from 
property constructed at low prewar prices was the outstanding 
weakness of valuation at average unit prices . 

• See the rcporb of the Val ...... ComJnitt.., of the American Electri< 1Iailway 
A.socialion, ~gs. '923. 1'- \87, 1'roe<e4ingl. '92.4. pp. '7 If. 
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VALUATION: THE USE OF CORRECTIVE INDICES 

I. REAsoNABLE AND NORMAL APPRECIATION 

THE PIUMAlI.Y OBJECT of valuation in the war and postwar pc
, riods was to give some recognition to higher current prices while 

avoiding valuations as high as reproduction cost at current 
prices. Another object of valuation in the war and postwar 
periods was to avoid the dilatory and expensive prewar valua
tion procedure. The corrective index method of valuation was 
well suited to attain these objects. Where a basic valuation at 
prewar prices was available, the present value could be· deter
mioed without dilliculty by applying an index of present fair 
value. This index, if chosen for the purpose, could be made to 
fix a rate base higher than reproduction cost at prewar prices, 
but lower tban reproduction cost at current prices. 

- The use of corrective indices began with the addition of a 
sinaIl percentage, from 5 to :zo per cent., to valuations based on 
prewar prices to allow for the higher prices of the war peri04:~· 
In several states, commissions increased the valuations they 
made by a small percentage because the prices used clearly were 
not fair.. In these instances the usual method of valuation
say, reproduction cost at average prices--did not, for' some rea
son, sufficiently reflect higher current prices. The addition of 
5 to :zo per cent to the basic valuation served to prevent the in
justice that would result if the usual method of valuation had 
beeo applied. The use of a corrective index was not the dis
tinctive feature of these valuations. Oiowever, from this early 
use of a small additional peicentage was devdoped the later use 
of the corrective index method of valuation, in which basic 
valuations at prewar prices were corrected by application of an 
index number of reasonable, normal, or present pric~2 

1 ~ for example, Re Potomru: EI«11iI: POlller Co. (D. C.), P. u. R.. 1917 D, 
S63: Re UtJit~d RtziI1IHZ11 Co.. (Mo.), P4 u. It.. :rgJ8 D, 392; Be CiJy of RedtiilJI 
(Calll.), P. u. R.. '9'9 F, 4'5. 
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Prior to 1921 the New Jersey Commission valued utility 
property by applying five-year average prewar prices to prop
erty acquired before the war. The state Supreme Court held 
that such valuations gave no recognition to high current prices 
and were, therefore, unconstitutional. The commission then 
modified its' policy to the extent of increasing .. uch valuations 
by the use of an index reflecting the reasonable increase in con
struction costs. The policy of reasonable appreciation is well 
illustrated by the valuation in the Coast Gas case, 1922. A valua
tion made at 19'3 and 1914 prices was increased by 30 per cent 
to give the estitnated average cost of reproduction predicted for 
the five years from '922 to 1926 (P. U. R. 1923 A, 349). The cor
rective index was determined by a rather complex method. The 
price trend was projected from '893 to 1926 on the basis of the 
average annual increase in prices from 1893 to 19'4' The index 
number of prices by this trend method was averaged with the 
Bureau of Labor Statistics index number of wholesale prices. 
The final index, 130 on the prewar base, was made the reason
able corrective index to be applied to the basic valuation. Until 
the resumption of current reproduction cost valuation, the New 
Jersey Commission used such corrective indices to increase basic 
valuations at prewar prices to their reasonable present value. 

Quite similar was the development of the policy of normal 
appreciation by the VIrginia Corporation Commission. Until 
192' the commission valued utility property acquired· before the 
war at five-year average prewar prices. When the state Supreme 
Court of Appeals refused to sustain such valuations, the c0m

mission adopted the policy of allowing normal appreciation in 
construction costs. The principle was formulated in the Vir
ginia Railway & Power valuation, in 1921. The basic valuation 
was at 1914 prices, and to this the commission added its 
estimate of normal appreciation. "Had there been no war," 
said the commission, "there would have been a gradual rise 
in prices due to increasing costs of production. Thus we have 
a basis which allows the company the benefit of appreciating 
values in normal times, based on prewar values, plus actual ad
ditions made at war prices" tp. U. R. 192' C, 193). As this nor-
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mal appreciation was estimated to be 2 per cent, later 3 per 
cent, annually, the policy in practice gave little recognition to 
high current prices. Thus, in the Lynchburg Traction case, 1921, 
the normal appreciation was fixed at 10.8 "per cent-2 per cent 
annually compounded for five years--which :was added to the 
reproduction cost at 1916 prices (P. U. R. 1921 E, 87). At this 
time the construction cost index for street railways was 60 per 
cent, and for electric power companies <Ill per cent, above the 
1916 level. 

The Virginia Supreme Court of Appeals rejected valuations 
in which a corrective index of 10 and 20 per cent were used, but 
it beld that an appreciation of 40 per cent gave due consideration 
to reproduction cost at current prices as required by the present 
value principle (P. U. R. 1925 A, J69). The policy of normal 
appreciation was never approved as such by the state Supreme 
Court of Appeals. The court concerned itself entirely with the 
question whether sufficient consideration was given to repro
duction cost at present prices. It was only when the index of 
normal appreciation gave this recognition to current prices that 
the court approved a valuation. In many instances corrective 
index valuations by the commission were held to he too low, and 
for this rcason the commission increased its normal corrective 
index from 10 per cent to 40 per cent. Finally, as in other 
states, when the courts insisted that present value was equiv
alent to reproduction cost at current prices, the Virginia Com
mission abandoned the use of corrective indices in valuation. 

:z. CORRECTIVE INDBX VALUATION IN MIssOURI 

The corrective index method of valuation was mor~ ex
tensively used in Missouri than in any other state. Before 1920 
the Missouri Commission used reproduction cost at five-year 
average prices in its valuations; but after 1921, when five-year 
average prices exceeded current prices, the commission changed 
to actual investment cost as the measure of the rate base. In 
several instances utility companies requested the commission to 
increase: its investm~nt cost valuations to give some recognition to 
higher postwar prices. In 1921, th .. Macon Telephone Co. and 
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the Home Telephone Co. of Joplin requested the commission 
to value their property by increasing prewar cost valuations by 
60 per cent, a request that was refused. In 1922 the utility com
panies modified their demands, and requested that prewar cost 
valuations be increased by 33 113 per cent, a formula that had 
been used by the Federal District Court in T exao (see section 3-
below). The commission rejected this request, holding that prices 
would decline, and cited as evidence the fall in construction costs 
from 1920 to 1922-

A change in the commission's valuation policy was inevitable. 
The rise in prices in 1922 led to successful litigation of com
mission valuations. The Federal District Court had already 
set aside two valuations of the Missouri Commission for failure 
to give adequate consideration to current prices ('267 Fed. ~; 
P. U. R. 1921 A, 540), and the Southwestern Bell Telephone case 
was then pending in the Supreme Court. In the meantime, the 
federal courts were giving their approval to the use of cor
rective indices in valuation. In 1922 ~e Missouri Commission 
reversed its former policy and increased a valuation at prewar 
prices by 33 113 per cent to give weight to higher current prices 
(p. U. R. 1922 E, 805). In 1923, after the federal courts approved 
the use of higher corrective indices, the commission increased 
the basic prewar cost valuations by 50 per cent (Po U. R. 1923 D, 
332)· 

The Supreme Court's decision in the Southwestern Bell Tele
phone case in 1923 was an· important factor leading to the ex
tensive use of corrective indices by the Missouri Commission. 
When federal operation of the telephone industry was termi
nated in 1919> the commission issued an order reducing rates 
to a level sufficient to yield a fair return on a valuation at pre-

. war prices. The order was sustained in the state courts, but was 
set aside as confiscatory by the Supreme Court. The commission 
had justified its valuation on the ground that lower prices could 
be expected in the future. On this the Supreme Court said: '1t 
i. impossible to ascertain what will amount to a fair return 
upon the properties devoted to public service without giving 
consideration to the cost of labor, supplies, etc., at the time the 
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investigation is made. • . . Estimates for tomorrow cannot ig
nore prices of today." (26:1 U. S. 2']6, 287). 

The effect of this decision was to induce the commission to 
make use of higher corrective indices. In several cases basic 
valuations at prewar prices were increased by 50 per cent to 
allow for greater current costs." Ultimately, however, the com
mission was required to return to the use of reproduction cost at 
current prices as the measure of rate making value. In 1924 
the Federal District Court set aside a valuation of the Joplin 
Gas Co. based on prewar cost increased by 50 per cent, on the 
ground that the commission had given insufficient considera
tion to current prices (P. U. R. 1924 D, 137). Again in 1925 
a valuation of the Springfield Gas & Electric Co. was set aside 
by the Federal District Court, and the commission was ordered 
to give greater recognition to reproduction cost at current prices 
in its valuations (P. U. R. 1926 C, 858). Thereafter the c0m

mission gave up the use of corrective indices. In 192B, how
ever, in a valuation of the street railways of St. Louis, the com
mission used a weighted index of construction costs taken from 
the Engineering N~ws-R~cortl. The full indicated increase in 
construction costs was allowed (P.U. R. 1928E, 419)' 

3- ColUtECTlVE INDEX V ALUA1l0N BY FEDEJIAL CoUB'l'S 

'-The use of the corrective index method of valuation received 
considerable impetus from the custom of the federal courts of 
comparing commission valuations, usually at prewar prices, with 
current construction costs to determine their fairness. Where a ' 
considerable difference existed between reproduction cost at pre
war prices and at current prices, the courts on occasion held that 
present fair value could be determined by increasing the com
mission valuati~y, by 50 per .cen!J The use of this method 
by Judge Hutcheson of the Federal District Court of Texas in 
the Houston Electric case (P. U. R. 1920 F, 3211), and especially 
in the Galveston case, was influential in bringing about a wide 

• s~ for ..... ple. R. Uaim! R4i1_, Co. ~ S •• Lowis, P. U. It. 1923 D. 
759; Re Missowri Elmric.~ CD.~ P. U. R. J923 D, 85J. In Rt' Home Tfrk... 
P/SOItt' Co .• P. U. R. 1924 A. 2S3, the oomm.ission allowed an increase of 44 per 
coo, rather than the c:ustomary So per cent of the basic valuation. 
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acceptance of this method of valuation by commissions and by 
courts in other states. 

The Galveston City Commission fixed the street car fare £or 
that city at five cents. The Galveston Electric Co. applied £or 
an injunction !cstraining the city from enforcing the fare. The 
Federal District Court did not grant an injunetiQll, but appointed 
a master to take evidence as to the fair value of the utility's prop
erty and the sufficiency of the fare. The master held that the 
proper basis for determining the rate value was the probable 
future level of prices. The agreed cost at prewar prices was 
therefore made basic, and evidence was introduced on probable 
future prices. At this time, 1~1, construction costs were no 
per cent above 1913 priCes. The utility company contended that 
prices would finally settle at 60 to 70 per cent above the pro
war level. The city commission contended that prices would re
turn to approximately the 1913 level. The master recommended 
that the basic value be increased by 33 1/3 per cent, a recom
mendation accepted by the court. Ad~itions sinee the basic valu
ation were included at actual cost. On appeal to the Supreme 
Court, the valuation of the special master was sustained (P. U. R. 
1922 D, 159)' 

In addition to these decisions of Judge Hutcheson, two cases 
in the federal courts of Minnesota aided in bringing the cor
rective index method of valuation into wider use. In 1919 the 
City of Winona valued the property of the Wisconsin-Minnesota 
Light & Power Co. on the basis of average prices for the fifteen 
years from 1900 to 191+ To give consideration to present prices, 
the basic valuation was increased by 25 per cent. The utility 
company contended that the increase allowed was insullicient, 
and it was sustained in thi. contention by the Federal District 
Court (P. U. R. I~1 A, I.¢). In 1921 the case again came 
before the court and the matter was referred to a special master 
for determination of the rate making value. The master recom
mended a valuation at reproduction cost at 1919 prices. The 
court rejected the master's recommendation, and said that re
produetion cost at current prices was not the measure of rate 
making value (P. U. R. 1922C, 461). 
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These decisions were synthesized when the Circuit Court of 
Appeals decided that a rate making value 50 per cent above a 
basic valuation at prewar prices would b. fair for the Minne
apolis Gas Co. The case had come to the Federal District Court 
on an injunction proceeding to restrain the enforcement of a 
city ordinance fixing gas rates. The court appointed a master to 
report on the fair rate making value. The master found the 
fair value by increasing the actual prewar cost by 25 per cent 
to allow for higher current prices. The report was confirmed 
by the court and both parties appealed. The Circuit Court 
of Appeals in its decision, 1923, hdd that an allowance of 25 
per cent failed to give adequate weight to reproduction cost at 
prices prevailing at the time of the valuation. Judge Munger, 
for the court, said that "no marked recession of prices has taken 
place since the time this case was heard by the master, and 
there is no present appearance of an assured reduction. OUI 
conclusion is that the master's increase of the undepreciated 
cost price • • . is too low, and that this base should be in
creased by 50 per cent" (285 Fed. 827). The Minneapolis de
cision was widdy cited by commissions and COUlts as authority 
for the use of a corrective index of 50 per cent. Inasmuch as the 
construction cost index £or gas utilities at the time was 120 

per cent above the 19'3 level, the decision of the court did not 
give great weight to cUIrent prices, unless the property was abnor
mally depreciated. 
LThe corrective index method of valuation became increas

ingly popular after 1923 Iargdy because it offered a plan for 
avoidiog prewar valuation procedUle with reproduction cost at 
current prices as the dominant clement in the rate base. The 
acceptability of the corrective index method of valuation to the 
federal COUIts was an additional recommendation. In fact, in 
1923 the federal COUlts seem to have been favorably inIpressed 
by the possibility of avoiding the difficulties of valuation pro
cedure by the use of corrective indiceS:! Judge Farlington had 
this to say of the corrective index method of valuation: "If it 
were poosible to find with confidence the original cost of the 
plant and of subsequent additions thereto, • • • some light 
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might be afforded as to present reasonable value by applying to 
the original cost a percentage factor which represents the dif
ference between present prices and those prevailing during the 
period of construction" (p. U. R. 1923 E, 485). 

""The general attitude of the federal courts toward the use of 
~ective indices continued to be favorable ill 1924 and 1925.1 
After the Georgia decision in the Supreme Court (chapter VIi;' 
section 5> bclow), the case again reached the Federal District 
Court in 1924, and a special master was appointed to report on 
fair rate making value. The master held that if a corrective in
dex of 60 per cent were applieil to a 1914 valuation, and additions 
since then also adjusted to current prices, a fair value would be 
determined. The valuation on this basis was upheld by the 
court (P. U. R. 1925 A, 546). The index of construction costs 
for utilities was then 100 per cent above 1914 prices, so that the 
application of a corrective index of 60 per cent by the court was 
regarded as approval of valuation methods in which reproduc
tion cost at current prices was not given dominant recognition. 

Later. in 1924, another corrective index valuation was made 
by the Federal District Court of Minnesota. The Duluth Street 
Railways applied to the court to enjoin the enforcement of a 
rate order of the Minnesota Commission. The court appointed a 
special master to report on the fair value of the company's prop
erty. The master took a basic valuation at prewar prices and 
added to this an appreciation of 21 per cent to allow for higher 
prevailing prices. The court did not accept the valuation because 
the corrective index the master used gave insufficient considera
tion to current prices. Instead, the court applied a corrective in
dex of 40 per cent to the basic valuation (P. U. R. 1925 D, 226). 
At this time the index of street railway construction costs was 
more than 100 per cent above the 1913 level. 

For a final illustration of the use of a corrective index by a 
federal court, the Maryland telephone case may be cited. The 
Maryland Commission valued the property of the utility com
pany on the basis of 1914 prices, with wartime construction valued 
at actual cost (P. U. R. 1925B, 545). In 1925 the case feached 
the Circuit Court of Appeals where the valuation was held to 
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be confiscatory. The coun said that a £air rate base could be de
termined by correcting the commission's valuation by the in
dicated rise in wholesale prices shown by the Bureau of Labor 
Statistics index (P. U. R. 19250, 407). At the time of the com
mission's valuation in 1924> wholesale prices were 50 per cent 
above the 1913 kvel, while telephone construction costs were 'JO 
per cent above the 1913 level. The use of wholesale prices in
stead of telephone construction costs thus resulted in a rate base 
below reproduction cost at current prices. 

+ DISAPPROVAL OF INDICES BY THE FEDERAL CoURTS 

Dbe emphasis of the courts on current reproduction cost, in
dicated in part in the previous chapter, kd ultimately to the 
ahandonment of the corrective index method of valuation. The 
Mobile Gas case was one of the first in which a federal court di5-
approved the use of a corrective ind<!;) The property of the 
utility company was valued by the Alabama Commission at 
prewar prices with 50 per cent of the basic valqation added to al
low for the higher level of current prices. The case was carried 
to the Federal District Coun where the valuation was held to 
be confiscatory. The court said that to value "a utility for rate 
making purposes by valuing its property at prewar prices, and 
then adding thereto one-half of the increase in prices between 
that time and the time of the valuation, • • • is nothing more 
nor less than an effort to confiscate so much of the company's 
property as is represented by one-half of the increase in market 
values between the war period and the present time" (P. U. R. 
1924 B, 644). 
:.. The insistence of the courts after 1924 on the predomi Mot 
importance of reproduction cost at current prices was rdlected 
in their attitude toward the use of corrective indices. The valua
tions made by the federal courts showed a steady rise in the 
corrective index that was regarded as necessary to give present 
value; While in 1920 a corrective index of 33 113 per cent of 
the basic prewar value was regarded as adequate, in 192'1. a cor
rective index of 60 per cent of the basic prewar value was held to 
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be inadequate. The decisiDns of the Federal District Court of 
Missouri in the JOPlin and Springfield cases fDreshadDwed the 
end Df corrective index valuatiDn (P. U. R. 1924 0, 137; P. U. R. 
1926 C, 858), fO! nDwhere was this method Df valuatiDn more 
thDroughly established than in Missouri. 

In the MDnroe Gas case .: valuatiDn based on a COl

reetive index was conelusively rejected by the CDurts. In 1924 
the Michigan Commission valued the company's property at 
average prices for 1905 tg 1914, and increased the basic valua
tiDn by 60 per cent tD aIlow for higher prevailing prices. The COl

rective index was determined in the fDllowing manner: the 
ten·year average of prices from 1905 to 1914 was made basic, 
and frDm this an index of present CDnstruction costs was found 
by comparing with the base actual average prices paid for con
struction by the company since 1915- The index of actual average 
costs determined in this manner was apprDximately 160, while 
the index of current construction costs for gas utilities in 1924 
was 220 Dn a 1913 base and even higher on the base used by 
the commissiDn. The final valuatiDn fixed by the cDmmission 
was considerably less than present reproduction cost (P. U. R. 
I924 C, 808). 

