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INTRODUCTION W

The study of public utilities carries one into at least four
fields of knowledge : economics, engineering, law and political
science. Special stress must be laid on the fegal field because
of the authoritatiw)e' contribution of the Supreme Court of
the United States in matters of economics. For a_complete |
undérs‘fanding of public utility economics, that body must
be taken into. consideration, for, to quote Professor Commons
KU, that court occupies the uniqué po,,ltlon of the first
authoritative faculty of pohtmal econOmy in the world’s
history.” ' . )

In this respect, Professor Thempé(nn says, “One cones,
therefore, to the Jogical conclusion that t‘he ‘st“udy of ‘pubh‘c,
utility ec'or;omi’cs is but an aspect of the broad;er' field of
iir‘istitutional economics. Cur study is in that area in which
the forces of custom and law, rather than. primitive
unchecked forces of economics, are the major controls of
pri s and service ....... Our pioblem, therefore, is twofold ;
first, to find and account fpr these institutional limits and,
second, to show how the interplay of economic forces act and
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react within these legally defined boundaries.” *

. Commons : Legal Foundations of Capitélism, p.7.
2. Thompson; Woody C and Smith, Wendell R : Public Utility Economics,
1941, p.9.




“

To get a true pmture ef pub 1c utlh’ueu fthmugh the
Iegal approach entails a =tudy on’ ca ee bxough’c up’ beiore
the Supreme Court. In this essay, 1 try to -picture the
development of pubhc utﬂxty regulatlons throug,h the case

approach.

’

DEVELOPMENT OF PUBLIC UTILITY REGULATION

The history of the judicia} treatmeri‘t of public utilities

'can be divided into five pzriods *: the first period (1600-1870), -
the “common cai‘]ing”pei"iod in the early days of the common - P

law in Great Britain and the Britis sh' colonies m‘Ame_rlca,
the second period (1870-1890), the “Granger cases” period

of the 1870%, introducing the doctrine of Jegislative finality in

matters of public utility regulation ; the third period (1890-
1930,)‘Chalé6t€1166d by Regan V. ‘E*armexg’ Loan and Trust
Co: in 1894, introducing the doctrme of judicial review, and
Symth v. Amed in 1898, egtaowfzuhmg a cost-of- xepxoductmn
theory ; the fourth pemod (1930-1940), the pemod of
prudent inves tment theory suggested by the Los Ano«eleu
case in 1933 and stlmu‘iated‘by New Deal pressures of the
Roosevelt Administration since 1930 on valuation theory 5
the. fifth pariod (1940- DR the period of public regulation

chiefly by national regulatory bodies _thmugh “control of ..

accounting systems.

. Mr.Charles W. Smith of the Federa] Power Comruission d1v1des the
‘development of public utility. regulation into four stages : the .first
‘stage, from the Granger cases in 1877 to the Symth casé  in-1898;
'the second stage. from the Symth case to United Railway v. West
. in 1930 ; the third stage,from the United Railway case to the Hope
Natural Gas Co. case in 1944. (Charles W. Smith : Prudent
Investment Theory in Public Utility Rate Making, The Accounting -~
Review, July, 1946.) ' :




ORIGIN OF PUBLIC UTILITY REGULATION
The phrase “public utility” is of modern origin, and yet
the idea of subjecting certain occupations and activities to -
special treatment, such as regulation of their rates and
conditions of service, is old. Our modern public utility
concept can be traced back to the early days of the formation

of the common law in England. “where the doc‘crine of public
interest. was developed to 1u tify special price. and service

‘regulations of barbers, surgeons, innkeepers, giistmillers,

wharfingers and carriers,”! These occupations became known
as “common callings ” ‘

We can find the legal antecedent of our modern pub Jic

utlhty concwt in the early common Jlaw of England. In the
‘Rich v. Kneeland case in 1613, the;qcalmers which were
engaged in water transportation between London and Kent
weie called “common carriers” and were prohibited from
showing 'discrirriina‘rion -among  passengers and shipiaers.
‘These carriers were regarded as b?ing‘ “affected with a public
interest” and special obligations ‘were imposed upon them
as such. ,

The “common calling” o1 “common carrier” idea was
transplanted to the British colonies in the New World. The
same regulations of bus siness as existed in the mother country
~were applied in the New World “In 1775, for instance, it was

not uncommon to find the colonial Jegisiature fixing scales
of bread prices and establishing rates for the various kinds’
of skilled and unskiiled labor. Of course, the common callings of
~carriaga by land and 'Wateﬁ had already bezn subjected to
minute direction.”?

