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The Public Utility Concept

This is a study of the standards of reasonable or optimum prices applied, or proposed for
application, to that limited but vitally important class of business enterprises called
“public utilities.” Since the relevant standards must depend in part on the special
character of the enterprises under review, a foreword on this character is in order. But the
foreword will be brief, since it is designed merely to supplement the more extensive
discussions in the general treatises on public utility law and economics.

The term “public utility” is one of popular usage rather than of precise definition, and
writers are not uniform in extending its scope to newer types of regulated enterprise, such
as radio and television broadcasting.” For present purposes, however, the extension of the
public utility concept need not concern us, since the basic principles of reasonable rates
can best be developed by reference to the traditional public utilities—to those enterprises
that have long been subject either to outright public ownership or else to government
regulation of prices and of services. In the United States the control has usually taken the
form of regulated private ownership, and this is the form that will be assumed throughout
most of our discussion of price policy. It should not be inferred, however, that an economic
theory of public utility rates which is valid under private ownership becomes invalid under
public ownership, and vice versa. On the contrary, the essential principles, as developed in
these chapters, apply with modification under both forms of organization.

For the purpose of this study an enterprise is not regarded as a public utility unless the
regulation to which itis subject includes direct control of its rates of charge for services.
But governmental price control alone is not enough to confer public utility status upon an
enterprise or an industry. By a generally, though not universally, accepted linguistic
convention, there is the further requirement that the primary purpose of the regulation

" The American judicial opinions on the constitutionality of price-fixing statutes have used the phrase “business
affected with a public interest” more frequently than the term “public utility” as a designation of a type of
enterprise subject to special regulation. There has been a tendency to use the former phrase in a broader sense,
restricting “public utility” to a company enjoying special grants of authority and operating under an obligation to
serve all applicants without “undue discrimination.” Statutes sometimes apply special-purpose definitions, as does
the Federal Public Utility Holding Company Act of 1935, which restricts the term “public utility company” to a
company doing a gas or electric business. In Wall Street parlance, though not in law, the railroads are not classed
as “public utilities.”



must be, ostensibly at least, the protection of the public in the role of consumers rather
than in the role either of producers or of taxpayers.?

For this reason if for no other, milk production was not converted into a public utility
industry by the passage of state and Federal milk-price control laws; and the same
statement applies to coal production under the former Guffey Act or to agriculture under
the Federal farm-product price supports. To be sure, defenders of these price-support
laws have often contended that they are really in the long-run interests of the consumers.
But the defense comes from spokesmen for the producers.

Most public utilities can be divided conveniently into two major classes: (1) those
enterprises which supply, directly or indirectly, continuous or repeated services through
more or less permanent physical connections between the plant of the supplier and the
premises of the consumer; and (2) the public transportation agencies.

The most important members of the first class are the enterprises supplying electricity,
gas, water, and telephone communication. The transportation agencies are sometimes
divided into (1) the “steam” railroads along with competing forms of intercity public
transportation, and (2) the local transit systems.

Transportation, however, presents problems of unusual complexity and is therefore often
reserved for special treatises that pay detailed attention, among other things, to the highly
competitive nature of modern transport.® This book will cite illustrations of rate-making
problems in the railroad or local transit fields. But the systematic development of
principles will have primary reference to the nontransport utilities, and especially to the
electric companies. The reason for this narrowed emphasis lies in the closer approach to
monopoly enjoyed by these latter companies along with the telephone systems.

Despite the distinction just drawn between the transportation agencies and the
nontransport utilities, even most of the latter utilities do a transportation business if we
use “transportation” in a broad sense to include what are more frequently called
“transmission” and (in gas and electricity parlance) “distribution.”

True, a local utility company may have a production or manufacturing department, as does
an electric company which generates its own power or a gas company which
manufactures its own gas. But the transmission-distribution phase of the businessis a
vital part of most public utility systems and may constitute the major component of the
total cost of service. Moreover, even though the entire utility system is usually subject to

2“Protection of consumers against exploitation at the hands of Natural Gas companies was the primary aim
of the Natural Gas Act.” Phillips Petroleum Co. v. Wisconsin, 347 U.S. 672, 683 (1054).