This was unquestiDnably an extreme application of the COl

rective index method of valuation, and it was not surprisiog 
that the Federal District Court held it to be confiscatory. 'the 
court ruled that failure to give dominant consideratiDIl> to" re
production cost at current prices deprived the utility company 
of its property without due process of law. In an earlier litiga
tion involving the same cDmpany,. the court had held that re
production cost must be considered in determining fair value 
(P. U. R. 1923 E, 661). The CDurt now went farther and said: 
"We think that the Supreme CDurt has now adDpted the rule 
that, at least in the absence of special circumstances controlling 
otherwise, and not present here, the dDminant element in the 
fixing of a rate base in a case such as is now before us is the 
reproduction cost" (P. U. R. 1926 0, 13). The opinion was 
widely cited, and the case became a leading authority against 
the use of wartime valuatiDn methods. It shDuid be noted, hDW-
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ever, that the Supreme Court did not reject a corrective index 
valuation in this period." 

5. AN APPlWSAL OF CoR1lECrlVE INDEX V ALUAnON 

.:Although the use of corrective indices was not as impor
taot a method of valuation as reproduction cost at average unit 
prices, it was probably superior for the purposes commissions 
had in view. Because of continued high prices, the use of aver
ages had to be abandoned in 192-1, at a time when the difficul
ties of valuation were still great. At this time commissions 
sought a valuation method that would minimize the complexity 
of prewar procedure and that would maintain valuations below 
reproduction cost at current prices. The corrective index method 
was admirably suited for these purposeS;; Not only could com
missions dispense with the procedure that was ordinarily used 
in reproduction cost valuation at average prices, but by allow
ing only part of the indicated rise in construction costs they 
could avoid high valuations. 

The great fluctuation in prices after the war intensified the 
valuation controversy from 1919 to 192-5. Every considerable 
change in prices brought pressure from utility companies or 
consumers to revise rates. An examination of commission re
ports indicates the frequency with which revaluations were un
dertaken in this period. Under the circumstances, commissions 
we.\. ~ equipped to undertake precise valuations. By the use 
of Greetive indices, the former elaborate procedure could be 
avoided, for such valuations frequendy started with a basic 
valuation already available. By applying to this basic valuation 
a correctlve index that made allowance for higher prices, £air 
present value could be determined without great difficulty. Even 
when commissions did not intend to find a low rate making 
value, the corrective index method was used to simplify valua
tion procedure. Its usefulness for this purpose was widely rec
ognized by the federal courts. 

• During the r<eent depression the Supreme Court did reject • comcdve iDdea 
..uuation in the Maryland Rlepb ......... 8 P. U. R. N. S. 433. In fact, the 
index used in this case was die mO$t claborao: the commission could devise for 
ita purpose. See Chap. IX, scctiOD ... bc:I.ow. 
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The corrective index method of valuation wa. unquestionably 
'helpful in maintaining low rate making values. It is remark
able that at a time when utility companies were litigating valua
tion., and courts were emphasizing the importance of current 
prices, commissions succeeded in fixing low rate making values 
by use of thi. method. This was done by allowing less than the 
full rise in prices that would be shown by the use of accurate 
indices of utility construction costs. The final rate making value, 
when a corrective index was used, depended upon how the in
dex was determined. Theoretically, the index showed the rela
tion of £air prewar value to fair present value. In practice, va
MUS indices were used for this purpose. For simplicity, they 
may be classified in four groups: special indices designed for 
particular valuationsJ the Bureau of Labor Statistics index num
ber of wholesale pri~ indices of general construction costs,1 and 
indices of construction costs for particular utility industries. 
These groups of corrective indices will be considered in some 
detail 

(I). When a special index was used, it was not diflicult to 
devise one that would result in a low valuation. Thus, in the 
Monroe Gas ease, the Michigan Commission', index compared 
average prewar prices with average actual prices paid by the 
company from 1915 to 1924 The index of current construction 
costs for gas utilities in 1924 was 221 on a 19'3 base, the index 
of ten-year average, costs was 191' on the same base, an4 the in
dex by the commission's method was 160. The special index 
used by the New Jersey Commission in the Coast Gas case is 
another example of this kind. The normal appreciation added 
to the basic valuation was found by averaging two indices-an 
index of normal prices found by extending the prewar price 
trend, and the Bureau of Labor Statistics index number of whole
sale prices. The resulting index, 30 per cent ahove the 1913 base, 
allowed less than on~ird of the increase in valuation that 
would have resulted from the use of current construction costs 
for gas utilities. 

(3). The Bureau of Labor Statistics index number of whole
sale prices was widely used in valuations, particularly to eo-
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tablish the nature of actual or hypothetical price movements. 
In some instances, as in the Maryland telephone case. the £air 
value for rate making was determined by converting a valua
tion at prewar prices into a present £air value by allowing the 
price rise shown by the index number of wholesale prices. In 
other instances, as in New Jersey and in Virginia, the Bureau of 
Labor Statistics index number was used to establish trends to 
determine normal or reasonable price changes. Because whole
sale prices rose less than construction costs, the use of this 
index permitted commissions to fix valuations much below re
production cost at current prices. 

It was sometimes said by courts that allowing utility c0m

panies higher valuations did not result in giving them a return 
with greater purchasing power than they had before the price 
rise. Thus, Judge Hand in the second Consolidated Gas case 
said that an increased valuation adds nothing to the profits of 
the company, for while the profits are paid in more dollars, 
the dollars have proportionately less purchasing power (P. U. R. 
1920 F, <j83). A special master for the Federal District Court 
of Arkansas went so far as to say that "a dollar invested in a 
public utility shan be permitted to earn such income as will 
enable such income to buy the same amount of other things 
that the prevailing income on a dollar bought at the time the 
dollar was originally invested in the public utility" (P. U. R. 
1924 C, 73). This theory would require that £air return be va
ried according to a rctail price or cost of living index. In fact 
no use was made of cost of living indices, although some com
missions regarded the wholesale price index as an approximate 
measure of the purchasing power of income. It should be noted 
that to allow utilities a constant real return during periods of 
high prices would permit utility common StoCkholders to re
ceive an enlarged return in purchasing power, for the capita! 
represented by bonds and preferred stock receives a constant 
money return. 

(3). In Missouri and in other states the E"gi,.~m"g NtftlJSo 
RNord index of construction costs was frequently used in valua
tions. This index was based on the weighted average prices 
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y .... Con.truction Co.u Whole .. ]e PrieeI Roull Pri«o 

1914 ••• ,.0._ ...••.•.... 88.6 9l1.1 100.1 
1915 ................... 92.6 100.8 10<.1 
1916 ••••••••••••••••••• 129.6 126.8 116.6 
1917 ••••••••••••••••••• 181.2 117.2 au 
1918 ••••••• H •••••••• _, 189.2 l~.l 166.9 
1919 ......... ; ••••••••• 198." 2 .... J91.' 
192 ••••••••..•••••.•••• 251.3 226.2 195.6 
1921 ••••.•••.••••••..•. 201.8 146.9 17 •• 8 
1922 ••••••••••••••••.•• 174.' 1.f8.8 11'.3 
1m ......•............ 21'.1 ISl.? ]14.7 
192< •.••••••••.•••••... 215 •• 149.7 17 .... 
1925 •.•.••..••••••••..• 206.1 158.7 181.3 

-1'913=10). Tbe.colUtl'Ueticnl rosa illde:z i, from the B~", NtfIJS-Rnod. tho whoIenle 
&Ad ~tail price indica are these 01 the Bureau of LAbor Statiltia. 

of labor, steel, lumber, and cement. Because of the limited col
lection of commodities, this index could not be an accurate meas
ure of construction costs for utilities. Further, differences in con
struction costs for various ·utilities were surprisingly large. In' 
~cral, construction costs for gas and water companies rose 
much higher than construction costs for telephone, street rai1-
way, and deciric power companies. For this reason usc of tbe 
Engineering News-Record index of construction costs resulted 
in valuations above current reproduction cost for some utilities 
and bdow current reproduction cost for others. Despite these 
obvious deficiencies, the general construction costs index was 
very widdy used. 

(4). The index that most nearly represented reproduction 
cost at current prices was tbe construction costs index for a par
ticular utility industry. Even with this index, inaccuracies were 
inevitable. Indices for construction costs for utility plants in 
the same industry might differ by as much as 20 per cent. T de
phone construction costs, for example, cannot be expected to 
rentain the same for companies operating under different con
ditions. The inventories of the property of the New York T de
phone Co. and tbe Chapd Hill T dephone Co., to take an ex
treme instance, would differ coosiderably. Telephone poles 
and the cost of placing them would be an inzportant item in 
Chapel Hill; they would be of minor inzportance in New York. 
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GENERAL AND PUTICULAlL CoNSTlt.UCTION CosTs· 

""""" EIoc<ric S ..... Amfi<W W" .. 
y~, Coutructio p""", 1t.aiI_,. G.. T ......... W.ru 

1914 .. _ •• 89 91 97 97 .. 9' 
1915 ••••. 91 99 100 100 101 99 
1916 ..... "0 128 no '" lIt 129 
)917 .•••• 181 163 163 191 us 197 
J918 ..... 189 177 191 211 1<9 2U 
1919 .••.• 198 182 2111 :m 166 211 
1920 ..... 2S1 211 ... ,.. 191 271 
J92-1 ..... 202 181 202 "" I .. 220 
1911 ..... 17< 161 175 192 171 197 
1923 ••••• 210 179 200 223 177 23. 
1924 ..... 215 180 lOS 221 170 2., 

The cost of laying underground cables would be included in 
the New Yark inventory, and omitted from the Chapel Hill 
inventory. The proportion of wire mileage to instruments would 
be different because of population density. Many such diffet
ences could be enumerated. They bear out the contention that 
no genetal index, even for a particular utility industry, can ac
curately rdleet changes in reproduction cost for all utility enter
prises. 

Finally, it should be noted that apart from the choice of an 
index, valuations were maintained at a comparatively low level 
by allowing only part of the indicated increase in constrUction 
costs. When the courts began to hold that valuations must re
Beet fully the indicated rise in costs, commissions gave up the 
use of the corrective index method of valuation. For a long 
time, however, commissions succeeded in their policy of all0w
ing only part of the increase in construction costs. This policy 
was defended on the grounds that reproduction cost was not 
equivalent to rate making value, for original cost must also be 
considered; that the rate base must be applied to a future pe
riod rather than the current period, so that reproduction cost 
should be based on expected future prices rather than on current 
prices; and that under any circumstances utility companies could 
ask only for normal or reasonable reproduction cost. The valua-
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tion methods developed in the war period proceeded on the the
ory that current prices were unreuonable and abnormal, and 
need not be fully rdIccted in the rate base. The: corrective index 
method of valuation applied this theory by allowing a lower 
index of present value than would be found by using prevailing 
prices. 



VALUATION: THE SPLIT INVENTORY 

I. THE SPUT lNvENnmy Mkn.oo OF VALUATION 

.JTHB SPUT INVENYOkY was the most important of the valuation 
methods used by commissions and courts in the period from 
1916 to 1926. More than any otheI method, it succeeded in at
taining the objccts of valuation in this period of high prices: 
to maintain low rate making values and to avoid the complex 
valuation pIOCedure. The split inventory method of valuation 
divides the property to be valued into two patts on the basi. 
of the date of acquisition. and values these patts of the inven
toty at di1Ierent unit prices. The property in existence on a 
given date in the past is generally valued at reproduction cost 
on that date at current or average unit prices, and all property 
acquired or constructed thereafter is valued at actual invest
ment. Land is invariably valued at the market price of adja
cent lands.' 

A common form of the split inventory was built up value. 
In this method of valuation an earlier appraisal generally made 
before the period of high prices was accepted as basic, and the 
present valUe for rate making was found by adding the cost 
of the property acquired ~ the earlier valuation. It must 
be noted that a built up valuation, by utilizing an earlier ap
praisal, obviated the need for a new valuation proceeding. The 
basis for a built up valuation was usually an earlier rate base; 
but when a satisfactory rate base was not available, com-

• A prolDtype of the split in .... .....,. what may be called the '-ed in
ventory. hat always beca accepted. as an approved method of valuation. By this 
method utility property was divided inlD three dasseo: load, equipment, and in
tangibles.. Land was iavariably ... alued at its full mark.et va1~ equipmmt was 
generatly nlucd at DlOfe than investment but at less than RpCOductioo. cost. aDd 
inmngiblcs in the form 01 ..... hcad. eo:., were nlucd at actual coot. There has 
boea coosiduabIo dixwoioD 01 the inconWn:ocy 01 the dassified in • ........,. See. 
fur ...... pI .. C<nuo/i,j_ Gu Co ••• Prnt,j<rpd (N. Y.), P. u. l\. '9%5 B, 798, 
and UIfik,/ F..I Gu Co • •• lWlic S ...... C"",missioa (W. Va.), P. U.1l. '9%1 A, 
107· 

[ 751 
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nllssions occasionally used a valuation made for capitalization, 
sale, or consolidation.' 1£ the appraisal was made at the lower 
prices that prevailed before 1918, such a built up value did not 
differ in result from the usual split inventory valuation. 
C. To maintain low valuations it was essential to choose a 
satisfactory date for dividing the inventory. Inothis, as in other 
valuation methods of this time, commissions sought a date that 
ruight be regarded as representative of normal pric"8 From 
1916 to 1920, the usual split inventory division date was in the 
period before the United States entered the war. The effect 
of the choice of this division date was to fix the basic valua
tion far below current reproduction cost. As the period of 
high prices continued, commissions chose later division dates. 
Thus, in New York, where the split inventory method of valua
tion was used from 1916 to 1926, the commissions used 1914 as 
the division date in valuations made before 1920> and 1917 and 
19,8 as the usual division dates in valuations made from 1921 
to 1926. Continued high prices thus resulted in higher rate 
valuations as the division date was advanced into the war 
period. In many statcs a uniform division date was generally 
used in all split inventory valuations, although no uniforruity 
in the choice of a division date can be seen in the· different states 
that used the split inventory method. 

The inIportance of the division date for the inventory is in 
its relation to unit prices. Many commissions modified the effect 
of a later division date by the use of average prices in valuing 
the basic inventory. Five-year averages were frequendy used, 
and longer period averages were occasionally used.· The object 

• See Rr lll'me; A.. MfIIT'ay (Calif.), p~ V.-L J9J1C, 521:; RoR •. Menenbwg. 
I..eItnuuldl ~ Mtlr/c.el Ekclfie Co. {peDDa.), P. U. lL 1919 P, 1tot; KJuu., city 
RailWtl, CQ • •• KanltlS city (Mo.), P. U. It 19t8 E, 190; Re Miltoa 6' Millo. 
IlmCtio1l Tdepllone Co. (Wise.), P. U. R. 1920 C. no; LyotJI •. W~ Tb 
,n- Co. (N. Y.), P. u. R. 192' A. 385; Re 1.'""", Bdl Tdep".'" Co. P. U. R. 
1922 Eo 46; I/e CAu.puk_ IT PoIo_ TdepAo .. Co. (W. Va.). P. U. R. '92' B, 
91· 

• Re 1JJi". NDrlfJl!m UtIDtUl Co.~ p~ U. R. 1920 D~ 979; III UlIIlt Gtu & 
Co~_ Co. P. U. R. '9'OC. 854; Re NonA_ /kII Tdep"",,, Co. (Mian.). 
P. U. R. '9» C. 76 •. 
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in using average prices, particularly when the division date 
was later than 1917. was to maintain low basic valuations while 
complying with the rule that the prices of the time of valua
tion must be given consideration. The fundamental purpose 
of commissions in using the split inventory was to maintain 
low rate making values, and this was done by eliminating or 
minimizing high current prices in the basic and in the supple
mentary valuations. 

After hesitant usc in 1916, the@;>lit inventory method carne 
into common use by 1918. although it was less important at this 
time than reproduction cost valuation at average unit prices.. 4 

The great stimulus to the increased use of the split inventory was 
the decision of the New York Supreme Court in the Brooklyn 
Borough Gas case, in 19!!!J This was the most important early 

. split inventory valuation considered by a court, and it had the 
added prestige of the approval of Chief Justice Hughes, then ref
eree for the New York Supreme Court. The Brooklyn Borough 
Gas Co. had applied to the court for an order restraining the en
forcement of rates prescribed by statute which the company al
leged to be confiscatory. The utility company requested a 
reproduction cost valuation at average prices of 19XZ to 1916. 
The commission had used a built up valuation with 1914 as 
the division date. In approving the commission's valuation, Mr. 
Hughes said (P. U. R. 1918 F, J48): 

When the value of a plant has been properly detennined by the 
..,guIating authority, and suitable allowance is made for the in
vestment in subsequent additions, it is manifestly proper to calculate 
the £air ..,tum upon this basis, • • • and there is no _son why 
the", should be subotituted for the official appraisal a hypothetical 
estimate of reproduction cost under abnormal conditions _ching 
an amount vastly in excess of investment. I conclude that the Com
mission's appraisal plus an allowance for investment in suhsequeot 
additions as shown by the plaintiff's books, alfords in this case a 
proper basis for calculating the £air retum to which the plaiotilf i. 
entitled • 

• The opIi. in.tDtory was "'"" before JUly. 1918, in California, DisIrict of C0-
lumbia. nUnois, luwana. Maryland, Mi~ New Ham~ New Jeney. New 
York, ~ Oregon. and Wisconsin. 
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The opinion was widely cited, and because of the authority of 
Mr. Hughes carried great wright with courts and commissiOlll. 
In particular, the refusal to allow a reproduction cost valuation 
at live-year average unit prices induced many commissions to 
change from this method of valuation to the split inventory • .. 

2. THE SPLIT INVI!NTO&Y IN NEW Y Olllt 

Une Public Service Commissions of the first and second dis
tricts of New York were among the first to make _ensive 
use of the split inventory method of valuatio~~ As early as 
1916 the commission of the first district valued the Newtown 
Gas Co. by increasing a basic 1914 appraisal by the estimated 
additional investment (p. U. R. 1916 D, 825), and later in that 
year the same commission valued the New York Edison Co. 
on a 1913 split inventory basis, the earlier property being valued 
at 1913 prices and the latter property at actual investment cost 
(P. U. R. 1917 A, 364). In upstate New York, the commission 
of the second district began the use of the split inventory early 
in 1918, when the Lockport Electric Co. was valued at repro
duction cost of 1912, with additions from 1913 to 1916 valued 
at actual cost (P. U. R. 1918 C, 675). Thereafter, until 1926, 
the cornniissions of the first and second districts were definitely 
committed to the split inventory method of valuation. 