1. Thompson and Smith : op. cit. p.3
2. Thompson- and Smith : op. cit. p.58




1h1s sﬁua’rmn was thus deqcxlbed by Chlef Justzce Walte

in the Munn case in 1877. ‘
| ¢ ... It has been cusiomary in England from time immemor,ial,
and in this éOun‘iI'Y from its first coloniza\t'ion, 0 regulaté ferriés,
common carriers, hackmen, bakei‘s, millers, wharfingers, innkeep-
érs,etc., and in so doing io fix a maximum of charge to bé made
for services rendered, accommodations furnished, ard articies sold.”3

With the westward movement following the War of 1812

and the appearance of the laissez-faire philosophy, most, if not
all, of these ,,general price regulations had been swept away.
As Prof. Hunter has shown, “many of the states g:ontinuéd
to regulate carriers, bridge companies and turnpikes in
mafteru of rates, service, securities ang accounts. 74 Compared
W1th modern regulation, it must be admaitted, however, that
these effoits were mgdre Jmmal than eifectlve 5

THE GRANGER CASES AND ’I"‘HE DOCTRINE
OF LEGISLATIVE FINALITY

i From1860 to 1880, American industry grew rapidly, trans-
forming what was mainly -an agricultural country into an
industrial country. The railroads began to occupy a promin-
‘ent p]acc" in the economic structure. ‘This change, coupled
‘with the postwar readjustment in agriculture and -indus stry
and the longss* depression then known in American history
brought about a new attitude towards the carriers and the
need arose for the regulation of the railroads. ‘The Patrons
of Husbandry, COmmon]y known as the Grange, 1n1t1ated a

Munn v. Illmoxs, 94 U. S 118 (1877)
. Dorau, Herbert B.: Materials for Studies of Public Ut111ty Economics,
P 283 204.

5, For further discussion of the origin of common callings, see Swenson,
The National Government and Business, pp. -133-143.- ‘




: r'egiilatory mo{f'eihent,,f the sé;écalléd Grai'ng,'er‘l Movement, ,
starﬁng in the 1870’s ‘"t'o regulate current r'ailroad practiées;a k
The legal theory of the common callmg with 11.Q many
affirmative duties was revived.

The various so-called Granger laws of the 1870’s had
been passed by certain Midwestern states to control railroad
rates and other related business such as glaln elevators
. ihese Jaws were immediately chal]enged, mainly on the
ground that thgy violated the property protection ‘¢of the Fifth‘
, "and Fourteenth: Amendment to the Feder‘él~ Constitution.
These amendmen’qs proiide, in short, that no one shall be
“deprived of Hiie, liberty, or property, without due process
of law. 7! The test cases on this question” are called the
“Granger cases”: —— Munn v. Illincis, 94 U.S. 113 (1877);
Chicago B. & Q. R. v. Towa, 94 U. S. 115 ; Peik v.
Chicago & NorthwesternR; 94 U. S, 164 ; Chicago, M: & St.
P. R. v. Ackley. 94 U.S. 176 ; Winona & St. Peter R. V.

Blake, 94 U.S. 180 ; and Stone v. Wisconsin, 94 U.S. 181

Munn v. Illinois —-—The first and most famous of the
Granger cases is that of Munn v. Iilinois in 1877. The
Constitution of Illinois had beén so drawn up as to permit
the regulation of railroads and grain elevators. Under the
Illinois law of 1871, a statute had been enacted to establish
certain maximum rates for the handiing of grain. Munn and

- Scott, partners in the grain elevator business in Chicago,

. Fifth Ambendment “No personshall.... be depr 1ved of life, liberty,
or property, without due process of law ; nor shalf private property
be taken for public use, without just compensations.?

Fourtéen Amendment : “No State shall....., deprive any person of
life, liberty, or property. without due process of law, nor deny to
any person within its jurisdiction the equal protection of the laws.”



- refused to comform to the provisions of ‘the' law. The Jaw
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'Wa:svupheId by the Suf:;;eme Court of the United States. "i‘wo
major doctrines were made clear in this case (1) the
doctrine of public interest, (2) the:v‘do'cfxine: of Ie_‘:g‘islative
finality - . L e
(1) The revival of the doctrine of public interest —— 'The
doctrine of public interest was g‘iveh legal recogaition
and the legal basis of re:gu]ation Wés e:étéblished in this
~and other Granger case#. e ' ‘ , »
In the course of the de]cision;in Munn v. ‘I“},Ii’ndifs,
quoting the writings of Lord Hale, an English jurist of
the sixteenth century, Chief Justice Waite said :
Looking, then, to fh‘e common law, from whence came the
‘right which the Constitution protects, we find that when
~ private proverty is affected with a puBlic interest, it ‘ce;_a(ées :
to be juris privati only.”. ....... properiy doesbecome: clothed
“with a public inierest when used in a manner 0 make i of
public corsequence, and affect he community at large. 3
(2); The establishment of the doctrine of legislative finality
.’The second principle of the Munn case brought about
was the doctrine of Iégis]ative fipality. -
In the argument of counsel before the Court in the
Munn case, it f;ad been urged in defense of the elevator
operators that “the owner of property is entitled to a
r:eascnable compen;‘,ation for its use, even though it be_
.cIothe:d with a public interest, and that Whe.lf is
reasonable is a judicial and not .a Jegislstive question.” On