3 One reason why transportation is so frequently treated as a separate subject is that all forms of transport fall
within the public utility category. This statement applies obviously to the unregulated, private trucking
business. But even the regulated carriers by road or water enjoy the use of public highways and waterways,
the services of which are not sold on a compensatory basis.



regulation, itis likely to have derived its recognized utility status from the department of
the operations concerned with the transfer of the gas, or the electricity, or the telephone
messages from one location to another.* The economic significance of this fact will be
noted in a later paragraph in this chapter.

“Private” Business Versus Business “Affected with a Public Interest”

We have already in effect defined a public utility as any enterprise subject to regulation,
including price regulation, of a type designed primarily to protect consumers. And in order
to come still closer to traditional usage, we may amend the definition so as to make it
apply only to those enterprises subject to regulation as a matter of long-run policy rather
than as a temporary expedient in wartime or in some other emergency.

But what are the special attributes of an enterprise, or of an industry of which the
enterprise is a member, that give it “utility status” even in a country that has gone as far as
has the United States in its reliance on the “automatic forces” of market competition for
protection of consumer interests?

Down to the decade of the 1930s, the question just raised was often discussed as a legal
problem—specifically, as a problem in constitutional law. Except in times of emergency,
state and Federal legislatures were held by the Supreme Court of the United States to have
no power to impose price restrictions on ordinary business enterprises. Statutes imposing
such restrictions were held void as violations of constitutional guaranties of property
rights, including the guaranties of the Fifth and Fourteenth Amendments.

But exception was made of certain types of business said to have been “dedicated to a
public use” or “affected with a public interest,” and these types included the railroads and
the familiar municipal utility companies. A layman might suppose that a list of all
businesses affected with a public interest would be very long and that it would exclude
only the producers of frivolous or luxury goods, which the community could very well do
without. In fact, however, the early Supreme Court rulings were much more restrictive and
did not go very far beyond the traditional public utility field in recognizing legislative power
to fix prices or to impose upon private businesses restrictions not merely designed to
protect “health, safety, and morals.”®

4The more clearly entrenched public utility status of the transmission aspect of a regulated industry is
illustrated by the pending controversy as to the extent and nature of jurisdiction by the Federal Power
Commission over natural-gas production as distinct from pipeline transmission. In the field or electric power
supply, companies producing power merely for sale at the bus bar have sometimes contended - | think, on
occasion and in some jurisdictions, successfully - that their business was not subject to regulation by state
public service commissions. In Great Britain, the first step toward the complete nationalization of the electric
power industry was the nationalization of the main transmission system, the “grid.”

5 For a review of the earlier judicial pronouncements on “business affected with a public interest,” see “Rate
Regulation,” by Felix Frankfurter and Henry M. Hart, Jr., in Encyclopedia of the Social Sciences, Vol. XIll (New York,



Perhaps the most plausible way to rationalize these early legal cases, which seem to deny
any public interest in the production of vitally important goods and services, is to infer that
what the courts were denying was the public importance of any single producing firm or
enterprise rather than the public importance of an entire industry. But this rationalization
would not fit all the cases; and it would be cogent only under the assumption of
competition among many producers, none of which has a sufficiently large share of the
market to make its output or price-fixing policies a matter of general concern.

Today, however, any attempt to explain the early judicial distinctions between a public and
private business has little more than historical interest, since the Supreme Court has now
changed its own position, as indicated by the famous Nebbia case of 1934.° Legislative
proposals to place a given industry under price regulation may now be considered on their
merits from the standpoint of economic and social policy, and without serious danger of
upset by reason of conflict with the older, traditional legal doctrines. But this does not
solve the problem; it merely shifts the emphasis from considerations that have seemed of
special importance to lawyers and judges to considerations that seem valid to persons
unindoctrinated in legal lore.

Essential Nature of the Service and Public Utility Status

The preceding paragraphs have followed custom in defining a public utility as any
enterprise actually subject to regulation as a public utility. But this definition begs a
question that must now receive attention: why certain types of enterprise are, or should
be, singled out for this treatment whereas others are free from direct price control and
from related types of regulation—except, perhaps, in a period of emergency such as a war.
Modern writers generally agree that no simple or single answer will suffice. The economic
and social forces that have imposed regulation, say, on the electric power companies are
multiple and complex.