Until 1920, the split inventory valuations were accepted with
out question in New York. In that year the policy of the com
tnission of the second district was tested in the state Supreme 
Court. In the Mt. Vernon Water case, decided in 1920, the court 
approved a valuation of the referee in which a corrected ap
praisal of 1913 was built up by allowing the actual cost of ad
ditional investment from the division date to the time of 

"Throughout this period there were two commissions in New YorI< ...... 
The commission of the first district had jurisdiction in New York City, the 
commission of the rcamd dim"" in the rest of the ._. The policy of theoe 
COlJ1I11iyio .. was pr<cisdy the same. and becau~ the contin....." of this policy 
was dependent on the afPl'Ovai of the state and federal courts,. there it no ~need 
to consider their rate cues separately. At present there ia onty oac Public; Service 
Comrniuioa in New York. ~ of the dutieI of the eu'li~ oommUsicm of the 
lint di.trict are now performed by the Tnuui. CommiIIion of the City of New 
York. 
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the new valuation. & in other split inventory valuations, the 
full appreciation in the market value of land was included 
in the rate base. In his opinion, Judge Tompkins quoted at 
length from the Brooklyn Gas case, and empbasized that "this 
method of arriving at the present value of the plaintiff's prop
erty was approved by Judge Hughes" (p. U. R. 1'}20 D, 520). 
In 1'}20 and 1921, the New Yark Commissions continued to use 
the split inventory method, generally in the form of built up 
valuations. 0 The court decisions of 1'}20 and 1921 that induced 
other states to abandon the split inventory method of valuation 
did not affect the policy of the New York Commissions.' 

An unfavorable decision of the state Supreme Court in the: 
Iroquois Gas case (P. U. R. 1921 B, 485), however, resulted in 
a modification of the valuation policy of the Ne:w Yark Com
missions to the extent of advancing the inventory division date 
to 19'7, when the higher prices of the preceding year could bave: 
some dIect on the rate making value. The later division date 
was used in the Utica Gas & Electric case, in which the basic 
inventory was valued at reproduction cost in 19'7, with addi
tions valued at actual cost. .. [The basic] valuation • • • mid
way between 19'4 and 1'}20." said the commission, "reflects the 
increased war costs of the period. The additions allowed since 
1916 rdlect the further increases in costs up to the present time" 
(P. U. R. 1922 A, 149). The commission of the first district 
adopted the: same division date, 1917, in its valuation of the 
Long Island Gas Co. In denying the applicability of the Iroquois 
decision, the commission empbasized that its valuation method 
was in close agreement with that of Chief Justice Hughes in 
the: Brooklyn Borough Gas case (P. U. R. 1922 B, 19) • 

• b Gietl c~ TJepJumt: Co.~ P. U. It. 19%oD. 529; Lyoru fl. Wq;w TJe.. 
pIu>w Co., P. U. R. '92' A. .8S; Re KiJlK"". c.s 6- EJ«trie c~ .. P. U. It. 
192' B. 16: Re Sowtlura N.., Yon\ P_ 6- R4il""'T Carp •• P. U. It. 1921 D. 
135· 

• Sec !he dcQs;ons of !he New Jcnoy Supreme Court in !he E1W1x:th_ 
cu:. p. U. It. ._ F, 1001: !he Mismuri Fed=! Di>trict Court in !he St. Joseph 
cu:. P. U. R. 1921 A. 540: !he Di>trict of Columbia Court of AppcoI. in !he _mac case. P. U. It. 19" B, 68<. In these caS<S !he ....... roj«tcd the split 
in .... ""Y. deopi~ !he _, 01 mmmi ..... , that !he ...- had the appronl 
of Chief Justice Hughes. 
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Even this modification of the split inventory method of 
valuation in New York to bring it into closer conformity to the 
present value rule was not sufficient to satisfy the courts. In 
the New Yark State Railways case (P. U. R. 1922 E, 675) the 
state Supreme Court, and in the New York Tdephone case 
(p. U. R. 1925 A, 491) the Federal District Court hdd that 
split inventory valuations were not in accord with the law. 
Thereafter, the split inventory method was used onIy in isolated 
instances in New York in which recent valuations at postwar 
prices were built up to give present value. This was done in the 
Peekskill Electrie case in which a 19n valuation was increased 
by the cost of subsequent additions (P. U. R. IC)25D, 593), and 
in another Brooklyn Borough Gas case in which a reproduction 
cost valuation of 1923 was increased by the investment in addi
tions since the basic valuation (P. U. R. 1927 A, 2(0). 

3. THE SPLIT INVENTORY IN WISCONSIN 

The Wisconsin Commission was. the strongest advocate of 
the split inventory method of valuation. Before the war this 
commission had used reproduction cost at average unIt prices. 
In 1917 the commission abandoned reproduction cost and adopted 
the split inventory method of valuation. In that year in valuing 
the Racine Water Co. £or municipal purchase, the commission 
used a 1914 split inventory, the basic property being valued at 
a five-year average of the prices of materials with partial recog
nition of the upward trend of labor costs (P. U. R. 1917 D, 277). 
The commission did not use the split inventory again until 1918 
when it valued the Milwaukee dectric system at a 1914 split 
inventory with the basic property appraised at ten-year average 
prices (P. U. R. 1919E, I). Later in the same year, the c0m

mission made a built up valuation of the Green Bay Water Co. 
by taking an appraisal of 1916 as basic and adding to it the 
cost of subsequent additions (P. U. R. 1918 F, 59). 

By 1918, therefore, the split inventory method of valuation 
had become the accepted policy of the Wisconsin Commission. 
When a valuation of 1916 or earlier was avaijable, the commis
sion built it up; otherwi .... a new 1914 split inventory valua-
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tion was made." The commission made frequent use of tentative 
and temporary valuations. Where such valuations were built 
up for use in rate proceedings, it was expressly stipulated that 
they could not be used in later proceedings as evidence of £air 
value. 0 There was no pretense that valuations fixed in this in
formal manner represented £air present value with accuracy. 
They were regarded as an expedient for simplifying valuation. 
procedure in an abnormal period. For this purpose built up 
valuations were ideal, for they could be completed quickly and 
economically from previous appraisals and from records of re
cent investment. 

While other commissions were retUrning to current repro
duction cost valuations after 1921, the Wisconsin Commission 
continued to use the split inventory and defended the method 
as conforming to the rate making rule. The split inventory, the 
commission hdcl, gave due consideration to prevailing . prices 
(P. U. R. 1922 C, 829); and it was fairer in the long run to the 
utility companies and to consumers (p. U. R. 1922A, 259). 
Nevertheless, the policy of the commission did not go unchal
lenged by the utility companies. Until 1925 the state Supreme 
Court uphdd the commission's valuation method. When, how
ever, the federal courts hdd that the split inventory did not give 
adequate consideration to the present value of utility property, 
the state court reversed its position and the commission changed 
its valuation policy. 

The favorable attitude of the state Supreme Court is ap
parent from its decisions in various split inventory cases. In 

• For built up valuations. see Re TfIIin City TJepAone Co •• U Wise. J.. C. ~ 
:u:g; Re Portagt! A.mman Gtu Co •• 22 Wise. It C. R., 215; Re WUcoruin TrtIf:
Wmi Liglui Heat fir PoWn" Co.~ P. U. It 1919 B, 224; Re WfJOd CrntItIp Ta~ 
pAone Co., P. U. R. 1919 F, 226; & R .. 1if<wd 6- l.......,ban R4i1""'Y Co., P. U. R. 
1920 C~ 1010, MilWQSlk"n v. MillVifU/tee Gtu UgJJl Co~ P. U. R. 1920 P., 833. 
k BJoiJ WI1k1'~ Gat 6' EI«ttie Co>; P. U. 1L 19%1 AI 299i Re Rose Milling Co~ 
P. U. R. 19%:1 A. 587; R4 Wimmsi. Tel~p"01Ie CQo# P4 U. ll. 1922. B. 5"53; k City 
.1 LAC",,,,, P. U. R. '9'4 It, 586 • 

• & Eon ..... Wim>M. El«tri< C ... P. U. R. '919 F, 6.4.; & 111kA"" 14-
liZ'" £I Po.,w Co •• P. U . .R.. 19:10 A. 345; k MilUle 6' MihotJ 11maio,. Tel~ 
Co.. P. U. It. 1920 C. alo; IU WUcomilf T~ COo# P. U. ll. 19aQ C, 116; 
& Ctmlm.' ... ..uA C ... P. U. R. 1923 A, 689. 
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upholding a 191z split inventory valuation in the Waukesha 
case, the court stressed the compulsory nature of the utility 
business and the consequent need to protect the investment 
rather than the reproduction cost of utility property. "Before 
the jurisdiction of the court can be successfully invoked." said 
Judge Rosenberry, "it must appear that the.property of the 
plaintiff is being taken, not that it is deprived of the benefit of 
market fluctuations in the value of materials and labor" (P. U. R. 
1923 C, 339)· The court refused to consider objections to the 
split inventory method as such, holding that the ultimate test 
must be the valuation found rather than the method used. 
"The constitutional rights of a utility are not invaded by thepur
suit of a wrong method of valuation," the court said. "It is not 
its method that is to be reviewed, but the result reached by the 
Commission" (P. U. R. 19Z2 B, II3)' While upholding the 
split inventory, the state Supreme Court neverthdess empha
sized that because of the constitutional issue, the judgment of 
the federal courts would be decisive. , 

In 1925 a split inventory valuation of the Ashland Water 
Co. was set aside as confiscatory by the Federal District Court 
in Wisconsin. Tbe commission had valued the property of the 
utility company on a 1916 split inventory hasis, with ten-year 
average prices appreciated by 15 per cent applied to the basic 
inventory, and additions after the division date valued at in
vestment cost. The federal court hdd it was a denial of the 
present value rule to appraise the basic inventory at prices pre
vailing eight years before the valuation, and that it was also 
repugnant to this rule to value later additions at investment in
stead of reproduction cost (P. U. R. 1926 B, 292). Tbe state 
Supreme Court accepted the decision as binding and on a 
rehearing of the Waukesha case reversed its previous ruling 
(P. U. R. 1927 B, 545). Under the circumstances, the Wisconsin 
Commission abandoned the split inventory method of valuation. 
In the Wisconsin Telephone case, '927, the coinmission recog
nized that rate making value must be "substantially based on 
present day prices" (P. U. R. I92l! B, 434). 
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4. THE V ALUATlON OF THE RAIutoAll6 

CIn carrying out the provisions of the Valuation Act of 1913 
and the Transportation Act of 1920, the Interstate Commerce 
Commission used the split inventory:-tThe Valuation Act re
quired the commission to determinet'6e value of the property 
of the railroads, giving consideration to the elements of value 
recognized by law. Specifically, the commission was required 
to determine the original cost, the reproduction cost new, the 
reproduction cost less depreciation, the value of carrier lands, 
the original and present cost of acquiring the lands, and such 
other values or elements of value that the commission might 
find. The act did not specify the purpose for which the values 
were to be fixed, but it was expected that they would be useful 
in rate proceedings (75 L C. C. I). 
,/The commission experienced great difficulty in determining 

original cost, for a good deal of railroad property was acquired 
through gifts, aids, and donations, and it was uncertain how 
such property should be included in the original cost. Even 
for comparatively recent property the precise original cost could 
not be determined with accuraey because of the diversity of 
railroad accounting methods prior to uJo7. The commission 
therefore contented itself with stating the original cost of such 
property as it could determine, and giving a probable maximum 
original cost for the property of the carrier as a whole. 

The greatest importance was assumed by the reproduction 
cost less depreciation estimates. The inventories upon which 
these appraisals were based were made by the commission's 
engineers assisted by the carriers. The inventories were taken 
as of June 30, of the years 1914 to 1910), nearly half of the in
ventories being as of June 30, 1916. The unit prices were se
cured from returns made by the railroads. Tbey were requested 

. to report the prices paid for materials in the two largest pur
chases of each year from 1910 to 1914. For materials that Buetu
ated considerably in value, prices were taken from the four 
largest purchases of each year £rom 1905 to 1914. Labor costs 
were taken from.ctual wage rates paid in railroad construc
tion at quarterly intervals from 1910 to 1914 (75 I. C. c. 35). 



Although the inventories were taken as of different dates, the 
unit prices applied were the five- and ten-year averages to June 
300 1914> despite the protest that the use of quantities as of 1915 
and later years in connection with unit prices as of 1914 did not 
give the value of the property on the inventory date (75 1_ C_ Co 
192)· The rising prices of 1915 to 1919 were; a strong factor 
in inducing the commission to apply prewar unit costs uni
formly for all carriers_ Depreciation was estimated on a straight 
line basis. The railroad lands were valued at the average mar
ket price per acre of similar adjoining or adjacent land. Any 
special value that the lands might have for railroad purposes 
was taken into account. The present cost and the original cost 
of acquiring the lands were not determined by the c0mmis
sion, and an amendment to the Valuation Act relieved it of 
this duty.1° The railroads were valued as going concerns, so 
that no separate allowance was made for this or for other in
tangible dements of value. The railroads objected to the valua
tions on several grounds, particularly because no detailed anal
ysis was made of the value of each item of property. Although 
this may not have been oecessary under the Valuation Act, 
it would have been wiser to mect the wishes of the roads in 
this matter.u 

The Transportation Act of 1920 made it mandatory for the 
commission to find a single sum value as a basis for deter
mining fair return, and for other purposes. This value, as of 
the inventory date, was fixed at reproduction cost less depre
ciation, to which was added the pcesent value of land, and a 
further corcective percentage, generally 5 to 10 per cent, to al
low for dements not included in the commission's valuation. 
This additional percentage provided the flexibility that recog
nized qualitative differences in the economic position of the 
carriers, differences oot revealed in physical valuations. To find 

'" The !and valualioD policy loIlowed du: rule of du: Minnesota rue cuco. 
230 U. s.. 35a. For the mmmisrion~s vicwI. RIC 75 L C. C. 168. 464; B4 1. C. C. 
.8. 

"See H. B. Vandctblu .. _ V.fIIIIiers by 1M 1_ C ... ".~ C ..... 
~ Por the commission', view. ICC 7S 1. C. C. 4. 445; for dJe carnc:n
view. see the Pelitioa of tile NIlli07l4l eoa/t'nfI« oa V.JIIIIIioa. 84 I. C. C. 9-0 
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the final value, the commission called for reports of additions 
and betterments since the inventory date (75 I. C. C. 140). These 
additions were valued at actual cost, so that the final values 
were determined by the split inventory method. A minority 
of the commission hdd that the valuations on this basis were 
not in accord with the law, and cited the rulings of the Su
preme Court requiring recognition of present prices in rate mak
ing valuations. 

In 192'] the commission's valuation policy was talten to the 
courts. The St. Louis & O'Fallon Railroad bad been valued on 
a 1914 split inventory basis, with later additions valued at ac
tual cost, and land given its present value. The Federal Dis
trict Court sustained the commission's contention that even 
at the railroad's own valuation it bad earned a £air return after 
the recapture of excess income (P_ U. R. I~ A, 140). On ap
peal to the Supreme Court, the lower court was reversed, and 
the commission's valuation was set aside for failure to c0n

sider all the dements of value prescribed by law (P. U. R. 1929 C. 
161). The decision leaves the railroad valuation question un
settled, although it is not at present urgent, for it is doubtful 
whether many railroads could earn a £air return on a valua
tion higher than that fixed by the commission. It should also 
he noted that the sharp decline in prices since 1929 may bave 
brought current reproduction cost of the railroads very close, 
if not quite equal, to the commission's split inventory valuations. 

5- THE SUPREMl! CoUl!.T ON THE SPUT lNvENrollY 

CThe rise and £all of the split inventory followed closely the 
changing attitude of the courts. In 1918 the favorable decision 
of the New York Supreme Court in the Brooklyn Borough Gas 
case led to wider use of the split inventory. In 1921 unfavorable 
decisions in New Jersey, Missouri, and the District of Columbia, 
led to its abandonment in these and in other sta~ The ulti
mate decision on the use of the split inventory was made, of 
course, by the federal courts, and their attitude was generally 
unfavorable to valuation methods in which reproduction cost 
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at current prices was not given dominant consideration." How
ever, until the Supreme Court passed upon the split inven
tory it could not be said with finality whether or not this 
method of valuation was in accord with the law. 
D'he attitude of the Supreme Court toward !be split inven

tory has been one of hesitatio.!!.l and despite the O'Fallon de
cision, is still somewhat in doubt. The first spirt inventory valua
tion that reached the court, the Galveston case, has already been 
discussed as a corrective index valuation. The fair value of the 
utility company's property was determined by the Federal Di .. 
trict Court of T cxas on a 1915 split inventory basis, with unit 
prices of 1915 increased by on~d applied to the 1915 in
ventory and with Iat"" additions valued at actual cost (P. U. R. 
1921 D, 547). On appeal to the Supreme Court, the valuation 
of the District Court was approved. Justice Braodeis, for !be 
court, emphasized that the valuation was not on the basis of 
prudent investment, and in fact exceeded the actual cost of con
struction (P. U. R. IgnD, 159). 

In May, 1923, the Supreme Court set aside the Missouri Com· 
mission's built up valuation of the Southwestern Bell Telephone 
Co. When the telephone industry was returned to private man· 
agement after the war, the Missouri Commission reduced the 
rates of the Southwestern Bell company. No valuation was made 
of the property of the telephone company, except that a 1913 
appraisal of the St. Louis exchange, and early appraisals of. 
two other exchanges, were built up to give present value. Al
though approved by the state courts. !be valuation was rejected 
by !be Supreme Court.. A majority held that the rates were 
confiscatory because they did not provide a fair return on a 
valuation reflecting higher prevailing prices. Justice Brandeis 
and Justice Holmes held that the valuation was unfair because 
it was less than actual prudent investment. The case is an 
excellent illustration of the misuse of !be split inventory. The 
company had little property constructed at high war prices, 

-The :federal courts set aside split inventory valuations in Va Wm GIl 
Ugh Co. v. PtJHic Ulilities CommiuitJ1( (Ohio)~ P. u. R.. !924 C. 122.; and in 
elt.,.peak_ & Potom .. T.up!um. Co. v. Public S...m: C""","tsion (Md.). 
P. u. R. 1,'5 D, 4"1. 
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the basic appraisal was made at the low prices of 1913> and the 
valuation was hastily and carelessly made &om a part of the 
property of the company (P. U. R. 1923 C, 193)' 

Less than three weeks later, June, 1923> the Supreme Court 
decided two split inventory ca.... .ustaining the valuation in 
one and setting it aside in the other. In 1920 the West Vir
ginia Commk'ion valued the Bluefield Water Co. on a 1915 
split inventory basis. The valuation was approved by the .tate 
courts, but was set aside on appeal to the Supreme Court. JI1&
rice Butler £or the court held that insufficient consideration was 
given to the higher construction costs of 1920, the time when 
the valuation was made. Justice Brandeis concurred in the judg
ment £or the reasons he stated in the Southwestern Bell T ele
phone case (P. U. R. 1923 D, II). Seemingly the same prob
lem was presented in the Georgia case. The commission valued 
the utility's property on a 1914 split inventory basis. The Fed
eral District Court sustained the valuation (P. U. R. 1920C, 
744), and it was affirmed by the Supreme Court. Justice Bran
deis, £or the court, emphasized that although the basic valua
tion was as of 1914> the company was allowed the increase in 
the value of its land, and its full investment at high prices al
though the reproduction cost of these additions was then less 
than their investment cost. The court said that "the refusal 
of the commission and of the lower court to hold that, £or 
rate making purposes, the physical properties of a utility must 
be valued at the replacement cost less depreciation was clearly 
correct" (P. U. R. 1923 D, I). While there is great similarity 
in the valuation methods in the Bluefield and Georgia cases, 
the results were admittedly not the same. For the Georgia 
company the split inventory valuation was in excess of invest
ment, for the Bluefield company it was not. 