2. Munn v. lllinois, 94 U.S. 113 (1877)
3. Bauer J. and Gold N. : Public Utility valuation for Purpose of Rate
Control, 1934, p. 33 '




this point, the Court said : *
‘ In C'Oun’ct‘fieSA where the - common law prevails, it has been

custorhary from time immemorial for the legislaiive-to declare

what shall be a x‘eés()nable compensation under such circums-
tances, or, perhaps more properly s'peaking, to fix a maximum
‘\bey‘o\nd which any cﬁarge made would be unreasonable ......
If there are no statuiory. regulation upon the subject, the couris
must be determine whati is reasonable .... To limit the raie of

charge for services rendered in a public employment, or for

¢ the use of property in which the public bas an interest, is only
changing a regulation which existed before. Ii establishes no
new principle in the law, but only gives a new effect 0 an old
“one. '

‘We know that this is a power which may bs abused; but

that isno argumen: against its existence. For protection against
abuses by legislatures the people must resort 0 the poll, not
the couris.

'thu::~ the court declined to accept the authority of

judicial review upon the reasonableness of a legislative

regulation. °
/ ~

THE DOCTRINE OF JUDICIAL REVIEW AND THE
COST-OF-REPRODUCTION THEORY

The third period (1890-1930) was characterized by two
famous casg—;'s;’ : Regan v. Farmers’ Loan and {rust Company,
1894, and Smyth v, Ames, 1894. The doctrine of judicial
review was introduced definitely by the former case and the

TFair Return Principle baszed on the Fair Value Principle by
the latter case. ' '

4, 94 U.S. at 135, 134 :
5, ‘Yhompson and Smith : op. cit. pp. 143-145




(1) The Doctrme of ]ua’zrml Remew : , :
" Since the Munn case, the doctrine of leglblahve f1nal1ty
had never been successfully challenged, Affer several
preliminary thrusts at thé principle of legislaitive finality in
matters of u’t‘ility regulation, . the Court. finally faced. the
problem squarely in the case of Regan v. Farmers’ Loan
and Trust Company . There it said : * ‘ '
It has always been a partof the judicial function 0 deiermine

whether the aci of one party... operates to- divest the other
party of any rights of person. or property. In every -constitution
is the guaranty against the taking of private property for public
purposes without just compensation. The equal: ‘protection of the
laws’ which, by the Fourteenth Amendment, no State can dke‘ny
to the individual, forbids legislation, in whatever form in may'be ‘
enacted, by which the property of one individual is, without
compensation, wrested from him for the benefit of another, or of
the public. ‘ | ' o

In spite of various attempts® to curb the s%ope of judicial
review, the courts have continued to reserve to themselves
the right to review all lsgislative and commission ' findings
relative to public utilities. '
(2) The Fair Return upon the Fair Valuatzon Pnnczple .

In the words of Professor ihOmpson, « No particulaly
effective attempts had been made te regylate rates prior to
the Granger movement in the 1870’s -; and except in a few
eastern states, no valuation problems of consequence arose
until the late 1880°s or early 1890’s.7?

1, Regan.v. Farmers Loan and Trust Co., 154U.S. 362 (1894)

¢, Chjcagd, M. & St. P. R. v. Minnesota, 134 U.S.418,457 (1890} ;
Ohic Valley Water Co. v. Ben Avon Borough, 253 U.S. 987,280 (1930);
St. Joseph Stock Yards Co.v. United States, 298 U.S. 38,14 P.U.R.
(N.S.) 397

3. Thompson and Smith: op. cit. p.279
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The decision in the Regan case in 1894 forced the Court
to-formulate some standard of 1ud101a1 ]udgcment »

The Fair Return the Fair Va]uatlon Brmcxple was fma]ly
_formula‘ced in 1898 in Smyth v. Ames. The Court Jaid down
.thé following proposition’ : * .