Moreover, they are not precisely the same as the forces that have imposed somewhat
similar regulation, say, upon the interstate railroads.

Nevertheless, two attributes of a public utility business have received emphasis in the
textbooks, and they will be discussed in turn. The first is the special public importance or

1934). The article cites other literature on the subject, including Walton H. Hamilton’s distinguished paper,
“Affectation with a Public Interest,” 39 Yale Law Journal 1089—-1112 (1929-30).

1n Nebbia v. New York, 291 U.S. 502 (1934), the Supreme Court upheld the constitutionality of a New York State
statute creating a milk control board with power to set minimum and maximum retail prices. Speaking for the
Court, Justice Roberts conceded that “the dairy industry is not, in the accepted sense of the phrase, a public
utility.” But he declared that the legislative power of price regulation is not limited to public utilities, stating:
“Many other decisions show that the private character of a business does not necessarily remove it from the realm
of regulation of charges or prices.... The guaranty of due process demands only that the law shall not be
unreasonable, arbitrary, or capricious, and that the means selected shall have a real and substantial relation to the
object sought to be attained.” Justice McReynolds wrote a vigorous dissent, joined by Justices Van Devanter,
Sutherland, and Butler, in which he adhered to the older philosophy.



necessity of the types of service supplied by utility enterprises; the second is the
possession by utility plants of technical characteristics leading almost inevitably to
monopoly or at least to ineffective forms of competition. As Clemens neatly puts it:
“Necessity and monopoly are almost prerequisites of public utility status.””’

As to the character of public utility services considered as a group, few persons would
deny that they are essentials of modern living rather than mere luxuries or conveniences. A
well-functioning transportation system, for example, is a matter of life-and-death
importance to the nation. Especially in a large city, even a temporary stoppage of electric
power service is serious, and a prolonged cessation would be disastrous. This recognized
public importance of adequate utility service, available without delay at reasonable rates
and without unjust discrimination, certainly helped to account for the public demand for
regulation even in a period of American history which was notably unfriendly toward
“government interference with business.”

But what the recognized importance of public utility service fails to account for is the
restriction of regulation to services which, however essential they may be to the life of a
community or the whole nation, are no more so than are the supplies of many
commodities and services produced and distributed by unregulated business. Granted
that electric power and telephone service are necessities of modern living rather than
mere luxuries, so also are food, clothing, and housing. Yet the prices of these essential
products are not subject to peacetime control of a public utility nature, with the partial
exception of housing rentals in limited areas and under assumed conditions of abnormal
scarcity. Indeed, if the supply of electric power is a necessity, so also must be the supply
of the turbines, the generators, and the boilers needed for the production of this power. Yet
the electric equipment companies are not treated as public utilities and are left as free to
determine their own price policies as are other “private” industrial companies.

What must justify public utility regulation, then, is the necessity of the regulation and not
merely the necessity of the product. Indeed, one may go further and note that modern
public policy is far from satisfied with regulation limited to the protection of consumers in
securing essential types and amounts of service at fair prices. Instead, it extends to the
encouragement of abundant use of service, especially of electric service, stimulated by
promotional rates that are nevertheless high enough to discourage wasteful consumption.

7 Eli W. Clemens, Economics and Public Utilities (New York, 1930), p. 23. Earlier writers sometimes stressed the
special privileges usually accorded to public utilities as justifying special regulations—privileges including the power
to take private property under the law of eminent domain and the right to use the public streets. But current
writers, while conceding a relationship between possession of privilege and subjection to special duties, no longer
view this relationship as one of cause and effect. Indeed, even in early years, the courts did not limit their list of
“businesses affected with a public interest” to those businesses enjoying legal privileges denied to ordinary
businessmen. See, e.g., Chief Justice Taft’s opinion for the Court in Wolf Packing Co. v. Court of Industrial Relations
of Kansas, 262 U.S. 522 (1923), distinguishing three classes of business “clothed with a public interest” justifying
some public regulation.