When the O'Fallon case came before the Supreme Court 
there was general agreement among those writiog on the qUe5-
tien that the court would distioguish railroads from other utilities, 
and would sustain the valuation of the Interstate Commerce 
Commission.1a In its decision of May, 1929, the court made 

• See Ill. ""pen by J. c. Boobright aDd E. C. Goddard. H....-d u. _. 
xu, 564. 593· 
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no such distinction, and set aside the 19'4 split inventory valua
tion of the railroad on the ground that it gave insufficient con
sideration to the prices prevailing at the time of the inquiry_ 
Justice Brandeis and Justice Stone in their dissenting opinions 
pointed out that "the general method pursued by the c0m

mission in reacbing its conclusion closely re6C1Ilhles that ap
proved by the court" in the Georgia case (P. U. R. 1929 B, 219). 
In considering the O'Fallon decision in the light of other split 
inventory cases, one must conclude that it is not the split in
ventory method that is unconstitutional, but that when im
properly used the split inventory will result in a confiscatory 
valuation. What is proper and what is improper use of the 
split inventory is still uncertain. 

6. AN ApPllAISAl. OP THE SPLIT INVENTORY 

C As with other valuation methods in the war and postwar 
period, commissions sought to attain two objects hy the use 
of the split inventory: to fix low valuations, and to avoid com
pI~ua~ pr~ure. TIle hrst Object was realized ~ some 
eat in use 0 avera~es and corrective indices; but 
they were open to the objection that revaluatio!U1lad to be 
made at intervals in the same Olanner as the original valuation. 
With the split inventory, on the other hand, after the first 
valuation the rate base could be determined from the accounts 
showing additional investmeljtj As the Washington Supreme 
Court said, the split inventory contemplated "but one valua
tion proceediog. All subsequent proceedings are rate making 
proceediogs" (P. U. R. '9274781). Not infrequendy split in
ventory valuations were built up three and four times. 
,.- Another advantage of the split inventory as a means of val

, nation in this period of high prices arose from the dis~ it I made between early pro constructed at low cost, and ~ 
property constructe at 19 cos..w e use 0 average prices 
was certaIn to antagonize either the utilities or the consumers. 
If the property was aequired largely before the war, consumers 
felt that the utility company was profiting unjusdy when aver
age unit prices for a period including the war years were used. 
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On the other hand, if much of the property was acquired in the 
period of high prices, the utility company was aggrieved. It could 
argue that its investment, say in '9'9> was made at prices 100 

per cent above the '9'3 level because a commission had ordered 
it to ""pand its facilities. To value this property in the very 
year it was acquired at average prices only two-thirds of the 
actual cost seemed, quite tinderstandably, a form of confisca
tion. The split inventory avoided this difficulty by differentiating 
property constructed at high prices from property constructed 
at low prices. In its valuation, it neither confiscated recently 
acquired property nor offered a bounty on older property. 

It must be emphasized that no method of valuation can 
perm.nendy maintain low valuations. The ultimate purpose 
of the new valuation methods should have been to provide a 
means for gradually changing the level of the rate base £rom 
prewar prices to postwar prices. The split inventory was well 
suited to achieve this purpose. As additional investment was 
made. greater weight was given in split inventory valuations 
to the postwar price level, and as property was depreciated or 
retired less weight was given to the prewar price level. Because 
this took place gradually, the transition from prewar prices 
to postwar prices would have occurred slowly but with certainty. 
Eventually, when the whole of the prewar property would have 
been retired, the rate base would bave been permanendyestab
lished at the prudent investment of the utility company. Through
out the period of transition, the property rights of utilities would 
have been protected, for by the nature of the split inventory 
method of valuation, the minimum rate hase at any time would 
have been cqual to or in ""cess of the actual investment in the 
property. 
L It has been said that the split inventory valuations could not I 

be in compliance with the rule of Smyth II. Ames. For most 
commissions it may be said that they used the split inventory 
by virtue of a liberal interpretation of the valuation ~ Where 
the inventory was divided in the period of high prices, say in 
'9,8, a considerable part of the property was valued at more 
than actual cost, and land was always appraised at the market 
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value of adjoining lands. In this manner, considerable inlIuence 
was exerted by high current prices on every part of the split in
ventory valuation. The fact that the courts, including the Su
preme Court, at times approved this method 05 valuation would 
indicate that when properly applied the split inventory can 
be fair to utility companies and consumersf".Fundamentally, \ 
the split inventory gave whatever result conuiiissions wished it 
to give. It is not the method but its application in some cases 
that was open to objectiolh; It is not too much to say that if 
commissions had taken a Droader view of the situation after 
IlPJ, it might have been possible to modify the split inventory 
valuations sufficiently to make them satisfactory to the courts, 
and even to the utility companies • 
. ./ The desirability of the split inventory as a method for trans
forming valuation from a prewar basis in which reproduction 
cost at prewar prices predominated to a postwar basi. in which 
prudent investment at postwar prices predominated must de
pend on the economic merits of prudent investment valuation. 
It cannot be emphasized too strongly that differences between 
reproduction cost value and prudent investment value have their 
origin in changing price levels. With fairly stable prices there 
are no great economic advantages in one rather than the other 
method of valuation. With fluctuating prices, the economic 
merits of either method are hopelessly confused with class in
terests and conHicts. But the adminUtrative advantages of pru
dent investment valuation in providing an economical and 
flexible method of adjusting rates to changing conditions of 
cost are so great as to warrant a preference for thi. method of 
valuation. The service the split inventory could have rendered 
the community was to provide a means for gradually estab
lishing the prudent investment as the measure of the rate base. 
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THj: FAIR RATE OF RETURN 

I. THE i'AOBLEM OF RlSING !NTEREST RATES 

THEIlE AlU! TWO important aspects of the problem of fair rate 
of return. The first is the factors that should be given consid
eration if a constitutionally fair rate of return is to be determined. 
On this question there bas, on the whole, been lime disagree
ment. While differences in emphasis on one factor or another 
arose occasionally, courts, commissions, and utility companies 
bave succeeded in arriving at "an acceptable method of deter
mining fair rate of return. However, in the period of high in
terest rates during and after the war, controversy arose as to 
the weight to be given to these abnormally high interest rates 
in the fair rate of return. On the second aspect of the problem 
of fair rate of return-dte base on which a fair rate must be 
allowed-greater difficulties bave been encouotered. The courts ' 
bave long held that the fair value of the property used and 
useful in providing utility services must be the basis for the 
fair return. In Smyth II. Ames. the Supreme Court held that 
the utility company's securities cannot be given sole considera
tion, for this apparent value may be fictitious and uofair (169 
u. S. 544). Nevertheless, some economists and commissions be
lieve that the fair return should be related to the capital charges 
of a utility enterprise, if these charges for interest and dividends 
have been prudently incurred.' 

Because there was fundamental agreement on the factors 
affecting fair rate of return, commissions developed the custom, 
befure the war, of allowing a standard rate of return that was 
regarded as compensatory for utility companies of average ef
ficiency.' This standard rate of return was not the same in all 

'See the.,.. ...... _ <ID _ of ......... Chap. n. _ 3. and Chap. 
m, RCtion 4t ~e . 

• See C. O. Ruggles, "Problem. of Utility Regula!ioo. and Fair Retum.» l
ui t>/ PoIitiaII Ecrnt""'y. XXXII, 543; J. H. Bickley. " ... Fair Relwu £or I'IIbIiI: 

[ llr 1 
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states, although it was generally fixed at 6 or , per cent until 
1918. Because the interest rate was t1ie dominant factor in de
termining the rate of return, the standard rates that had long 
been regarded as fair became unacceptable to utility companies in 
the period of high interest rates from 1918 to 1924. Commis
sions were therefore faced with the problem of.considering again 
the fair rate of return that would be just in each case. The ques
tion was a difficult one for commissions at this time, for they 
were already heavily burdened with the duties of frequent 
revaluation and they could not easily assume the additional duty 
of determining at frequent intervals fair rates of return for 
many utility companies. Further, commissions were eager to 
maintain utility rates at as low a levd as possible in this period 
of high prices and interest rates. To accomplish this it was 
necessary not ouly to minimize fair value by giving little weight 
to current high prices, but also to minimize fair rate of return 
by giving little weight to current high interest rates. 

With the reopening of the question of fair rate of return, it 
was inevitable that some commissions would attempt to apply 
the fair rate of return to the stockholders' proprietorship rather 
than to the fair value of the property of the utility company. 
This method, which requires the commission to allow interest 
on bonds and dividends on preferred stock as capital charges, 
and then to determine a fair rate of return to be applied to 
the outstanding common stock, had long been in use in Massa
chusetts. During the period of high interest rates, the method 
was also used in several other states. Obviously, the commOn 
stock basis for return minimized the effect of high interest rates, 
for any increase in the fair rate of return would apply only to 
the common stockholders' interest in the utility property and 
not to the entire mte base. This method of determining return 
has seemed so desirable that proposals have recently been made 
to modify the rate making rule to permit its use.a Even com
Utilitics," loll1'1Ull 01 Land tmtI PuMk UtiJiJy Ero"omics, ill. 61; H. D. Dozier, 
'"Reasonable Rate of Return in Publli: Utilily ea...," 'otlTOlll 0' UmJ 6IU/ _ 
Ulility Eeo>u>mics. IV, 23S. 

*D. R. Ri<hberg, "A Pcmw>en,!lasiJ fo< Rate R<sWatioD," Yilk z-, ,.tITOIlI. 
XXXI, 273. See.oo. Chap. X. ac<tioa 3, below. 
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missions that did not use the common stock basis for return 
succeeded in continuing relatively low fair rates of return by 
using the average rate paid on capital invested in the enterprise, 
much of it represented by bonds and preferred stock receiving 
low prewar rates of inrerest and dividend, as evidence of the 
fair rate of return. 

Although some commissions would have preferred to re
place the present method of determining fair rate of return by 
a new method requiring a fixed return based on the actual cost 
of acquiring the capital prudendy invested in the enterprise, no 
attempt was made to regulate rates by this principle. It was 
advocated by Justice Brandeis and Justice Holmes in a concurring 
opinion in the Southwestern Bell Telephone case, but a mao 
jority of the Supreme Court held that it was too far a de
parture from the rate making rule (p. U. R. 1923 C, 193)' 
Nevertheless, the desirability of this method of determining re
turn was considered by commissions in the period of high in
terest rates, and more recendy the usc of this method has been 
proposed in the Bauer plan submitted to a New York leg
islative commission as a satisfactory solution of the rate making 
problem! 

2. A TEMPORARY DEFICIENCY OF RETURN 
The rise in interest rates, and the even greater rise in con

struction costs after 1917. caused many commissions to seek 
means to prevent the tremendous increase in the return to pub
Iii: utility companies that would result from applying a higher 
rate of return to a much higher rate making value. In part 
this was accomplished by the use of new method. of valuation 
that succeeded in maintaining the rate base below reproduction 
cost at current prices. Less spectacular. bnt nevertheless quite 
important, were the methods used by commissions to prevent 
the fair rate of return from rising commensurately with higher 
prevailing interest rates. 

6The proposal for • fixed rate of return al a solutiOll to part of the rate 
making problem ia di_ mare lull, in Chap X. section 3. below. 
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Yeu Yield Per Ceat Year Yield Per Cent 

1913........... •••.•.•.• 4.91 1920.................. 6.71 
tglf.......... .....•.... ".87 1921......... ..•.•...• 6.56 
1915......... .••••. .•..• 4.88 1922. ••••••• .••••••••. 5.<6 
1916 •••••••••.•••••. "'. 4.19 1923 ...•.•.... ,....... 5.'1 
1911........ .•••.•••.•.. 5.09 Im .••••••••• , •• :~... 5.22 
1918.................... 5.16 1925.................. 5.06 
1919.................... 5.11< 1926.................. 4.90 

As early as 1917. some commissions stated the view that 
not only must utility companies not expect to receive highez 
rates of return, hut that even the normal return need not be 
allowed on the theory that utilities should share the buzdens 
of war. When the Utah Commission allowed a return of only 
5-4 per cent, the case was taken to the state Supreme Court 
where the commission's ruling was uphdd. The court said 
that while utility companies are ordinarily entitkd to a fair 
and reasonable return, such a return could not be assured when 
conditions were abnormal. At such a time, "every individual 
and every enterprise must bear his or its share of the burden 
incident to the great conffict" (P. U. R. 1918 F, 377). 

A rate of retUIn bdow that prevailing before the war was 
justified by several commissions as a temporary condition that 
would correct itsdf in time. Even before the war it was recog
nized that /luctu.tions in return were part of the risk of con
ducting a utility business (P. U. R. 1915 C, 525; P. U. R. 1915 FI 
747). The commissions of New York, as well as of other states, 
permitted rates that yidded unusually low returns to continue 
in force for some time with the comment that ordinary in
equalities in return for passing periods could not be regarded 
as confiscation (P. U. R. 1919 D, ']6). However, the New York 
Commissions could not continue to neglect fixing rate sched
ules to yield fair rates of retUIn. In the Queens Gas case 
(p. U. R. 1921 A, 5,30), and in the Kings Gas case (P. U. R. 
1921 A, 737), the Federal District Court hdd that periods of 
more than a year were suflicient for testing the confiscatory 
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natUre of rates, and that inadequate rates must be revised, even 
in an abnormal period. In response to this decision, the New 
York Commissions allowed a return of 8 per cent on their 
valuations in 1921 and for some years after. 

Whatever tendency there was to fix rates that yidded an 
unusually low return was checked by the unequivocal deeisions 
of the coutts. The Federal District Court of Ohio hdd in the 
Toledo decuic case, that a utility company could nor be expected 
to operate at a loss on the theory that it should sacrifice some 
of its income in the emergency of war (p. U. R. 1919 C, 230). 
Even more explicit was the decision of the Supreme Court in 
the Lincoln Gas case. The court nored that "annual returns 
upon capital and enterprise the world over have materially in
creased, so that what would have been a proper return for cap
ital invested in gas plants and similar public utilities a few 
years ago furnishes no safe criterino £or the present or the fu
ture" (250 U. S. 256). In view of this decision, commissions 
could nor continue the practice of allowing a rate of return be
lnw that prevailing before the war. 

3- A NORMAL RATE 01' R1mJnJ 

LA method frequendy used by commissions to minimize the 
fair rate of return was to allow the prewar standard rate on the 
theory that a fair rate of return could be defined as a normal 
rate of return. This was analagous to the use of normal value 
as a measure of fair value in determining the rate base. Many 
commissions made use of the doctrine of normal rate of ~ 
turn on occasioli,'l In Indiana an'" in Illinois it was the pOlicy 
of the commissions to use normal rates of return in their rate 
proceedings from 1918 to 1926. By t/li. means higher interest 
rates were nor permitted to bring about:, a corresponding rise in 
fair rates of return. . 

Early in 1918 the Illinois Commission rejected the conten
tion that utility companies petitioning for higher rates should 
be content with returns much less than were ordinarily adequate 
and reasonable (P. U. R. 1918 D, 919). Instead, the commi5-
sion decided that the prewar standard rate of return should be 
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continued as the normal rate of retUrn. Throughout 1915 and 
1916, the standard rate had been between 7 and 7.5 per cent, 
apd until 1918 the utility companies were content to accept this 
as a fair rate of return. In 1918 the Rockford Traction Co. de
manded a return of 10 per cent on its rate making value on 
the ground that higher interest rates justified tit;. rate of return. 
Nevertheless, the commission allowed a return of only 7 per 
cent (P. U. R. 1918 F, &jo). The commision was affirmed in 
its policy of maintaining the normal rate of return when the 
state Supreme Court held that a return of 7 per cent was reason
able in the important Springfield Gas case (P. U. R. 1920 C, ~o). 

In 1920, when interest rates reached their highest level, the 
I1linois Commission announced that it would give considera
tion to this condition in determining fair rate of return. In fact, 
however, it did not modify its policy on the rate of return to 
any .noticeable extent, for although it allowed rates of return 
slightly in excess of 7 per cent in some instances, there were 
other instances in which a return o( only 6 per cent was al
lowed." In general, it may be said diat the Illinois Commis
sion was successful in maintaining its prewar standard return 
of 7 to 7.5 per cent throughout the period of high interest rates; 
and with the decline of interest rates in 1cp2, the utility c0m

panies in that state seem to have relaxed their claim to higher 
rates of return. 

The Indiana Commission also made extensive use of the 
policy of allowing only a normal rate of return in the period 
of high interest rates. The standard rate of return in Indiana 
before the war was 7 per cent. In 1917 and 1918, during the 
war, the Indiana Commission held that utility companies could 
not be assured the fair normal rate of return, but must be con
tent with returns of 5 to 6 per cent.a In 19190 with the war over, 

• For a return in excess of 7 per cent, but not exceeding 8 per cent. see ~ 
Ckkago RmZW4Y1 Co., P. U. R. '1921 A. 466; Re Sterling Waur Co .• P. U. 1l. 
1921 A, 801; Re Metropolilltn Wt'SI Side Eievtlld Railway Co.~ P. U. It 1921 B. 
229. For a 6 per cent retUrn. see Re Inlefmrte Water CO'I P. U. It.. 1922 E, .2046; 
lie lIeclrJoni G.u Lig'" '" C.~. C ••• P. U. R. '9" E, 756 . 

• The Indiana Commission held that utility companies must .hare the hut-
dens of war in Re Noblemlle Helll~ uglu & POtWl' Co .• P. U. It 1918 B. ,66; 
lie UPon. G.u '" EJ«Iri. C •• p. U. R. ",8 F. 666; lie ltu/i"".,.us w .... Co .. 
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this rule was modified to the extent of resuming the 7 per cent 
standard rate of return! It is interesting to note that in a series 
of rate cases for the Indiana Bell T elephane Co., in this peri.,,!, 
the commission never allowed a return as high as 7 per cent, 
because poor service, inefficient management, and increased ex
penses from unwise mergers had resulted in rates regarded as 
excessively high (P. U. R. 1922 C, 348; P. U. R. 1926 C, 785). 