..the basis of all calculations as to the reasonableness of
_rates... must be the fair value of the property used ..for the
convenience of the public. What the company is entitled to ask
is a fair return upon the value of that which it employs for the
public convenience . ’ ‘

Smyth v. Ames

- Nebraska héd fixed a schedule of railroad rates, which
was challenged by”fhe railroads opzrating in the state,
Nebraaka urg d cost of re pxoductzon, Whereaq these railroads
urged the sum of their securities. Lhe (,ourt speaking
through Mr. JuJuce Bryan, ruled as {OHOWq :

...And in or:der to ascertain that value,
1. the original cost of consttuction, ‘
\ 2. the amount expended in permanent 1mprovem€nts
3. the amount
¢ 4. and the market value of its bonds and stock,
5. the present as compared with the original cost of constru-
ctlon '
6. the probable earning capacity of the property under parti-
cular rates prescribed by statute,
7. and the sum required to meet operating expenses o
are all matters for consideration.

’l‘his valuation theory suggested in Smyth v. Ames is

found in the phrase “the present as compared with the

original cost of construction,.. By common consent, these

4, Smyth v. Ames, 160 U.S. 466,546 (1898)



words are . taken to ‘suggest a cost- of-reproductmn theory, i

though they could certainly be- argued to mean sornethlng

“else. ? accordmg to Professor Thompson.?®
Knoxvzlle v. Knoxville Water Co.

The cost-of-reproduction theory was defmltely established
by Knoxville v. Knoxville Water Co, ° and Willcox  v.
ansolidated Gas Co. in 1909.7 It is also important to know
the recognition of depreciation by the Court inthe Knoxville
~water Co. case, in which the Court spoke as follows :.

* The items composing the plant depreciafé in value from
year to year in a varying degree... ( Utility assets ) begin to
depreciate with more or less repidity ~ from the moment of their
first use... But it is clear that sOme substantial allowance for

) depremamon ouight to have been made in this case.

Owing to the trend of prices, the cost-of- repmductmn
theory had been dominant during the 30 years following the
Smyth case i : '
THE PRUDENT ]NVE.STMENT THEORY AND THE

ENACTMENT .OF THE JOHNSON ACT ‘

‘; (1 The Pmdent Investment T heory _

Cost of reproduction as a method of valuation has its
several weaknesses. From the Smyth case in 1898 to the
- depression of 1929, the criticism of this doctrine was
- entirely academic, For during all these years, prices were
either rising or else stabilized at 1elatively high levels.

. But between 1928 and 1937, prices declined perilously. .
Cost of reproduction no Jonger held with valuation in de-
clining price periods. ; g

The next rules of valvation is the Investment Theory,

5. Thompson and Smith : op. cit., p.265
6. Knoxville v. Knoxville- Water Co., 212 1.S.1 (1909)
7. Willcox v. Consolidated Gas Co., 212 U.S.19 {(1909)




‘To guatd against imprudent investment or fraud, the term

““prudent investment” is used. In my-definition of prudent

inveetmerit I shall cite the words of Mr. Justice Brand-

-

“¢is in ‘a leading case. 1
‘The term is applied for the purpose of excluding what might
be found to be dishonest or obviously wasteful or imprudent

éxpénditur’es. Every - investment may be assumed to have been

made. in the exercise of reasonable judgement, unless the contrary
is shown. . ) o
-The strongest argument for prudent investment was

credit stability for public utilities, that is ; “waluations by

this rule yield-adequate incomse to pay interest and dividends

in both go\)d and bad times, a prime requisite to credit

stability,’

; In the Los Angeles Gas case in 1933, the Court approved
the Vaiuatzon of the California Commission which had used
investment as a basw of valuation, makmg no ddeuc‘nons
for depxecmtvon and an obeoIete plant and adding nothmg 1’01
‘going~concern yalue, This decisicn was thought by many
advocates of prudent inves‘tment, to be a first step by the

court towaxd prudent jnvestment theory. But two- years

later, in the Chezapeake-and Potomac Telephone case,3 the

Cour once more switched back to cost of reproduction #
The general tendency, however, of valuation had been

mwardr investment in this period. This tendency had been

given impsius- by the preszures of the Raosevelt Administ-

1. Southern Bell Telephone Co v. Public Service Comm., 262 U. 8.
276,289, (1923)

2. Thompson & Smith, op. cit., p.284

- Bauer and Gold, Public Utility Valuation, p. 371
3.Los Angeles Gas & Electric Corp. v. Railroad Commissin. 289U.S. 287.