The theory of public utility rate making would be a very limited and rather dull subject if it
were merely a theory of the proper pricing of economic necessities.

What has just been said may seem so obvious as to be hardly worth mentioning. Indeed, |
would not have stressed the point but for its bearing on the criteria of “reasonable” utility
rates. One sometimes reads the contention that charges for public utility services should
not be based on the ordinarily accepted standards of cost pricing, since these services are
essentials of living and hence should be made freely available even to persons who cannot
afford to pay the costs of production. What this contention ignores is the very weak
correlation between necessities versus luxuries on the one hand and utility services versus
non-utility products on the other. If the prices chargeable for all necessities were to be
based on standards of ability to pay rather than on standards of cost pricing, then a
reorganization of the country’s entire price system would be in order.

The above-noted reference to essentiality of service as an earmark of a public utility should
be distinguished from a related point of a more subtle character to be found in some of the
literature, namely, the assertion that public utility services have a peculiarly social or
community value, not reflected by the prices that individual consumers are willing to pay
for them. This “social-value” theory will be discussed briefly at the end of this chapter and
treated in more detail in Chapter VII. But whatever its merits, | feel sure that it has been of
only secondary influence in the American and British development of public utility
regulation.

National Monopoly and Public Utility Status

Itis the general consensus of economists that the primary, even though not the sole,
distinguishing feature of a public utility enterprise is to be found in a technology of
production and transmission which almost inevitably leads to a complete or partial
monopoly of the market for the service. Public utility regulation, if chosen in preference to
outright public ownership, is therefore said to be a substitute for competition. Whether or
not it should be a closely imitative substitute is quite another question, and one reserved
for discussion in Chapter VI.

This “natural-monopoly” theory of public utility regulation reflects an old and orthodox
point of view. Properly qualified, | believe it to be sound. But it must be expressed today
with more caution than would have been deemed necessary in earlier years. For, as
modern economists have shown, the differences between a competitive industry in a
realistic sense of competition and a monopoly, natural or unnatural, are far less sharp and
less simple than was once assumed. Close approximations to “pure” or “perfect”
competition are thought to be rarely if ever found in manufacturing or trading industries.
On the other hand, even public utilities may face severe competition, typically of a



substitute-product type,® with respect to a large fraction of their services—sometimes with
respect to the major fraction.

It follows that the traditional distinction between monopolistic public utilities and
competitive private enterprises is an oversimplification, since the true distinctions are
those of degree rather than of kind. In attempting to draw such a distinction, moreover, one
should not overlook the possibility that some important industrial companies have avoided
regulation, not because they have been more competitive than most utilities but rather
because of the recognized difficulties of an extension of effective regulation to the
manufacture of commodities. Efficient regulation of the American steel industry, or even of
the aluminum industry, would present far more serious problems than has regulation of
the electric power utilities or of the telephone companies.® Reliance on a certain degree of
competition, fortified by antitrust laws, may therefore be deemed the lesser evil.

Economies of Large-Scale Production and Natural Monopoly

The familiar statement that a public utility is a “natural monopoly” is meant to indicate that
this type of business, by virtue of its inherent technical characteristics rather than by virtue
of any legal restrictions or financial power, cannot be operated with efficiency and
economy unless it enjoys a monopoly of its market. So great are the diseconomies of direct
competition that, even if it gets an effective start, the competition will probably not long
persistif only because it will lead to the bankruptcy of the rivals. But even if the
competition is long lived, as has occasionally happened when the rivalry has taken a
restrained form, it is wasteful of resources because it involves unnecessary duplication of
tracks, of cables, of substations, etc.'

“un

8 The term "monopolistic competition" has been applied to this type of competition:
firm has a monopoly of a significantly distinct

type of commodity or service. See Edward Chamberlin, The Theory of Monopolistic
Competition, 6th ed. (Cambridge, Mass., 1950).

® Professor Wilcox makes the further point that public utilities deal directly with small consumers and hence are
not faced so generally with the "countervailing power" that even large manufacturing companies face. Clair
Wilcox, Public Policies toward Business, rev. ed. (Homewood, lll., 1960), p. 541.