The policy of the· Indiana Commission of allowing a normal 
rate of return was approved by the state Supreme Court. In 
1920, the Columbus Gas Co. asked that its rates be modified to 
allow a return of 8 per cent, citing as justification the prevail
ing high interest rates. The commission fixed rates intended to 
yield a return of 7 per cent (P. U. R. Ig20F, 606). When the 
case was taken to the state courts it was found, in fact, that 
the commission's rates yielded a return of only 6.sB per cent. 
Nevertheless, the court ruled that the utility company had failed 
to show that this rate of return, although less than 7 per cent, 
was confiscatory (P. U. R. 1922 E, 602). After this decision, the 
utility companies in Indiana showed little inclination to contest 
the fairness of the standard rate of return; and with the de
cline in interest rates in 1922, it would have been difficult to con
vince the commission and the state courts of the inadequacy of a 
7 per cent return. 

4. INTEREST, DIVIDENDS, AND THE RAm OF RErum< 

[In 1918, when the financial condition of many utility com
panies became precarious, President Wilson and Secretary 
McAdoo called attention to the necessity of allowing utilities 
a return sufficient to meet their corporate financial obligations. 
At the same time the War Finance Corporation ruled that no 
securities could be issued by any utility company that did not 
meet its outstanding obligations. In response to these views 

P. u. It 1919 A. 448; ~ IaterSltIIe P"blk St!rtll« CO. t P. U. 1l. 1919 A. 686; 
Re lndilUl#polis TrttCtitm 6- Tff'mimrl Co .• P. U. R. 1919 B, IS2j Re Sulli .. 
City W_ Co .• P. U. R. '9'9 B, 539. 

" R4 RUdingum TJepAQne Co., P. U. ll. 1919 F, 14t; Re Gary Strm RAil
.,.., CQ .. p~ U. R. 1930 AI 191; R~ Umo,. Telephone C(J.~ P. U. It.. 1920 F .. 391; 
Re /"tlitmapolis SlTeet IWIway Co.# P. U. It 19:11 B, 133. 



many commissions ruled that corporate financial needs would 
measure the minimum return that would be allowef) In 1919-
the Maryland Commission sugg<sted that the doctrine of corpo
rate needs replace the rule of Smyth fl. Am~s in rate making, 
and added that in several cases it had been governed "by the 
existing corporate requirements" in dererminioljo the fair return 
(P. U. R. 1920 A, 1).(pespite the suggestion of the Maryland 
Commissi,on, the doctrine of corporate needs was not widely 
used as a measure of fair return, although the commissions of 
New York, Masachusetts, and some other states, were guided 
to some extent by interest and dividend rates on utility securities 
in determining the fair rate of return:) 

Theoretically, the doctrine of corporate financial needs would 
require that the return allowed to utility companies should be 
sufficient to meet interest on honds and dividends on preferred 
stock at the rates called for in these securities, and to permit 
that rate of dividends on common stock that would maintain 
the market value of the stock at par.fbus the return to utility 
companies would be precisely enough to permit continued opera
tion and to induce su£iicient further investment, at par. to pro
vide for necessary expansion. Actually, commissions determined 
the fair value by whatever valuation method they used, and 
applied to this a fair rate of return determined on the hasis of 
the interest rate on outstanding bonds and the dividend rate on 
outstanding stock. The corporate 60ancial needs of the utility 
company in this manner indirectly affected the fair rate of 
return.8 

In Massachusetts, it had been customary, even before the 
war, to consider interest and dividend requirements in deter
mining the fair rate of return. In allowing the Bay State Rail
ways a retum of 6 per cent in 1916, the commission held that 
this would be sufficient, because half of the investment consisted 
of bonds with average annual charges of +1 per cent, leaving 
1.3 per cent as the return to the stockholders (P. U. R. 1916 F, 
221). Later in 1916 the Massachusetts Commission allowed a re-

• The pl.ce of th. doctrine of corpora'" aced. in wartime .- making poIiq 
is discussed in Chap. IV, section aJ above.. 
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turn of 6.2 per cent in the New Haven Railroad rate case empha
sizing that with much of the capital borrowed at low interest 
rates, this would permit an adequate return to stockholders 
(P. U. R. 1917 B, 9"4). During the war, the commission began 
the practice of allowing a return sufficient to meet inteIest re
quirements on bonds, and to pay. dividends of 6 per cent to stock
holders (P. U. R. 1918 B, 231; P. U. R. 1918 C, 515). After the 
war higher returns were allowed to stockholders, although the 
commission continued to determine the rate of return with ref
erence to charges for interest on outstanding bonds. 

The New York Commissions also made extensive use of 
the financial cost method of determining the fair rate of re
turn. In 1915 the commission of the second district allowed a 
return of 6.75 per cent, because it was sufficient for the pay
ment of 6 per cent to bondholders and 8 per cent to stockbolders 
(Po U. R. 1916 B, 940). In 1916 the conxmission of the first dis
trict held that a return of 7 per cent was compensatory if the 
rate on outstanding bonds was only 5 per cent (P. U. R. 1916 D, 
825). During the war the New York Commissions were in
e1ined to maintain rather low rates oP return on the thenry that 
utility companies should bear their share of the burdens of war. 
The commission of the second district went so far as to say 
that "neither the appeal of President Wilson nor the ruling 
of the War Finance Corporation had in view the maintenance 
in all cases of normal profits" (P. U. R. 1918 D, gI8). Never
theless, it was recognized by the commission that ordinarily 
corporate financial needs represented the mininmm fair return 
(P. U. R. 1919A, 214). Wben the New York Commissions _ 
sumed the use of a standard rate of return of 8 per cent after 
1<pO, this was justified as sufficient in view of the much lower 
interest rates at which outstanding bonds bad been issued 
(P. U. R. I<pOD, 257). 

It should be noted that many commissions rejected the doc
trine that corporate financial needs are a measure of the £air 

,return. The Illinois Commission said that the principle was 
not in harmony with the ruliogs of the courts, and that in de
termining the fair return it would not be guided by the sums 
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needed to pay interest and dividends on outstanding securities 
(P. U. R. 1920 B, 726). The commission preferred to maintain 
the normal rate of return that it had used in the period before . 
the sharp rise in interest rates. The Wisconsin Commission sim
ilarly held that the fair return must be determined on the basi. 
of the fair value, and not by the amount requirld for dividends 
(P. U. R. 1920 F, 833). The greatest opposition to the considera
tion of interest and dividend requirements in determining the 
fair rate of return came, as would be expected, from the courts. 

5. THE SUPREME CoURT ON FAIll RAm OF RETuRN 

The rise in interest rates was not so great as the rise in con
struction costs, and courts were for that reason less inclined to 
permit a deviation from the accepted method of determining 
fair rate of return. In the inOuenrial Elizabethtown case, Judge 
Swayze of the New Jersey Supreme Court held that because 
of the rise in interest rates and the greater risks of conducting 
a business, an 8 per cent return, although fair in 1913> was not 

compensatory in 1919 (p. U. R. 1920 F, 1003). The courts were 
particulady opposed to the practice of determining the rate of 
return with reference to the interest and dividend requirements 
on outstanding securities. The Virginia Supreme Court of 
Appeals said on this pnint: "That for which the utility com
pany is entitled to 'just compensation' is the use of its property 
appropriated to the public henefit, and the value of that use is 
founded upon the fair value of the property so used, and not 
upon the amount of stock it has issued or the debts it may owe» 
(P. U. R. 1<}22 C, 172). On occasion, however, state courts did 
hold that the financial structure of a utility could be considered 
in determining the fair rate of return (P. U. R. 1922 C, 258). 

Despite the higher cost of acquiring new capital, rates of re
turn between 7 and 8 per cent were generally approved by the 
lower federal courts (P. U. R. 1920F, 328; P. U. R. 1925 C, 744). 
There is no indication, however, that they approved the deter
mination of fair return on the basis of interest and dividend re
quirements. The question of fair return in this period received 
more critical consideration in the Supreme Court. Before the war 
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the court had regarded a return of 6 per cent as compensatory. 
In the Lincoln Gas case, 19I9, the court decided that a retorn 
of 6 per cent at that time was confiscatory. In explaining this 
depanure from its previous standaId, the court emphasized 
that the continued rise in interest rates and profits in all indus
tries everywhere had made the compensatory rate of return in 
the utility industries correspondingly higher, so that the pre
war standard return of 6 per cent could no longer be regarded 
as adequate under the rate making rule (250 U. S, 268). 

In subsequent cases, the views of the Supreme Court were 
more definitdy established. In the Galveston case, the £air rate 
of retorn was overshadowed by the more controversial question 
of valuation. The Federal District Court had approved a split 
inventory valuation on which a return of 8 per cent was allowed. 
It was agreed that for the preceding eighteen months the· rate 
schedule had not yielded sufficient net revenue to provide a 
return of 8 per cent on the £air value. The District Court held 
that the prospect of a rise in receipts and a fall in operating ex
penses justified the continuation of the prescribed rate with the 
expectation that it would soon yield a compensatory return. The 
Supreme Coun stIstained the decision. Justice Brandeis, for the 
court, emphasized the abnormality of the period and the favor
able prospect of earning the return of 8 per cent in the near 
future (P. U. R. 1922 D, 159). 

The cleavage in the Supreme Court on the question of £air 
rate of return became apparent in the Southwestern Bell T do
phone case. The court was unanimous in holding the rate sched
ules of the Missouri Commission confiscatory. A majority of the 
court held that this was because the rates did not yield a £air 
rate of return on the reproduction cost of the property. Justice 
McReynolds, for the court, said that the indicated return of 5.33 
per cent was wholly ioadequate considering prevailing interest 
rates. Justice Brandeis and Justice Holmes concurred in the de
cision, but based their conclusion on the principle that com
pensatory rates should yield enough to meet the actual financial 
charges on the capital prudently invested in the enterprise. 
"Where the financing has been proper, the cost to the utility 
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of the capital required to construct, equip and operate its plant, 
should measure the rate of return which the Constitution guaran
tees opportunity to carn" (P. U. R. 1923 C, 214). The Iinancial 
cost theory of return thus received the approval of part, al
though rejected by a majoritY, of the Supreme Court. 

In the Georgia case, the Supreme Court held that a return 
of 7.25 per cent on a 1914 split inventory valuation was com
pensatory. Although the court was divided on the question of 
fair value, there seems to have been no difference of opinion on 
the fairness of the rate of return (p. U. R. 1923D, I). In the 
Bluefield case, a 19'5 split inventory valuation on which a re
turn of 6 per cent had been allowed was set aside as confiscatory. 
Justice Butler, for the court, emphasized that a return of 6 
per cent was inadequate to induce continued investment of cap
ital in the utility industry. Justice Brandeis concurred in the 
result, but reaffirmed the views he had stated in the Soutllwestern 
Bell Telephone case (p. U. R. 1923D, II). In 1924> in the 
Dayton-Goose Creek Railway case, the Supreme Court was called 
on to consider the rate of rerum under the Transportation Act 
of 1920. The Interstate Commerce Commission had set 6 per 
cent as the hasic return for determining recapturable excess carn
ings. The court did not pass on the adequacy of the 6 per ccot 
return, however, because the earnings of the railway, after de
ducting recaptured carnings, were sufficient to yield a return 
of 8 per cent on the fair value (263 U. s. 4¢)' 

The Indianapolis Water case again brought a division of the 
Supreme Court on the fair rate of return. The rates fixed for 
the Indianapolis Water Co. were intended to yield a return of 
7 per cent on reproduction cost at ten-ycar average prices. The 
Federal District Court found the rate base to be confiscatory, 
and the return sufficient to yield only 5 per cent on a proper 
valuation. On appeal, the Supreme Court ruled that a reason
able rate of return was not less than 7 per cent, and that the 
commission's rates did not yield that return on a fair value of 
the company's property. Justice Brandeis and Justice Stone dis
sented, holding that there was no reason for regarding a return 
of less than 7 per cent necessarily confiscatory (P. U. R. 1927 A, 



PAIR llATE OP ltETUII.N 103 

15). h is worth noting that while the case was pending, the 
India na Commission in another rate proceeding for the same 
company fixed a fair rate of return at 6.5 per cent, citing as evi
dence of the fairness of this return the yield of only 5-45 per 
cent on the utility securities held in the depreciation reserve 
account of the company (P. U. R. 19"5 C, 431). 

6. SUMMARY AND CoNCLUSIONS 

There is a striking resemblance between the methods devel
oped by commissions to maintain low rate making values and 
the methods devdoped to maintain low rates of return. In de
termining fair rate of return, as in valuation, commissions sought 
a normal level that would not be a hardship to consumers or 
utilities. The use of the prewar normal rate of return was justi
fied as reasonable in a period of abnormally and temporarily 
high interest rates. Later developments proved that cotnmi5-
sions were right in their contention that the high interest rates 
of 1920 and 1921 were temporary, for by 1922 the yield on bigh 
grade utility bonds 'Was only one-half per cent higher than in 
1913. 

Aside from the doctrine of a normal rate of return, no great 
innovation took place in this aspect of rate making during the 
period of high prices and high interest rates. Justice Brandeis 
called attention to the desirability of determining the rate of 
return on the basis of actual charges required to meet interest 
and dividend payments on outstanding securities, but no com
mission made use of this method of determining the rate of re
turn. In Massachusetts and in New York, and to a lesser extent 
in Virginia, the fair rate of return fixed by the commissions 
was applied to the cornmon stockholders' proprietorship rather 
than to the fair value, the low interest charges on bonds being 
regarded as a capital expense. But the method did not have the 
approval of the courts, and was never widely used. The doctrine 
of corporate needs, which resembles the capital cost method of 
determining return, was an expedient used only for a short time 
in 1917 and 1918. 

Perhaps the most surprising result of the controversy on the 
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£air rate of return was the great rise in the minimum rate of 
return regarded as compensatory by the courts. Until 1916 the!" .... ' 
Supreme Court had regarded a return of 6 per cent as compensa-I 
tory under ordinary conditions. At that time the standard rate 
of return allowed by commissions in most states was not less 
than 6 per cent, and more often 7 per cent. It"!. not quite cer
tain why the Supreme Court was so lenient in its attitude to
ward £air rate of return in the period before the war. There 
was a theory advanced that a rate might be UDrea.onably low 
without being confiscatory, hut the Supreme Court never rec
ognized this distinction. Whatever the reason, it is certain that 
after the war the court was less inclined to accept a rate of 
return slightly below the prevailing rate. In the Indianapolis 
Water case, in xcp6, the Supreme Court held that a return of 
7 per cent was the minimum that could be regarded as com· 
pensatory, although the yield on high grade utility bonds in 
that year was actuaDy bdow the 1913 level. It will be shown 
in the following chapter that during the period of prosperity at 
the end of the 1920'S the Supreme Court raised the minimum 
return that it regarded as £air to more than 7 per cent, although 
in the recent great depression it permitted much greater re
ductions in the £air rate of return than it had allowed even dur
ing the war period. 



CHAPTEll IX 

RATE MAKING IN PROSPERITY AND DEPRESSION 

I. THE VALUATION QuESTION IN PRosPI!Rl.TY 

WITH mE REPEATED rejection of new methods of determining faii 
value and fair rate of return, nearly all commissions, after I~ 
resumed the use of the accepted rate making procedure: prepara
tion of an inventory, the determination of unit prices, dominant 
or exclusive consideration of reproduction cost in valuation, and 
the application of a fair rate of return to the fair value. There 
were a few commissions, particularly the California Commission, 
that attempted to maintain valuation at investment cost, but 
the courts were firm in rejecting their valuation methods.1 '. For 
most commissions the immediate objective of rate making in 
the prosperous years of 1928 and '929 was· to prevent the com
plete exclusion of investment cost from consideration in valua
tion, and to prevent the high profits in competitive industry in 
these years from raising the accepted rate of return far above 
the 6 or '7 per cent that had long been regarded as fair. 

Although the Supreme Court had repeatedly cited the valua
tion principles of Smyth fl. Ames requiring consideration of in
vestment cost, it nevertheless seemed to identify fair value with 
reproduction cost at current prices. Tbere was protest from com
missions in I~ and 1929 that the practical exclusion of invest
ment cost from consideration was a denial of the valuation prin
ciples that the Supreme Court had always upheld. "The tendency 
has been and is to state that cost of reproduction is not tile sole 
evidence of value, but to make it the sole evidence of value by 

1. Sec. for example, Re SOrllAnn CaJjlomia Td~onl! Co., P6 U. R. 19:19 & 
6,.; & LoI Awgdes c.u & EltWk Corp •• P. U. R. 1931 A, '3'; & $ ... lHq11in 
Litit, &' PfJllltr Corp,~ P. U. R. 192,3 D. 3to. The Federal District Court in 
Psdpc GfIS b EI«w Co. "'~ CtJifOl'ftit: IW1roml Commirsion. held that ufusal 
to consider reproduction cost is a denial of due process. 13 P. U. R~ New Series, 
520. In the Southern California Telephone C&5C, the commission gave considera
tion to all factor. in determining ~ fair .. Ie making val.., '4 P. U. R., N. 54 

[lOS] 
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ignoring other evidences Of value," the ,Indiana Commission 0b
served. "This commission does not believe that cost of repro
duction should be excluded as evidence of value of utility prop
erty, nor does it believe that cost of reproduction should control 
to the exclusion of other evidences of value" (P. U. R. 1928 c, 
296). Even the courts were cognizant of this "tendency among 
them to pay lip service to all factors affecting value while, in 
fact, making reproduction cost the measure of fair value. The 
Federal District Court in New York rejected the statenIent of 
a special master on valuation, emphasizing that reproduction 
cost i. not the legal equivalent of fair value, as the master held, 
but only evidence of value (P. U. R. 1930 B, 33). 

Most commissions, although they disagreed with the Supreme 
Court on the desirability of valuation at reproduction cost, held 
that they were bound by law to accept it as the dominant if 
not the exclusive factor in determining fair value. It would have 
been impossible for commissions to hold otherwise, for most 
courts were firm in their view that the Supreme Court had de
cided that reproduction cost at current prices was equivalent to 
fair value. The Federal District Court in Massaehusetts, where 
the commission was inclined to give great weight to invesllllent, 
presented the prevailing attitude toward reproduction cost in 
the Worcester Electric case. "As the decisions of the Supreme 
Court now stand," said the court, "it seems clear that federal 
courts must determine the question of confiscation by reference 
to present value, and that, in cases like the present, the repro
duction value less depreciation is a fair measure of that value, 
and in the absence of special controlling circumstances, it may 
be considered as the dominant element" (p. U. R. 1929 B, 1). 
For this reason commissions valued utility property at repro-' 
duction cost, despite a frequently expressed preference for in· 
vestment cost as the measure of the rate base. 