P.U.R. 1933 C 229 (1933)

v West V. Chesapeake & Potomac Co., 295. U.S.662. 8 P, U.R. (N.S))

433 (1935)

~




 ration since 1933. To quote professor Thdmpéon',.",“‘Fifn’a‘l‘l"’y,( the

president, in a press release in January, 1937, went on record

as favoring prudent investment. According to one press

report, he attacke.d‘ cost of reproduction as not  being

consonant with the common law from which regulation |

‘developed and as being actually ‘unconstitutional’ under the

Constitution of the United States.”s ‘ S
The new ‘the‘o'ry was established by Federal Power

Commission. v. Natural Gas Pipeline Co.; in.1938, in which

the Court declined to adapt ‘cost- of repvoductlon as a

valuation basis. '

(2) The Enactment of the Johnson Act in 1934

' Prior to the enactment of the -Johnson Act in 1934

utilities could proceed from any commission hearing into

either a federal or state court, there to have the entire case
‘tried over, even to the taking of testimony, The Johnson .

. Act, pa‘ssed by Congress in 1934, is an attempt to meet this

problem through federal legislation, assuming its constitiu--~-k:
tionality. It provided that no federal district court shall
take jurisdiction to ‘restrain the enforcement of a state’

administration of a state administration board or- copmmission
“where iuriédiction is based solely upon the ground of diver-
sity of citizenship. nor the repugnance of such order to
the Consmutxon of the United States, where such order
(1) affects rates chargeable by a public utility, (2) does
not interfere with interstate commerce, and (3) has been
made after reasonable nbtice ‘and hearing, and where a
plain, spezdy, and efficient -remedy may be had at Iaw
or in equity in the courts of such state.”¢

5. Thompson & Smith : op.cit. P. 299
6. Thompson & Smith : op. cit. pp. 149-150

y!



A

PDBLIC REGDLA LION BY REGDLATORY BODIES
LHRODGH '
CON}.ROL OF ACCOUNTING SYSTEMS

The Development of State Regulatzon B o ".

In the history of the regulatory bodies, the first agency
is a municipal commission concerned only with the munici- -

‘pyality that a gas plant, a water-works, even a telephon com-

pany. servedT Economic boundaries no longer conformed to
political boundaries With the growth of the utilities in size
and areas of service, state commission regulations come after
a period of local municipal regulation. As to railroad

- regulation, the early railroad commissions were created ‘in

New Hampshire and Rhode Island in 1844, - As has been
discussed. as an important result of the Granger movement
in the post-Civil War days, railroad commissions were created
to enforce “Granger laws” controlling railroad rates, service
and pfactices, centering in the four -states of 11linois; Iowa,
Minnesota ‘and Wisconsin. 'This development spread to
surrounding states. At the present time there is only one
state, Delaware, which dozs not have a commission with
some jurisdiction over railroads. '

Though the type of these state commissions are “adviso-
ry” o “mandatory,” they arz administrative bodies, empowered
to enforce the law and are not clothed with judicial power,

The Movement to National Regulation and Control of
Accounting Systems

Prior to the sixth peried, the regulation of public u’éi]ities

had been almost the exclusive function of the states. The

movement tfo national regulation, however, has been

13



strengthened in this period and the pred‘ofhinaﬁéo of public

regu]atlon through contro] of accounting syu‘cems by nanonal
regulatory bodies has been xecoamzod ‘

Wisconsin, New Yoxk and Massachusetts were the first
states in accounting control, but  only half the state
commissions have power to prescribs accounts and ac’counting
‘ practices. , ~ »

' The Interstate Commerce Commission has deve}@ped the
field of railroad accounting since 1906. It set up uniform
systems oi accounts for urban transportation in- 1909, for
telephone utilities in 1913, for telegraph and cable companies
in 1915. This development of uniform systeras of accounts,
however, has been sluggish. “In 1922, the National
Association of Railroad and Utilities Commissioners adopted
a Uniform Classification of - Accounts for Electric Utﬂi‘ci‘as
_and récommended it to the memb'xr state. commissions for
“adoption. . The assecciation -=‘-uhseauenﬂy adopted uniform
classif ications for gas and water uti Ime The federal utility
commissions have likewise dcw}opod sys’remu, patternsd
largely on those deve]opAd by the Interstate Commerce
Commission .’ .

Since thg creation of the federal utility commissions, such -
as the Federal Communications Commission in 1934, the Federal
Power Commission in 192), the Federal Power Commission |
in 1920 and the Federal Radid Commission in 1927, they
and the state commissions have coopéerated closely in t‘he‘
matter of utility accounting systems, so that utilities are
subjected, - in general, to the same sy’stém by both state- »

~ and federal agencies. : ' '

1, Thomﬁson and Smith, op- cit. p. 2738