Note that in Great Britain, the Conservative Government, in 1954, denationalized the steel industry, which had
been nationalized along with other activities by the previous, postwar Labor Government But it has not expressed
any intent to denationalize electricity, gas, or railway transport. Arthur R. Burns, Comparative Economic
Organization (New York, 1955), p. 245.

Few American economists, even among those who have insisted upon a serious decline of competition among the
country's great industries, have looked for a solution to an "extension of the public utility concept." Instead, most
of them have sought means of securing more effective, "workable competition." The dismal experiments with the
N.R.A. Codes in the 1930s, which embodied some fair-price ideas akin to those of utility regulation, would be
enough to give pause to further experiments in the same direction.

monopolistic" because each

10 With the electric power business in the United States and Canada, the most usual form of duplication within
recent years has been that between publicly owned and privately owned electric plants. In some of the cities
formerly receiving this duplicate service, such as Seattle, Wash., and Ottawa, Ont., rates were unusually

low-a fact which might be cited as justifying a community in abandoning reliance on rate regulation and in
returning to public competition as a superior alternative. In view of the fact, however, that the public systems in



What then are the special characteristics of a public utility enterprise or plant which give it
a natural monopoly character not conceded to other industries? An answer frequently
given is that public utilities operate under conditions, or “under the law,” of decreasing
costs, whereas competitive enterprises operate under conditions either of constant cost
or else of increasing cost. This means that the larger the output of a utility plant per day or
per month or per year, the lower will be the cost of production and distribution per kilowatt
hour, or per thousand cubic feet of gas, or per passenger mile, etc. Consequently, only a
company enjoying a monopoly of the supply of service in a given area can operate at
maximum economy.

This rationale of the natural monopoly status of the public utility industries was given
currency, years ago, by the late Professor Henry C. Adams, ' and has been repeated, with
many variations, down to this day. Properly qualified, it remains valid. But a restatement is
required. For, taken alone, the well-known economies of large-scale enterprise are by no
means peculiar to the utility business. Instead, they are enjoyed by utilities in common
with many unregulated types of enterprise, including steel companies, automobile
companies, and chemical companies. Compared to some of the giant manufacturing
companies and manufacturing plants, most utility systems are of a small-scale nature if
measured by any of the conventional units of size.

What favors a monopoly status for a public utility is not the mere fact that, up to a certain
point of size, it operates under conditions of decreasing unit cost—an attribute of every
business, including a farm or a hand laundry. Nor is it even due to any indefinite extension
of the declining-cost portion of a curve relating unit costs of production to scale of output.
Itis due, rather, to the severely localized and hence restricted markets for utility services—
markets limited because of the necessarily close connection between the utility plant on
the one hand and the consumers’ premises on the other. As a deterrent to successful
competition, this market restriction is far more serious than is the case with manufacturing
companies which can ship their products throughout a wide region or even throughout the
nation. An automobile plant may be large enough to enjoy the full economies of large scale
without requiring more than a fraction of the American car market to sustain full-capacity
output. But a gas distribution system in Yonkers, N.Y., or an electric distribution system in
Evanston, Ill., has a market limited to the load of one city. Even if permitted to supply the
entire load, the local distribution system will still be engaged in fairly small-scale business.
Were it compelled to share its limited market with two or more rival plants owning
duplicate distribution networks, the total cost of serving the city would be materially
higher.

Seattle, in Ottawa, and elsewhere have subsequently taken over the private systems and seem to have benefitted
by the resulting economics of a monopoly, these examples cannot be cited in support of direct competition.

" Henry C. Adams, The Science of Finance (New York: D. Appleton & Co., 1890), pp. 45—47. See also his later work,
Public Finance (New York: Macmillan, 1903), pp. 123—-125, where he further develops the argument that public
utilities exhibit natural monopoly characteristics due to their cost structures and localized markets.