2. ¥ AIR RATE OP RETuRN IN PRosPERITY 

;'_Although commissions had reluctantly accepred reproduc. 
tion cost less depreciation as the dominant element in valua
tion, they were not willing to allow materially higher rates of 
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return in the prosperous years of 1928 and 1929 than had been 
allowed previousliJ The yidd on high grade utility bonds in 
1928 and '929 was approximately the same as in 1<)26 and 1927, 
and somewhat lower than in 1924 and 1925. Unquestionably, 
profits in industrial enterprises were considerably higher in 1928 
and '929 than they had been in earlier years of the decade. How· 
ever, commissions had no reason to believe that industrial profits 
must be given greater weight than the CUIrent cost of acquiring 
new utility capital in determining the fair rate of return. 

YmLD ON FIFTEEN HIGH GllADE. UTILIty BoNDS, 1923 TO 1930· 

Year Ttdd Per Cent Year Yield Per Cent 

1m.................... S.'1 1927............ ...... 4.11 
1924.................... S.22 1928.................. 4.68 
]925.................... 5,06 1929.. •••••••••••• •••• i.SO 
1926 ...... ..-............. ..90 19lO. •.•••••.• ••••.... '.65 

·S~ SWtVtin lhu Booi. It Uould be noted that the ~ on lower arade utility 
IleCUri.tia 8uctuated more th&rply. 

Throughout 1928 and 1929> there were states in which the 
rate of return was maintained at a moderate level, that is, at 
7 per cent or less. In Maine, the practice was to allow a retUIn 
of not less than 6 per cent nor more than 7 per cent. In Illinois, 
it was also customary to permit a return between 6 and 7 per 
cent, although £or a time in '929 a retUIn of 7.5 per cent was 
allowed in some cases. In Pennsylvania and in many other 
states commissions prescribed a uniform retUIn of 7 per cent. 
There were several important states, however, in which the 
usual rate of retUIn was from 7 to 8 per cent. Included in this 
group were such weU regulated states as New York, California, 
and Missouri. It may be said, therefore, that the prevailing rate 
of return in 1928 and 1929 was from 6 to 8 per cent, with a Ie

tUIn of 7 per cent most common." 

a For a n:twu of lese than 1 per cent. see Re Ctmltit:1l 6- R«~/lItJtl w.m- Co. 
(Me.), P. U. R. 'g'g E. 325; lie Illi."u &11 Tel.,_ Co. (Ill.), P. ·U. R. 19.8 E, 
279· For a n:turn of 1 pet cent, see Ktlouille 11. SOUlA Piltslnn-rA W 4kr Co. 
(Pcnna.)~ P. U. R.. 19:18 B. 204; & MMUo. RAilwa,1 Co.. (W'tse.), P. U. 1t. 
'9.8 C. 84'; "& SoruAnw lodi4n. T<kp/I_ & Tek,..p/J Co. (Ind.), P. u. It. 
'929 E. 641. For. mum of men than 1 per cent, see"& 1""IlIOu Gu C.". 
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The views of the federal courts were, on the whole, favorable 
to maintaining a standard return OD 6 to 7 per cent in 1928 and 
1929. In the Greencastle Water case, the Federal District Court 
in Indiana approved a return of 6.5 per cent (P. U. R. 1929 D, 
2ll7). In the Fort Worth Gas case, the Federal District Court 
in Texas accepted a report qf the master whq "'found that a re
turn of 7 per cent would he reasonable (Po U. R. 1930 C, 203). 
In the Cambridge Electric case, the Federal District Court in 
Massachusetts refused to grant an injunction restraining the en
forcement of rates that yielded a return of less than 8 per cent. 
"We are not at present satisfied," the court said, "that a return 
of less than 8 per cent would ipso facto be confiscatory" (P. U. R. 
1928 E, 258). Commissions were seemingly justified in holding 
that the prevailing fair rate of return, approximately 7 per cent, 
was acceptable to the courts as adequate under the constitutional 
provision protecting utility property. 

Under the circumstances, the Supreme Court's decision in 
the Baltimore street railways case was entirely unexpected. The 
Maryland Commission in 1928 established fares for the United 

. Railways intended to yield a return of 6.26 per cent. The com
pany urged that a return of less than 8 per cent would not be 
fair, although it stated that it would be content with a return 
of approximately 7.5 per cent. In deciding on a return of 6.26 
per cent the commission was inHuenced by the fact that no street 
railway in the larger cities of the East was earning much more 
than 6 per cent (P. U. R. 1928 C, 604). A majority of the Mary
land Court of Appeals twice approved the commission's rate 
order (P. U. R. 1928D, 141; P. U. R. 1929 B, 467). 

Despite the able report of the commission and the previous 
decisions in the state courts of Maryland, the Supreme Court set 
aside the rate order of the commission. Justice Sutherland, for 
the court, said (P. U. R. 1930 A, 228, 232): 

What i. a fair return • • • cannot be settled by invoking deci
sions of this court made years ago based upoo conditiQns radically 
different from those which prevail today. The problem is one to be 

(N. Y.), P. u. R. '930 D, 30, JI" LoI Angel., Gtu 4' EI«tric Cor,. (Calif.), 
P. u. R. 1929 C. 3' JI" l6dede Gtu Uglt: Co. (Mo.), P. u. R. '929 C. 56,. 



tested primarily by present day conditions. • • • In this view of 
the matter, a return of 6.2.6 per cent is clearly inadequate. In the 
light of recent decisions of this coutt and other federal decisions, 
it is not certain that rates securing a return of 7.5 per cent or even 
8 per cent on the value of the property would not be necessary to 
avoid confiscation. But this we need not decide, since the c0m

pany itsel£ sought from the rommi.ss;on a rate which it appears 
would produce a return of about 7-44 per cent, at the same time in· 
sisting that such return fd! short of being adequate. 

Justice Brandeis, in a dissenting opinion, said that a net return 
of 6.26 per cent on the present value of a street railway enjoy
ing a monopoly in a large and prosperous city would seem to 
he sufficiently compensatory. 

The effect of the decision was to induce the courts to require 
higher rates of return. The Circuit Court of Appeals held that 
the rates fixed for the Elizabethtown, N. J. Water Co., yielding 
a return of less than 7.25 per cent, were confiscatory (P. U. R. 
1930 E, 375), although water utilities in that state had never 
been allowed so high a return. 1£ the depression bad not set 
in at this time, it is likely that the prevailing rate of return would 
bave been raised to a minimum of 8 per cent. 

3- THE DocnuNB OP REAsONAlILlt WORTH 

::::The severe depression after 1929 brought with it an insistent 
demand for lower utility rates. With reduced operating ex
penses, construction .costs, and interest rates, it would have been 
possible to bring about some decline in utility rates while allow
ing to utility companies a liberally fair rate of return on the fair 
value of their property:) What was desired was a decrease in 
rates beyond this Ievel~ Justification for this departure from 
the rate making rule was found in Smyth fl. Ames, in the stato
ment recognizing a limitation on a utility's right to a fair ro
turn. "What the company is entitled to ask is a fair return upon 
the value of that which it employs for the public convenience. 
On the. other hand, what the public is entitled to demand is 
that no more be exacted from it ••• than the service. rendered 
are reasonably worth" (169 u. s. 546). 
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v It was argued by some commissions that with tbe fan in prices 
an~ incomes the value of utility services had declined, and that 

\
under the doctrine of reasonable worth rates could be reduced 
even if they did not provide a fair rate of return on the £air 
value of the utility company's property. The Maine Commis-
sion stated that the determination of reasonable rates involved 
the· financial condition and the ability to pay of those receiving 
the services. The Wisconsin Commission ruled that even when 
a general reduction in rates could not be granted, rates should 
be lowered for rural subscribers, a class that suffered severely 
from the economic depression. In California, the commission 
held that a graduated schedule of rates should be established, 
varying from year to year with the level of prices of the prin
cipal crops of the community" 
) ""Obviously the doctrine of reasonable worth was not acceptable 

/to -the utility companies. Nor were the courts willing to ap
I prove extreme application of this doctrine:j "No authority has 

been cited, and we know of none,» said. th~ ashington Supreme 
Court, "to the effect that the value to the consumer, or his 
ability to pay, is the prime factor which alone will warrant the 
reduction of a rate affording no more than reasonable compensa
tion." The court added: "Public service companies are not el
eemosynary institutions, and they cannot be compelled to devote 
their property to a public use except upon the well-recognized 
basis of a fair and reasonable return therefor" (7 P. U. R., N. S, 
18, 19). 
eThe decl~ in commodity prices was also regarded as justify
ing a considerable reduction m utility rates under the doctrine 
of reasonable worth. The Tennessee Commission said that with 
the increased purchasing power of money it was to be expected 
that a dollar should buy more electricity than it did in 1929':; 
(p. U. R. 1932 E,]86). The Michigan Commission, however, 
did not regard the decline in commodity. prices as necessitating 
sinIiIar reductions in utility rates, pointing out that in the past 

• Dtunaril£otltl-N~ WQ/Ir Co. v. ttnlJ (Me.)~ T2 P. u. ll.. N. s.~ 539; 
Mergen fl. Farm~ T«ep"~ Co. (Jj Lmauter (Wise.), P. U. Ro, 1933 Bt 420; 
Re IS"" Sid. c_ Co. (Calif.), 3 P. U. It. N. S.307. 
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rates for electricity were falling while commodity prices were 
rising (p. U. R. 1933 E, 193)' The Ohio Commission said 01' 
the same question: "Unfortunately, it is itnpossible for us, under 
the law, to fix a rate that may depend upon the cost of com
modities, except so far as the price levels may affect the value 
of property used and useful" (P. U. R. 1933D, I6.t). Despite 
these views to the contrary, it was common for commissions to 
cite the fall in commodity prices as justification for a reduction 
in utility rates. 
t' Having decided that the lower levd of incomes and prices 
required a reduction in utility rates, many commissions prlr) 
ceeded to bring about this reduction by the use of emergen">1 
orders:} Tne method used in Wisconsin was to fix temporary 
rates iIiat provided a return of approximately 6 per cent on book 
cost, substantially prudent investment, for the duration of the 
emergertey period, generally one year. The commission recog
nized that even emergency rate orders must not be confiscatory, 
but it also beld that a return of 5 to 6 per cent on the book 
value of a utility company could not be regarded as confiscatory 
in a period of severe depression.- In New York, the commis
sion, as provided by law, allowed a return of not less than 5 
per cent, usually 6 per cent, on the original cost of the utility's 
property. Despite this, the lower courts in that state held on 
several occasions that emergency rate orders based on the stat
ute were unconstitutional. Ultimately, bowever, these orders 
were upheld by the New York Court of Appeals.-
eThe great obstacle to the wider use of emergency rate or

ders was the doubt that existed as to their constitutionality. 
Unless courts and commissions permitted a temporary deficiertey 
in the fair return, under the doctrine of reasonable worth, it was 
itnpossible to use emergency rate otder~ There was litde hesita-

• For emergency rate orders in Wiseo.asin, see city 01 Mauston fII. MlI'IUttIII 
Tekp1l0M Co., P. U. It I933 E, 161; Gote; P. Tigmon Elalrit:- CO'$ I P. U. ~ 
N. S., 91; Conty of (buill. p. Voll~ BleClric Co.~ I P. U. R., N. So, 312 • 

• Re Yonkeri' El«tr'K Ligfu & POIIIn' Co. (N. Y.)~ 6 P. U. lL, N. S., .32; R4 
Brtmz G.u & Elfflrit Co. (N. Y.), 6 P. U. R.. N. S. 198. These ord .......... set 
aside by the ... '" Sup=ne CoUrt, but upheld by the Court of Appeals, '4 P. U. l!., 
N. 5 •• 337. 
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tion among commissions on this point. but the federal COutts 
were quite emphatic in their opposition to any departure. even 
temporarily. £rom the rate making rule. In setting aside an 
order of the Utah Commission. the Federal District Court ruled 
that confiscatory rates cannot be justified on the ground that 
they arc designed to be temporary (5 P. U. R .• ...N. S .• 293). And 
the Federal District Court in Missouri held that temporary rates 
arc not exempt from the requirement of providing a fair rate of 
return on the fair value of utility property (6 P. U. R~ N. S .• 10). 

4. CoRRECTlVJ< INDEX VALUATION IN DEPRESSION 

~The rate making problem in a long depression could not be 
solved by emergency rate orders effective for a year' or less. It 
was necessary to bring about reductions in rates by showing that 
the £air rate of return on the fair value of utility property bad 

, declin~ There was no difficulty in proving this. The authotity 
of the reproduction cost doctrine as a measure of fair value 
facilitated the process of reducing rates, for it was obvinus that 
with the decline in the prices of materials and the wages of 
labor. the reproduction cest of utility property bad £allen cen
siderably. Some cemmissions. it seemed, were delighted that the 
reproduction cost doctrine could at last be applied in favor of 
the public. In the United Fuel Gas case, 1932t the West Vir
ginia Commission observed (P. U. R. 1932 B, 79): 

The reproduction rule has been accepted only afrcr stubborn but 
respectful resistance on the part of state commissions, very largely 
for the reason that under it the increasing price levels that foUawed 
the outbreak of the World War, and prevailed for more than a dec
ade, =ulted in increased charges for utility service. . • . The down
ward trend of price levels the past few years and the probabilities 
of a continuation of the curve appear tn promise some compensa
tion to the ratepayer for whatever he has suffered from the reproduc
tion theory of valuation during the years of high material and con· 
structioo costs. It may be that the public and the commissions would 
abandon the rule now as reluctantly as they have hitherto accepted it. 

The decline in reproduction cost endangered the financial 
stability of those utility companies that had acquired much of 
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their property in the period of high prices. :.utilities tried to 
minimize the reduction in valuations by requesting the use of 
average prices in reproduction cost estimates.'Jn some instances 
commissions were inclined to give weight to the higher prices 
of the 1920'S, particularly where actual investment had been 
undertaken at these prices.·CGenerally, however, commissionS 
preferred to take advantage of lower current prices to bring 
about large reductions in fair value. It is interesting to note 
that some of the commissions that opposed the use of average 
prices at this time had made use of this device in the period of 
high prices during and after the war]). 

An interesting aspect of valuation during the depression Wa5 

the revival of the use of corrective indices. In this valuation 
method, an earlier rate base or the original cost was corrected 
by the application of an index number to give present fair 
value. There were several reasons why commissions preferred 
to use corrective indices. First, the delay and expense involved 
in a valuation proceeding would have prevented prompt reduc
tion of rates. Second, because public utility construction had 
practically ceased, the available unit prices were fictitious, that 
is, quotations made for the purpose of facilitating a valuation. 
Under the circumstances, commissions preferred to use an 0b
jective index number of prices or construction costs, particularly 
as the use of a sensitive index number would result in a much 
lower rate base. 

,:The most commonly used indices were the Bureau of Labor 
Statistics index number of wholesale pric~ the Engineering 
Nnvs-Record index number of construction costs, and par
ticular indices prepared for specific valuations. The North Car0-
lina Commission in valuing the Southern Bell Telephone Co. 
said that the Bureau of Labor Statistics index number of whole
sale prices was the best measure of the decrease in the value of 
utility property since its construction (7 P. U. R~ N. S., 2I). 
The New York Commission, on the other hand, held that this 

• k S6km _ ligbt ~. (N. B.l, 7 P. U. R., N. S., 550; C.m....m.I 
Club <>f Cr..mb",barg v. Cn.m""sburg Gu C •• (Penna.), P. U. IL 1933 D, 
j:!7i Sttlk n rd. CJregolt--Wuhitlgt01l W4Ur' Senti« Co . •. D~eru 0/ Puhlic 
Work' (Wash.), n P. U. IL, N. 5., 478. 
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index number could not be satisfactory because the commodities 
in the collection were not precisely those used in utility con
strueUon, and because wage rates were not included in this in
dex number of prices (p. U. R. 1932 E, 218). The South Car ... 
!ina Commission expressed a preference for the use of the Engi
neering News-Record index number of comtruction costs in 
correcting a book value to find present reproduction cost (p. U. R. 
'923 C, 351). '. 

The most elaborate use of a corrective index in valuation 
during the depression occurred in the Maryland telephone case, 
in J933. To avoid the delay and expense of the usual valuation 
procedure, the company and the comroission agreed to the use 
of a corrective index. A 1923 valuation that had been fixed by a 
federal court was corrected by a "fair value translator" which 
was the weighted average of 16 index number. of prices, wages, 
and construction costs (I P. U. R~ N. S., yt6). The company 
objected to the fair value that was found in thi. manner. The 
Federal District Court held that the. comroission was wrong in 
"assuming that an average trend of all prices, whether absolute 
or weighted, is a true index for the trend of construction costs 
of the .pecial kind of property" of the telephone company (3 
P. U. R., N. s~ 241). On appeal to the Supreme Court, the do
cision that the valuation was not in accord with the requiro
ment of due process was sustained, although admittedly the 
company had originally agreed to an index number valuation. 
In a vigorous dissent, Justice Stone said that no evidence in 
the record disputed the fairness of the valuation, and that it 
ought not to be set aside merely because index numbers had 
been used (8 P. U. R. N. s. 433). 

5. THII RATE OF RlmWI IN DEPBl!SSION 

During the depression, commissions directed much of their 
attention to reducing the rate of return that was allowed on 
utility property. The yield on high grade utility bonds--ordi
narily the most inIportant factor affecting the rate of return
declined somewhat in 1930 and 193', but rose sharply in '932 
and 1933. Despite the behavior of the market for utility sec:uri-
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ties, commissions succeeded in bringing about a considerable re
duction in the fair rate of return. Justification was found in the 
greatly reduced earnings of industrial enterprises. "It hardly 
seems fair," said the New York Commission, "that every utility 
should be entitled to at least 6 or 7 per cent upon the fair value 
of its property in all periods regardless of the burden which a 
widespread depression places upon all other enterprises. M The 
commission .noted that "the United States Supreme Court recog
nized an increased rate of return when conditions were pros
perous. Will it accept the corollary of this proposition and fix a 
low rate of return as the limit of confiscation in periods of de
pression?" (p. U. R. 1933 B, 6.f). 

YIELD ON FIFTEEN ihOR GlIADB UTILITY Bo ...... 1929 TO 1936-

Year Yield Per Cent Year Yidd Per Cent 

1929.................... 4.80 1913. .••••••••.••••.•• 5.18 
1930.. ................. ..65 1931.. ......... •••. ••• ".11 
1931..... ............... '.60 1935. ................. ".61 
1931.................... S.35 1936.................. ..01 

·s..rtUrJ S~ &n Book. It .hould be DOted 'Chat tM -,ield OIl lower aradc IU:il.itJ' 
aeeoriuu Bw::tu .. ted more ."h.rply. 