The reader may note that Yonkers is served by the gigantic Consolidated Edison Company,
which also supplies gas and electricity to much of the area of New York City, and that
Evanston is one of many cities served by the Commonwealth Edison Company, which also
carries the entire Chicago electrical load. But growth in size through an extension of
territory, while it may result in substantial economies of scale, is no adequate substitute
for the opportunity of a utility to cultivate intensively whatever area it does serve.

What has just been said about the interplay of the factors of economies of scale and of
localized markets points to the significance of the fact, already noted earlier in this
chapter, that public utility companies are essentially transportation or transmission
agencies. The technology of electric, gas, or telephonic transmission is such as to require
a close connection between the plant on the one hand and the consumers’ homes or
factories on the other. This is even true, though less rigidly so, for a railroad plant. Not all
forms of transportation are so strictly localized—not ocean shipping, for example, nor
truck transport. But for this very reason, these two forms of transportation have a less well
established utility status.

Are Public Utility Services Necessarily Produced at Decreasing Unit Costs?

One further point about the monopoly attributes of a public utility should be emphasized in
this chapter because of its important bearing on measures of desirable or “optimum” rates
of charge. The point concerns the assumption, sometimes accepted by American writers
as if it were axiomatic, that a public utility, by virtue of the very characteristics which put it
into this category of enterprise, supplies service under conditions of decreasing unit cost
with increasing rates of output. For example, a 50 per centincrease in the annual output of
electric power (other things equal, including price levels, load factors, and number of
customers) may result in an increase in total cost of only, say, 25 per cent. In consequence,
the incremental cost of the service—the unit cost of supplying more of it—will be lower
than the average cost. And this excess of average over incremental or marginal cost is
thought to prevail, not merely as a short-run phenomenon when existing plant capacity is
temporarily redundant, but even as a long-run or chronic phenomenon exemplifying the
economies of large-scale output. The implications of this supposed cost differential for
policies of rate making, which will be discussed at length in Part Three, will be apparent to
anyone familiar with modern price theory.

Stated as a general tendency or typical situation applicable to most types of utilities in the
United States in the present stage of their expansion, this assumption that a utility operates
on the declining-cost portion of a long-run unit-cost curve may be valid, although the
available data in support of any such generalization are rather sketchy because of the

2 This observation helps explain why railroads, while often regulated as public utilities, have historically been
treated differently from electric or gas utilities — particularly in terms of territorial exclusivity and rate-setting.
Ocean shipping and trucking, by contrast, operate in open, competitive markets with no inherent geographic
monopolies, and thus lack the “utility” designation despite sometimes serving similar functions.



currently inadequate state of public utility cost analysis. But the point to be stressed here
does not concern the question of general tendency or typical situation. It concerns rather
what seems to be a widespread assumption that a public utility must be producing on the
declining-cost segment of a unit-cost curve in order to justify its claim to acceptance as a
natural monopoly. This assumption is quite unwarranted. It ignores the point that, even if
the unit cost of supplying a given area with a given type of public utility service must
increase with an enhanced rate of output, any specified required rate of output can be
supplied most economically by a single plant or single system.

By way of illustration, let us assume a region served by one electric utility which generates
its own power in local plants. Three fourths of the generation is from conventional
hydroelectric plants at production costs (including capital charges on investment) of, say,
3/,¢ per kilowatt hour. But since no additional waterpower is available within economical
transmission distance, the remaining one fourth of the generation is by steam plants at a
cost of, say, 31/4¢ per kilowatt hour in an area of high fuel prices. Under these assumptions,
the marginal or incremental cost of power generation will be 31/4¢ per kilowatt hour,
whereas the average costis only 33/4 mills. In short, power is being produced under
conditions of increasing unit cost. The increasing-cost behavior will be further emphasized
if we also assume that, as more steam power is produced to meet the growing
requirements of the area, even this power becomes more and more expensive to generate
and transmit because of the absence of adequate condensing water or of good sites near
the distribution network. To be sure, the increasing-cost tendency of the company’s
production department may be offset, or more than offset, by the declining-cost behavior
of its distribution system. But there is no a priori ground for the assumption that the offset
will be complete. Conceivably, the total kilowatt-hour costs of electric power in the area
under review may rise as the rate of output increases, even assuming, as we do, no change
in general price levels.