A similar attitude toward the relation of the rate of return 
to industrial profits in depression was manifested by other com
missions. In Washington a return of +64 per cent was held to 
be sufficient in a period of severe depression (P. U. R. 1933 E, 
2B9). The Oregon Commission ruled that the general decline 
in corporate earnings £rom 1931 to 1933 justified a considerable 
reduction in the fair rate of return to public utilities (8 P. U. R., 
N.S., S,). The Indiana Commission took testimony of bankers 
and business men that a return of 5 per cent to utility com
panies was adequate in view of the reduced earnings in other 
enterprises (P. U. R. 1932 A, 16). In a discussion of utility rates 
during the economic emergency, the Pennsylvania Commission 
unanimously resolved that so long as depression continued, a re>
turn of 6 per cent on the fair value of utility property would 
be adequate and reasonable (3 P. U. R., N. S~ I~3). 

On the whole, the courts were sympathetic to this point of 
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view. When it is recalled that in 1930 the Supreme Court held 
that a return of 6.26 per cent was confiscatory, and that a return 
of 7.5 or 8 per cent might be necessary, the tolerant attitude 
of the courts toward reduction of the rate of return is remark
able. The Virginia Supreme Court of Appeals hdd that a re
turn of 4-9l! per cent during depression waS" not confiscatory 
{j P. U. R., N. S., 53}. The Federal District Court in Illinois 
said that with depressed industrial conditions it would not be 
warranted in finding a probable return of 5.17 per cent inade
quate (P. U. R. 1933 B, 145). Most important, the Supreme Court 
gave an affirmative answer to the question of the New York 
Commission whether it would approve lower rates of return in 
depression. In the Dayton dectric case, the court uphdd an 
order of the Ohio Commission that yidded a return of 6.5 per 
cent. Justice Cardozo, for the court, said: flIn view of busi
ness conditions, of which we take judicial notice, the rate al
lowed was adequate. Whether a lower rate could be uphdd is 
a question not before us" (3 P. U. R., N. S., 294). 

On the other hand, there was considerable opposition to re
duction of the rate of return to public utilities merdy because 
of the fall in industrial profits. In the West Palm Beach Water 
case, a special master for the Federal District Court in Florida 
said that there was no authority for determining the rate of re
turn on utility investments by the standards of return in other 
lines of business (P. U. R. 1930 A, =). Several commissions 
hdd that utility companies had not heen permitted to make 
fabulous profits during the war and in the great boom of the 
1920'S, and for that reason ought to be protected from the de
structive effects of depression.T 

Several commissions revived the use of the common stock 
basis for return. It was the practice of the New York Commis
sion, during the depression, to set rates that yidded 6 per cent 
on the stated value of the utility's common stock after meeting 
interest charges (2 P. U. R., N. s., 307). In Massachusetts, the 

• Re mrmingAam c.. Co. (Ala.), P. u. !I.. '923 B, 24" Re PuNk Utility 
RIMs ad Serllict (N. C.), P. U. R. 1932 E, 32I; Be b/t1l1JStU PDUfeI' & UgM Co. 
(Ark.), S P. U. !I.., N. 5., .6 •• 
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commission continued to establish rates that provided fair divi
dends to common stockholders-generally 6 per cent of the 
average price at which the stock had been issued (s P. U. R. 
N. S., 333). In Wisconsin, the commission fured rates sufficient 
to permit all expenses to be met and to provide a dividend of 
6 per cent on the common stock, with a moderate amount of 
earnings available to increase the surplus. Such a return, the 
commission said, was liberal in an economic depression of grave 
proportions (P. U. R. 1932D, 272). Where the comrilon stock 
basis for return was used, except in Massachusetts, it was reo 
garded as an emergency device rather than as an accepted method 
of determining the fair rate of return. 

Despite these innovations, most commissions continued to 
fur rates based on the principle ~ allowing a fair rate of return 
on the fair value of utility property. Quite properly, this fair 
rate of return was hdd to be somewhat lower in depression 
than it had been in prosperity. Thus, while 8 per cent was a 
commonly accepted rate of return in 1929, the maxiorum that 
was generally allowed in 1931 was 7 per cent. In 1932 and 19330 
a standard return of 6 per cent was almost uniform throughout 
the country, although some commissions allowed even less. This 
low standard rate of return was continued in many states all 
during the period of depression and early recovery. In several 
states, the fair rate of return was raised to 6.5 or 7 per cent in 
1935 and 1936. Thus, at the end of 1936. the fair rate of return· 
was again approachiog the standard levd of the early part of 
the 192O'$.8 

Although some federal courts were rductant to approve rates 
of return bdow 7 per cent, even in 19330· many state and fed· 
eral courts approved returns of 6 per cent or less.'° The Su-

• A return of 1 per cent was commonly allowed in 1931 in Ollorado, IndiaDa. 
Michigan. Miooouri, Ohio, Penn.ylvania, washingtoa, and West Virginia. A ft· 

Nm of 6 per cent was allowed in 1932 or lala' in Arizona, Arkansas, Connecti
cut. Indiana, Louisiana, Maryland, Massachusetts, Minnesota~ New Jcncy. New 
York, North Dakota, Ohio, Pennsylvania. Rhode Islartd~ Texas, and WiSCIOIlsm.. 

• Federal courts held that a retum of 8 per cent or more was necessary ia 
Nevadal P. U. R. 1933 B. 191; in Kansu, P. U. R. 1933 B. 2:1S; and in Texas, 7 
P. U. R., N. S .. 178. 

3D State courts approved a reNm of 6 per cent or: less in North Dakota, 13 
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preme Court, although mclre cautious in its rulings, agreed that 
lower rates of return must be accepted by public utilities. While 
a return of 4.53 per cent to the West Ohio Gas Co. from lcp8 to 
1931 was held to be so low as to be confiscatory (6 P. U. R~ 
N. S~ 449), a return probably not in excess of 6 per cent ms ap
proved in the Dlinois Bell T e1epbone case. Ili this case the Su
preme Court used dividend payments as evidence of non<on
nscation. "The 6nancial history of the Illinois Company repels 
the suggestion that during all these years it was suffering from 
confiscatory rares,"· the court observed. "During this period 
appellec paid the interest on its debt and S per cent dividends 
on its stock" (3 P. U. R., N. S? 337). 

6. StlMMAltY AND CONCLUSIONS 

"'1- The period from 15)29 to 1936 brought no major modifica
tIOn in the methods of determining £air value and £air rate of 
return, although it emphasized again the difficulties of rate mak
ing in periods of large and sudden c;hanges in prices and interest 
rates. The fall in prices from 1929 to 1933, accompanied by a de
pression of unparalleled severity, necessitated frequent revision 
of the fair rate making value of utility property! It was obviously 
impossible for commissions to make new v::iuations for many 
utility companies at relatively short intervals. Not only did com
missinns lack the facilities required for making numerous valua
tiops under the usual procedure, but these valuations, because of 
rapidly changing prices, would bave been inapplicable U!lder 
the present value rule by the time they were completed.; The 
use of index numbers was a logical method of maintainingthe 
present value basis for rate making;:rtthough it necessarily in
volved abandoning the usual valrninon procedure. It was un
deniable that some types of index number, notably the Bureau 
of Labor Statistics index number of wholesale prices, were not 

satisfactory measures of current construction costs for public uti!-

P. u. It, N. 5.. 353' in Ohio, 15 P. U. R.. N. s., 443' in Oregon. 13 P. U. It, 
N. s., 337; in Pennsylvania. 14 p. U. It.. N. S .. 13; and .in Tau. II P. U. Il, 
N. S .. :8.3. Federal courts approved II. rctum of 6 per cent or less in Indiana, 
P. U. L 1933 B. aUi in Illinois, P. U.lL 1933 B, ,301; and in Georgia, 2 P. u. It.. 
N. S., 234. ~ 
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ity property. If the necessity or the desirability of the present 
value rule is admitted, however, it is difficult to see how the 
use of index numbers, despite their shortcomings, can be avoided 
in periods of rapidly changing pri~ 

lTh'e-i!Uctuations that were perm.ttted in the fair return from 
192910 1936 were much greater than would ordinarily have been 
expected. Although rates of return far above the prewar level 
were allowed in the war and postwar period, these higher rates 
of return were justified to some extent by the high~ interest 
rates required to attract additional utility capital. \!.he great 
Hucruations in the accepted fair rate of return in the periods of 
prosperity and depression from 1929 to 1936 were not acc0m

panied by corresponding changes in the interest and dividend 
rates for new utility capital. The courts, and to a lesser extent 
commissions, seem to have adopted a new rule:, that the fair 
rate of return must follow industrial profits. The danger to the 
stability and growth of the utility industries in the adoption of 
a rule increasing the variability of return must not be overlooked. ' 

.. :ne managers of utility enterprises should not be distracted 
from their task of providing efficient and economical utility, 
service at a fair profit by the prospect of speculative gains or 
losses that a variable return would bring about in periods of. 
prosperity or depression. Above all, it is not desirable that the 
financial stability of utility enterprises, involving the possible in" 
terruption of service, should be endangered in every depressioq 
by a policy of permitting widely variable returns. Finally, it 
must not be overlooked that sharp Huctuations in fair value and 
in fair rate of return are a cause of protracted investigation and 
expensive litigation, the ultimate cost of which must be borne by . 
consumers and invest~ 
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A PROPOSED SOLUTION 

I. NECESSARY CHANGES IN RAn Mi!.I<ING 

trim PltEQUENCY with which public utility commissions sought 
new methods .of determining fair value and fair rate of return 
during the period_ of unstable prices and interest rates shows 
clearly that the rate making rule has not been entirely satis
factory. Specificany;'the objections are that its procedure is un
neCessarily complex, and that it does not provide a methooof 
determTri'ing fair value and fair rate of return with precision and 
certainty. The difficul~es _Qi. rate making in accordance with 
this rule are gieatiiiiaer any circumstances, and they become so 
intensified during periods of rapidly changing prices and inter
est rates, that commissions are compelled to ignore the rate:. mak
ing rule in practice. 'While it may have been necessary in the 
early days of cODlll1lssion regulation to avoid a rigid rate mak
ing formula, the time has .. £Ome to consider whether the rate 
making rule may not liii-wisely modified to permit simplificatinn 
of rate'making procedure and greater certainty in the deter
mination of fair value and fair rate of return. 

Vrom the adminiso:"tive. point _of view, the principal 0b
jection to therate mwng rule is iliat its procedure is slow, ex, 
~sive' and conducive to liti.gation. It has been apparen~ 
long time that the established' procedure is an obstacle to effi
cient regulation of utility rates;JThe preparation of a long de
tailed inventory. the determination of fair unit prices, the esti
mate of observed depreciation, the valuation of overbead. and 
intangibles, the fixing of a fair rate of return;3.ltthis. is a costly . 

. . anel timecons~ing process. The preparation of a rate schedule 
fur one large utility company in this manner may cost several 
hundred thousand dollars and may occupy a commission fur 

• months, to the neglect of other important dutiesf"Even with this 
elaborate procedure th~s_!',?lISSUr"",ce that the-fair value and 
the fair rate of return, so laboriously determined by the com

[120 ] 



A PROPOSED SOLunON 121 

mission, will be a=ptable to the utility company and consumers:.,::; 
There may then follow extended litigation in state and federal 
courts, while desirable rate changes are held in abeyance. No 
one will question the desirability of a modified procedure that 
will reduce delay and expense without denying justice to the 
producers and consumers of utility services. 
,':In addition to the simplification of procedure, although not 

unrelated to procedure, it is necessary that a uniform. ru~ for_ 
determining fair value and fair rate of return., sliould be ,adopte<;C 
The Supreme Court has frequently said that valuation is not 
a matter of applying formulas, for valuation must ultimately be 
a matter of judgment. In fact, it is quite impossible for those 
concerned with so difficult a problem as rate making to avoid 
the use of a more « less definite formulae-At the urgent request 
of the utility companies, many state a~ federal courts have 
applied a current reproduction cost formula in valuation. On 
the other hand, commissions have frequently expressed a pref
erence for the use of prudent investment as the exclusive meas
ure of rate making value. The lack of a precise valuation metho3.j 
which if uniformly applied would meet with the approval of 
me courts, has encouraged litigation in the hope that some 
higher or lower yaluation would ultimately be established as 
fair hy the court.;....Even with the present rate making procedure 
regulation can be made more effective hy a precise and un
equivocal statement from the Supreme Court of an acceptahle 
unifor~ method for determining fair value and fair rate of 
~n. 

V?The twofold objective of a simplified rate making procedure I 
. " and a uniform method of determining £air value and fair rat~ 

of return could be attained if utility companies would accept 
and the courts would approve the use of pru.d~'!!JA'!restme.lll: 
as the measure of fair value, and either theCapital cost or th 
common stock hasis for determining fair rate of return. Thi.t 
desirahle rate making policy, if properly administered. can uni 
questionably be made attractive to the utility companies, an!!' 
with their consent should not he ohjectionable to the couru.1 
Before discussing various methods that have heen propo<e(f 
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to indu~ utility companies to accept this mcdification of rate 
making procedure, it would be well to consida once more the 
major objection to the usc of prudent investment valuation and 
to the capital cost or common stock basis £or return. 

2. Pl!.WENT INVESTMENT AN)) CAPIT"lI CosT 

CJne one great ?'>iection to prudent investment valuation is 
that it fails to bring about a precise adjustment of the present 
cost Of providing utilitY· services and the rates at which these· 
Services are sold. A rise or fall in the cost of reproducing a 
utility plant is indicative of a shange in the cost of producing 
utility services. Unclez the circumstances, if pJ;Udent investment 
is used as the measure of the rate base, utility services will be 
sold £or more or less than thcir present cost Of productio~ Con· 
sumas may then be uneconomically excluded from the use of 
utility services by the maintenance of rates ahove the present 
cost of produetion, or uneconomically supplied with excessive 
utility services by th~ maintenance ,of rates bdow the present 
cost of production. .This inequality of price and cost must m
sult in an impropez distribution of the productive resources of 
the community among its various industries.1 Further, if rates 
are not adjusfed to the present cost of producing utility services, 
it is possible that under certain conditions an industry may be 
diverted from a more to a less favorable locality-;] For if the rate 
base is measured by investment, the advantage of a community 
in some fidd of production may be determined by the price 
levd at which its utilities were constructed and not by indu5-

v=
. I factors.' (j'hese objections to prudent investment valuation 

\ lD3Y be summarized in the statement that it does not permit 
-. rates to respond sufficiently to changing costs of providing utility 

services.? ' 
-There is implicit in these objections an erroneous view of the 

responsiveness of prices to costs under competition, and of the 
desirability of equality of prices and present costs Under cJ1anging 

1 For • £uIler discussion of the relarl .. _IS of reproductioo cost and prwIcct 
investment, see Chap. IU. sections 2 and 3, above . 

• H. G. Brown, ''Railroad VaI""tion and Ra~ Regulation," 1-= of PoIinnl 
-y, XXXIII, 505· 
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economic conditions. It must not be overlooked that in com
petitive industry prices tend to equal costs only in the long run] 
For short periods, where the time of gestation or the usefulli£e 
of capital equipment is relatively long, prices may be more or 
less than present costs of production for a time. In short periods, 
prices are adjusted by husiness men to maximize the current 
income in excess of operating expenses, and only gradually do 
prices tend to conform to costs. Under changing economic 
conditions, it is better for a community to have its productive 
capacity fully utilized or to in:jrce a necessary expansion of its 
productive capacity, even if thff'requires a discrepancy between 
prices and costs:(A.Ithough it is desirable to have a tendency 
for prices to equaI costs ID the long run, it is not essential to 
have precise equality of prices and costs in the short ruji:~ 
,- In fact, prudent investment valuation is more responsive to 

clianging construction costs than is generally believed., Assum
ing that the property of a representative utility compaby is re
tired at a ·uniform rate, that depreciation is calculated on a 
straight line basis, and that net investment in the property is 
constant,(1t can be shown that the prices of recent years will 
have cons~erable weight in a prudent investment valuatioD;) 
With these assumptions, if the average length of useful life of 
the property were ten years, 18.2 per cent of the property in a 
prudent investment valuation would be valued at the prices of 
the current year, and ']2.7 per cent of the property would be 
valued at the prices of the five most recent years. If the average 
length of useful life of the property were twenty years, 9-5 per 
cent of the property would be valued at the prices of the cur
rent year, and 42.7 per cent of the property would be valued at 
the prices of the five most recent years.-

If the net investment in utility enterprises is expanding, and 
obviously it is at a rapid rate, prudent investment valuation is 
even more responsive to changing construction costs. Let us as
sume that the property of a representative utility is retired at a 

• If the .inking fund basis for depreciation is uocd, the iullucnc:e of ,«eat 
pricea: on prudent investment valuation. is even greater. For the probable length 
of life of various types of utility property, see C. E. Gnmsky, ValuaJio", D~prwitl
Iitm •• J 1M Rm.ll#s<. pp. 4,8-3" 
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PttcENTAGB OP P .. OPERTY VALVED AT PlUCES OP MOST RECENT YEA ... 

(Prudent investment, constant net investment) 

MOlt Rec:eDt l~Year J5-Year 2Q..Ye/U' "2S·YOf Y .... Avenge Life Average Life AV<I!rqellie Aver.F Lik 

prrccnt .., ..... percent per cect 
1. ..•. y ••••• ..... 18.2 12.S 9.'" 1.7 
2 ................. 34'; ".2 18.6 • 15.1 
3 ....•... 0 ••••• , •• <9.1 35.0 27.' 22.2 •................. 61.8 <S •• 35.2 28.9 
5.. ............... n.1 54.2 42.7 n .• 
6 .....••.••....•.. 81.8 62.' SO.O 41.5 
7 ................. ".1 70 .• 56.7 47.4 
8 •••••••••• H ••••• ".5 '16.7 62.9 52.9 
9 ................. .. .. 112.' .... 58.2 

1.0 .•••••••••••••••. 100.0 87.' 13.8 63.1 

uniform rate, that depreciation is calculated on a straight line 
hasis, and that the net investment is expanding 5 per cent an· 
nually. Then, if the average length of usefulli£e of the property 
were ten years, 20.9 per cent of the property in a prudent in" 
vestment valuation would be valued at the prices of the current 
year, and 77 per cent of the property would be valued at the 
prices of the five most recent years. If the average' length of 
useful life of the property were twenty years, 12.6 per cent of 
the property would be valued at the prices of the current year, 
and 52 per cent of the property would be valued at the prices of 
the five most recent years. 