This hypothetical example of an electric utility company supplying power under conditions
of increasing unit cost, irrespective of any change in price levels, may seem farfetched as
an example applicable to this country today, although it may now apply to the Tennessee
Valley Authority with its increasing reliance on steam power. But even when applicable, it
does not belie the assumption that any given area can be supplied more economically by a
public utility monopoly than by two or more companies operating in direct competition.
For, on the one hand, the single company can secure the maximum advantages of
economies of scale and of density, while on the other hand it is no more subject to the
diseconomies of enhanced output resulting from scarcity of waterpower and other natural
resources would two or more companies if called upon to supply the region with the same
total output.™

3"In the economic textbooks, which usually discuss economies and diseconomies of scale under assumptions of
competing firms, no one of which produces more than a small portion of the output of an entire industry, the
above-noted dis-tinction between simultaneously operative economies and diseconomies of scale can be
expressed with less confusion. The diseconomies of the type illustrated by the scarce water-power resources are



The current literature on electric power rates in Great Britain and France reveals no such
general tendency as one finds in the American literature to take for granted long-run trends
of de-creasing costs with increasing rates of output. In France available water-power
resources have been pretty well exploited, and additional output must come largely from
thermal plants. In England, where waterpower has always been of minorimportance,
emphasis has been placed on the increasing-cost character of coal supply and also on the
difficulties of securing desirable sites and good condensing water for new power plants.
(Hence the vigor with which the British government is now pushing the development of
atomic-power plants.)

What the parallel situation may be in the future with electric power in this country is a
question on which | venture no opinion, although the limited opportunities for further
water-power development and even the scarcity of good condensing water (in some areas)
are well recognized. It may be that, with expected further increases in demand for power,
economies of scale can still more than offset limitations of sites and of raw materials.
Moreover, the coming of atomic power may change the situation. But with natural gas, the
increasing cost tendencies of the production end of this wasting asset industry threaten to
outpace the economies of large-scale transmission and distribution. Whether or not the
American railways, as a whole, reflect a type of industry still subject to long-run decreasing
costs is a controversial question, to which a confident answer is precluded by lack of
adequate data.’ The telephone utilities, at least by their own contention and under the
usual assumptions of the textbooks, arc subject to increasing unit costs if the telephone
subscriber or station rather than the telephone callis taken as the unit of measurement.
But, so far as | am aware, the telephone industry, despite its vast facilities for statistical and
economic research, has never seen fit to publish elaborate studies of its cost functions;
and until these studies have been made, a degree of skepticism is justified.' In any event,

referred to as "external diseconomies'-i.e., as diseconomies external to any one firm in the industry; whereas the
economies enjoyed by a monopolistic utility company through its ability to make use of larger generating
equipment and of a more capacious distribution network are referred to as "internal economics"----economies
internal to a given firm or company. But when a single firm enjoys a monopoly, the distinction between the firm
and the whole industry disappears or, at least, becomes blurred.

14 "One must distinguish here between the question whether the railroads today, with their existing plant and
equipment, are capable of handling additional traffic at relatively low incremental costs, and the very different
question whether railroads could enjoy further economies of scale even if they were not redundant with respect to
the present, peacetime traffic. As to the first question, an affirmative answer is clearly indicated for American
railroads as a whole. As to the latter question, my colleague Professor Vickrey has made studies on the basis of
which he estimates that long-run marginal costs for freight transport on American railroads are materially below
average costs-perhaps only 80 per cent of such costs. William s_ Vickrey, "Some Implications of Marginal Cost
Pricing for Public Utilities," 45 American Economic Review, Proceedings 605-620 at 614 (May, 1955). But he has
necessarily relied on very inconclusive data.