PERCENTAGE OP PROPEllTY VALVED AT PRICKS OF MOST RECENT YEARS 

(Net investment expands 5 per cent annually) 

Mo.( Recent I~Year IS-Year 2O-Year lS-Year 
Yo .. AveRJ'C Life &nfqe Life Avwase Lite Averqe Life 

.... "' .. .... "'" .., .... per ceM 
1. ................ 20.' tS.S • 12.6 10.9 
1 . ............... 38.S 19.2 21.1 20.' 
1 ................. 54-.0 .1.3 34.' 30.11 
.................. ".6 .... '3.7 38.' 
5 ................. n .• 61.01 Sl.O U.S 
6 ................. Bi.l .... 59.f 52.7 
1 ................. 91.' '16.' .... 58.~ 

II ................. 95 •• 92.1 11.8 ".5 
9 ................. ".7 87.1 77 •• ".S 

10 ••••.•••••...••.. 1(10.0 91.1 S1.f 74-.0 
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~e use of the actual cost of acquiring utility capital for • 
determining fair rate of return would not permit great re
sponsiveness to changing interest rates. . The force of this 0b
jection is diminished somewhat by the fact that interest rates, 
except in extraordinary times, change very sIow!iJ If the £air 
rate of return 'tJIV"T'e determined by capital cost, it would be 
changed only a"""ew securities are issued and as old securities 
are refunded. Because utility bonds are issued for long periods, 
and common stock is issued for the life of the enterprise, re
funding is not likdy to have much effect on the fair rate of 
return, if that rate is determined by capital cost. Nor would the 
issue of new securities to the extent of 5 per cent annually of 
the current net investment increase to any great degree the re
sponsiveness of the fair rate of return to changing interest rates. 

The common stock basis for return, on the other hand, would 
show some sensitivity to changes'in the current rate at which 
new capital is acquired. Under this method, interest on bonds 
and dividends on preferred stock would be allowed as capital 
expense, and the fair rate of return to common stockholders 
would be fixed at that rate which would maintain the market 
value of the common stock at par. As the issue of common stock 
represents a significant part of the utility capital, considerable 
influence on the £air rate of return would be exerted by the mar
ket rate for new utility capital./ 

3. THI! NEW YORK RATE MAKlNG PROPOSALS 

The importance of modifying the prescnt methods of utility 
rate making has been repeatedly noted by commissions in many 
states. There has been a disposition on the part of legislatures 
to take the view that because the federal courts have jurisdic
tion over the fairness ci rates under the Fourteenth Amendment 
to the Constitution, nothing can be done by legislation to rem
edy the evils of the prevailing methods of rate making. In 
New York, however, an attempt was made in 1929 to find 
some solution for the rate making problem by a commission 
chosen by the legislature and by President Roosevdt, then gov
ernor of the state. The plans for modifying the present methods 
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of determining fair value and fair rate of return that were con
sidered . by this commission offer the hope that a satisfactory 
'5'.1 out of our rate making difficulties can be found. 

c;:;.!I'he chairman of the New York Public Service Commission, 
!-fr. William A .. Prendergast, presented an ingenious plan £or 
the use of_corrective indices and a modified split inventory as 
a means of simplifying valuation procedurcl (&Port, p. 95; 
Hearings, pp. 402-17).- The plan provided i&t by negotiation 
and agreement with the utility companies, the public service 
commission should fix the fair value of utility property 'by the 
following method. A 1917 inventory of all property other than 
land would be made basic and valued at book cost. At inter
vals of two years the commission, with the consent of the utility 
company, would transform the book value of the basic property 
to present value by the use of appropriate index numbers. All 
property other than land acquired after 1917 would be valued 
at actual book cost, although it might be necessary to apply index 
numbers to some items in this category. Land would be in
cluded in the rate base at its present value, ;'d allowances 
would be made for working capital and going value at each 
biennial valuation. Depreciation would be determined by in
spection, although if excessive depreciation reserves were ac
cumulated some allowance might be made for this in the val
uatiOIL 

./ :The Prendergast plan is open to many objection~,' Under 
this plan utility companies could require the use of the usual 
valuation procedure if it suited their purposes. ')ne calculation 
of accurate index number. would be almost as difficult as the 
determipation of unit prices in reproduction cost valuation. And 
the. co9imission would still be required to make frequent re
valuation&-tbat is, at the rwo-year intervals provided by the plan] 

. A majority of the commission, appointees of the legislature, 
in the report of its counsel, Colonel William J. Donovan, rec-

f; The evidence takCIW by the commission., and the reports of a majority and 
minority of the commission and its counsel, are contained in four volumes am-
stituting The ~ tmJ Hnvings of t4t: Commission on kvisia. of lite PllbIk 
S.mc. C4mm;mo", Lttw (bereaftcr ,*,red to .. II4pon or H..mrgt). 
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ommended the stabilization of the rate base by means of a, 
contract between the utility companies and the public service 
commission. A present fair value agreed upon by a utility 
company and the commission would be embodied in a contract 
for a period of ten or fifteen years. Additinns to this basic pro~ 
erty after the contract date would be valued at actual cost, and 
retirements and depreciation would be deducted as shown by 
the accounts (Report, pp. 1<>0-4). After the initial valuation, the 
rate base under the Donovan plan would be determined from 
the accounts. 
me plan has considerable merit, although it is open to the 
o~tion that the delay and expense of the initial valuation 
would have to be incurred periodically with the renewal of 
contract;} It was estimated that valuation for all utilities in 
New Y ~ would cost 130 million, and would require four 
years. If the contract period were only ten years, "a large part 
of this extremely short period will be taken up with the initial 
valuation of the property, leaving only a scant few years of 
grace before the whole miserable and time consuming process 
of valuation must be done over again. .. • 

Dr. John Bauer proposed a valuation plan that met with the 
approval of a minority, the Roosevelt appointees, on the New 
York legislative commission{"He proposed that legislation be 
enacted directing the public ~ce commission to determine 
the present value of utility property according to the rule of' 
Smyth If. Ames. Property acquired after the enactment of the ' 
law would be valued at actual cost:) Depreciation and retire
ments would be dedueted as shown -by the reserve accounts of 
the company. In this manner, the rate base would ultimately 
be fixed at the prudent investment in the property (Rt!port, pp. 
392-400). Doubt was expressed of the constitutionality of the 
Bauer plan. It was generally agreed that the legislature could 
prescribe by statute the terms on which future investment in 
utility enterprises would be compensated. It was uncertain 
whether the legislature could by statute fix the present value of 

• From a statement of Dr. James c. Bonbright, a member of the legislative 
~ quoted ill Tk N.., Y ... ~ Tim .. , April 2, 1930. 



PUBLIC UTILITY RATE MAKING 

existing utility property. For this reason the Bauer plan pro
vided as an alternative that companies could enter into a con
tract with the public service commission for the use of this 
meth_od of valuation for a period of approximately twenty-five 
years., 

The New York legislative commission also t'onsidered plans 
for modifying the present method of determining £air rate of 
return. A majority of the commission proposed in the Donovan 
plan that a £air rate of return be determined for the existing 
property, that this fair rate of return be specified as compensatory 
in a contract for a period of ten or fifteen years, and that the 
return on additional property should be fixed at the actual cost 
of acquiring new capital through the securities issued for the 
purpose (Report, pp. 104-8). A minority of the commission pro
posed in the Bauer plan that a fair rate of return on existing 
property be determined by the public service commission, this 
fair rate of return not to be subject to fluctuation in the future 
because of changing interest rates or the profitability of business. 
The rate of return on additional property would be determined 
by the actual cost of acquiring new capital through the securi
ties issued for the purpose, new issues of common stock under 
this plan calling for a specified return (Report, pp. 415-17). The 
Bauer plan also called for the establishment of an equalization 
reserve of excessive earnings that would be available to meet 
deficits in the return of a given year. 

~LUTION TO THE PtiOBLEM l, \l:he inrportanee of modifying the rate making rule to sim
plify procedure and to give greater certainty to rate making 
value is generally admitted. It is worth noting that every plan 

_ submitted to the New York legislative con:mission made pro
vision for the use of p~dep.J.l!,~en.t < a~.:l measure of rate 
milking value for all property acquired after tIieT"itIiIValua
tion. N. solution to the rate making problem is possible unless 
it oilers '&Ome means for replacing the present complex and un
satisfactory method of rate making with a simpler method un-
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der which utility companies would be given a fair return on 
th~rudent investment in their property.") 

e need to simplify rate making procedure, particularly 
in e determination of fair value, must not lead to a neglect of 
other equally imporUint~derations in choosing a new method 
of rate making. ~o rate making pian ciifi be satisfactory in 
the long run unless it protect!.... the legitimate interests of the 
comm~: the interest of the investors 10 utility securities and 
of the' consumers of utili services. It is necessary, therefore, 
that the ew rate m 'ng plan should assure ro utility com
panies a net1ilcome-iliilt" will-Qlthict: the capital required for 
continued expansion of the utility industries:) Rate making un
der the new plan should also be sufficiently_ responsive ro chang
ing economic conditions to prevent an undesirable divergence 
of uiTIity rates from the costs of producing utility services:; 
~ pru~nt investment me!l>od of valuation meetS these 
tests in every respect. It is sirn~e and definite, so that it facili
tates administrative continl of utility rates; and at the same 
time it assures to utility companies prot~tion of their capital 
investment undertaken for the public convemence at the order 
of the rate making authority~bere can be no greater stimulus 
to the economical provision of adequate Uti~' capital than ~. 
assurance of the utilities commission that th 'nvestment, if pru
dently made, will be protected against the ha rd. of fortuitous 
price changc:s:)At the same time, the continued retirement, re
placement, ~ expansion of utility equipment would give con
siderable weight to the pri~ of recent years in a prudent in
vestment valuation. Thus(Jht prudent investment method of 
determining fair value would induce continued provision of cap
ital for utility enterprises, while maintaining a responsiveness of 
utility rates to changing costs of producing utility servi~ 

The proposals for modify~ the present method of deter
niining fair rate of return that were submitted to the New Yark 
legislative commission do not meet all the tests ofa desirable 

• It will M apparent that a plan lor fixing present value with ttre provision 
lhat future additions are to be valued. at actUal invc.stment, prudently made~ is 
an application of the split in~tory method ill which the division date is the 
lime of the fixing of the initial value. 
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method of rate making.~ Unquestionably, the use of a fixed .... 
turn equal to the actual cost of acquiring capital at t!le tifue 
the securities were issued would result in simplifying the present 
method of determining fair cate of return:] But a fixed ceturn 
would not be sufficiendy sensitive to changing costs of pro
ducing utility services, and It would be objectIonable on that 
account. Further, it is doubtful whether a fixed return would 
be conducive to investment in the common stock of utility 
enterprises. For if the ahl'dend on common stock were fixed, 
the market price of the shares would fluctuate with every change 
in current interest cates. Thus, with a rise in interest rates it 
would be impossible to issue additional common stock except 
at a price below par. Nor would a large degree of fluctuation 
in the market price of common stock be attractive to those in
vestors who are interested in the regularity and stability of in
come rather than in the speculative possibilities of utility se
curities. 

The common stock basis for rettlrn would offer a simple 
method of determining fair rate of return, while maintaining 
stability in the price of utility securities, and a responsiveness 
of utility rates to changing costs of producing utility services. 
Und"! this method, rate schedules for utility companies would 
be designed to provide sufficient revenue to meet operating ex
penses and the capital charges for interest on bonds and divi
dends on preferred stock, and to permit that rate of dividends on 
common stock that will maintain the market price of the stock 
at par or at the price at which issue of the stock was authorized 
by the rom mission. This is substantially the plan that has been 

. used successfully in Massachusetts (H "ari" gl, pp. 75J-831). 
V (9ranting ,the desirability of establishing the prudent invest

ment basis for valuation and the common stock basis for return, 
it remains to be considered whether such a rate making plan 
can be established. It is doubtful whether the Constitution per. 
mits any rate making plan, other than the present rate making 
rule, to be used without the consent· of the utility cOmpanie~: 
This was recognized in the Donovan plan, and it was admitted 
as a contingency in the Bauer plad;It is necessary, therefore, to 
induce utility companies to agtee tOthe use of the rate making 

• 
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plan proposed in this section. This can probably be done in the 
manner stated bd~ 

,,One legislature sli':.uld authorize the issue of new franchises 
to all utility companies that agree to the 'following 'rate making 
provisions. An initial valuation of the property of the public 
utility company is to be made by a valuation committee joindy 
sdected by the company and the commission. Once deter
mined and approved by the company and the commission, this 
initial fail value is not to be subject to later change because of 
price fluctuations. Additions and betterments after the initial 
valuation are to be valued at actual cost prudendy made. De
ductions for depreciation and retirement are to be determined 
from reserves accumulated for these purposes as shown by the 
accounts. Charges for interest on bonds and dividends on pre
ferred stock are to be allowed as capital expenses. The fail re
turn to common stockholders is to be fixed at the rate that will 
maintain the market value of the common stock of a represent
ative utility company at par or at the price at which the com
mission authorized the issue. This fair rate of return is to be 
fixed annually by the commission, after a hearing, and it is to 
be the standard rate of return for that year for all utility com
panies managed with representative economy and efficiency. De>
ficiencies in the return for any given year are to be carried over 
and to be compensated in subsequent yeaiiJ 

. Franchises providing for this new method of rate making 
a~ to be offered to all utility companies. Those that accept the 
franch.ises are to be assured of freedom from competition from 
publicly owned utility plants. The public is to be protected, 
however, by the reservation of the right to purchase the fran
chise and property of such utility companies by the state or the 
municipality at the rate base established by the commission un
der this plan. Utility companies that do not accept the new 
franchises as a basis for the regulation of their rates are to be 
subject to competition from publicly owned plants. 

5- THII PROSPECT POR THE NEW Pu.N 

~e are two reasons for believing that this plan will in~ 
duce nearly all utility companies to accept new franchises pro> 
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viding for the we: of this new method of rate making. First, 
the rate making policy of the Massachusetts Commission, not 
far different from the proposed plan, has me~ith litde objec
tion from the utility companies of that state. Mr. Henry C. 
Atwill, head of the Massachusetts Department Public Utilities, 
testified before the New York legislative commission that from 
I8S:; to 1929 only four rate cases were appealed to the courts 
by the utilities of his state. They have permitted the use of the 
prudent investment method of determining fair value and the 
common stock basis for return not only because they have pros
pered under this rate making rule, but because they know that 
insistence on the rate making procedure in use in other states 
would induce the people of Massachusetts to undertake public 
ownership and '1peration of utilities (Hearings, pp. 755, 764). U. second reason for believing that utility companies would 
accept the proposed new franchises is that the rate making method 
~or w~i:~ it \e:0v~es agrees ~ith the practice of many lead-

,mg utility lanles and Wlth· the preference expressed by 
.. ' their executives In the 1927 annual report of the American 

Telephone & elegraph Co., Mr. Walter S. Gifford indicated 
that the common stock hasis for return would be in harmony 
with the policy of that company. 

The American Telephone I< Telegraph Co. accepts its responsibil
ity for a nationwide telephone service as a public trust. Its duty is 
to provide the American public with adequate, dependable and satis
factory telephone service at a reasonable cost. To attain this end, it 
is the pnlicy of the company to pay only reasonable regular dividends, 
and for part of the new capital needed, to offer from time to time 
new stock to its stockholders on favorable terms, for it believes this 
method of financing will provide the money needed (or the business 
cheaply and with more certainty in good times and bad than any 
other. 

The safety of principal and regular dividend. have been the com
pelling motives that have led to the widespread ownership of the 
stock of the company •.•• Extra or special dividends are entirely 
inconsistent with this aim and wonld be unsound. Earnings must, 
of course, be suJlicient to permit the best possible tdephone service 
at all times and to provide a reasonable payment to stockholders with 
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an adequate margin to i1uure Snancial safety. Earning> in excess of 
the requirements will either be spent £or the enlargement and the 
improvement of the service furnished, or the rates charged for the 
service reduced. This is fundamental in the policy of the management 
(Report, p. 389; Hearings, PP.2793·95). 

The railroads, the largest group of utilities operating under 
the present rate making rule, have expressed their preference 
for a rate making method that will provide stable income d& 
spite price Huctuations. Mr. Alfred P. Thom, counsd for the 
Association of Railway Executives, testiijlIlg before the House 
Committee on Interstate and Foreign Commerce, asked that 
rates be determined sotthat they will yidd sufficient revenue to 
maintain the railroads 'lIt the sound financial condition neces
sary to meet the public requirement for service; with provision 
£or accumulating a surplus in prosperity for use in depression.' 
The views expressed by Mr. Gifford and Mr. Thorn are typical 
of the attitude of enlightened utility executives all over the 
country. (!he new rate makin$, plan is entirdy in harmony 
with this attitude on rate makirigJ 

The proposal for the issue Of new franchises requiring the 
usc of the prudent investment method of valuation and the com
mon stock basis for return should be attractive to investors 
in utility securities. The interest they have in the present method 
of rate making is speculative at best, limited to the common 
stockholders in utility enterprises. The holders of bonds and 
preferred stocks, who 'provide the greater part of the capital 
invested in the utility industries, can have no reason £or pre
ferring a rate making method that results in a variable return 
from which they cannot gain and from which they can suffer 
loss. Even among common stockholders there are many who 
prefer the financial security of a moderate and fair return on 
their investment to the risk of a speculative return that Hucto
ates violently with changes in prices and interest rates. (l:he 
recent depression has shown conclusivdy that the financial 
stability of the utility industries is endangered by the use of 
present methods of determining fair value and fair rate of return. 

'TAe New York Timu~ February 21. 1932. 
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The proposed plan for bringing about a change in rate mak
ing methods is probably constitutional. The new franchise would 
constitute a contract specifying the use of a particular method 
of rate making. In the past, the Supreme Court has held that 
rates embodied in a contract are not subject to the constitutional 
test of yidding a fair rate of retutn on the <fair value of the 
utility company's property. It would seem that the same rea
soning applies to rate makiJ;lg methods established by contract. 
There is a possibility that the Supreme Court will hold that 
the legislature of a state cannot rdinquish the right to regulate 
utility rates, although it is difficult to see how a franchise provid
ing for a definite method of rate making by a state commis
sion can be regarded as a surrender of the right of regulation. 
In fact, there is no great Iikdihood that the Supreme Court 
would disallow the new rate making plan if it were specified 
in franchises accepted by the utility companies. Rather, there 
is a possibility that a legislative act establishing the proposed 
rate making method, without the c;onsent of the utility com
panies, would be held constitutional by the court. Three mem
bers of the Supreme Court have repeatedly urged that prudent 
investment valuation and the common stock or the capital cost 
basis for rerurn are not in violation of constitutional guaranties. 
It is not too much to hope that a majority of the court may 

!yet see the need for a revision of the present rate making rule. 
.' !'Sufficient time has now elapsed since regulation of public 
utiTIiY rates was undertaken to determine finally what public 
policy iequires. It is obvious that after forty years of develop
ment, the rate making method now commonly used is too com
plex, too dilatory,-and too expensive to permit dIective regula
tion of utility rates. Unless this unsatisfactory situation is speedily 
remedied, the policy of private operation and public regulation 
of utilities will have to be ahandone4. TI)e-'time is now pattie

r ularly favorable for the establisbme~ a new rate making 
i policyl It is to be hoped that the legislatures of the states, with 
·.the cooperation of the public utility companies and the public 
utilities commissions, will take positive steps to end the present 
chaos in rate making. 
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