5 The telephone companies refer, quite persuasively, to the increasing cost factor of their switching apparatus as
the number of subscribers in each area increases. But there is a possible decreasing-cost offset in the cable and
wire systems outside the telephone exchanges. There is the further question how the costs per station will respond
to an increase in the number of stations in any given area, as distinct from an increase in the number of stations
accompanying an extension of this area.



a telephone company does not present a standard example either of a firm or of an
industry subject to "the law of increasing costs," since the character of the service
rendered to any one subscriber changes significantly with a change in the number of other
subscribers.®

Competition Of Substitute Services as an Alternative to Rate Regulation

This brief discussion of the reasons that account for rate regulation of public utility
companies in nearly all countries which have adhered to private ownership should not
ignore a minority position expressed in this country, some years ago, by a group of
economists with a strong antipathy toward "government interference with business." While
their views have won but little favor either among other economists or with the general
public, they are nevertheless entitled to careful attention as pointing to serious limitations
of orthodox rate regulation.’”

The contention of these economists has been that the assumed monopoly status of a
public utility is an illusion, or at least a gross exaggeration. True, there seldom exists that
primary form of competition illustrated by two electric companies vying with each other for
the patronage of the same customers. But what does exist is the competition of substitute
services or products. For many purposes, the use of electricity is alternative to the use of
gas, oil, or coal. Moreover, the large industrial and commercial customer has a feasible
option to produce his own electricity if the power company will not quote him a favorable
rate. Similarly, communication by telephone must compete with possible communication
by telegram, by post, or by direct contact.

16 Telephone company spokesmen insist that what they call "the value of the service" increases with an increase in
the number of potential connections with other customers. This contention is more plausible for business users
than for residential subscribers. | have heard several of these latter subscribers assert vigorously their wish that
they could avoid being bothered with so many potential connections!
7 "The late Professor Philip Cabot of the Harvard Business School took the lead in presenting this point of view
during the late 1920s and early 1930s. My incomplete references include: "Public Utility Rate Regulation," 7
Harvard Business Review 257-266, 413-422 (1929); "Ethics and Politics," Atlantic Monthly, Nov., 1929, pp. 686-694;
"Four Fallacious Dogmas of Utility Regulation," 7 Public Utilities Fortnightly 719-729 (1931); "The Dangers of Rigid
Rate Structures," 12 Public Utilities Fortnightly 183-191 (1933); "Rate Making and Rate Regulation," American Bar
Association Journal, Oct. 11, 1932. For a similar point of view, see the testimony of the late President A. T. Hadley of
Yale before the New York State Commission on the Revision of the Public Service Commissions Law, Hearings, Vol. Il
(1930), pp. 722-753.

The views of these economists, to the effect that utility rate regulation is both unnecessary and undesirable, bear
a partial resemblance to the views expressed by those later writers who declare that rate regulation by public
service commissions is ineffective because of its acceptance of a "static" cost-price standard of fair rates rather
than a dynamic, competitive standard under which promotional rate reductions take the lead and under which
unit-cost reductions result from in-creased rates of output. See, e.g., an address by Leland Olds, former Chairman
of the Federal Power Commission: "The Economic Planning Function under Public Regulation," 48 American
Economic Review, Proceedings 553-561 (May, 1958). But these latter writers insist on the need for "public
yardstick" plants as a means of impelling private company managements to seek adequate profits by a policy of low
pricing and of volume output. '



Those writers who have stressed this point of view would concede that there are limited
uses and amounts of a utility service for which the consumer may have no feasible
substitute. This is notably true, for example, of electricity for lighting, where gas, even if
available and even if provided by a rival utility company, must be dismissed as obsolete.
But the contention is that the high potential profits from a modern utility business do not lie
in a policy of high prices designed to exploit the most urgent uses of service. On the
contrary, they lie in a policy of low "promotional" prices, of the type that will maximize
profits by a heavy volume of sales. Thus, even the small user of electricity for lighting and
for minor appliances will be protected, without government regulation, by the self-interest
of a company in setting rates low enough to encourage bountiful consumption for uses less
urgent or subject to feasible substitutes.

The writers who thus insist upon the competitive character of a modern utility business do
not limit their objection to regulation to the claim that itis unnecessary. Instead, they have
urged that it is positively harmful since it must result, at least in the long run, in utility rates
higher than would prevail with unregulated private ownership. Regulation of the traditional
type purports to restrict companies to a standard "fair rate of return" on invested capital or
on property "values." Hence, it is believed to stifle the initiative and the risk taking inherent
in an effort by management to maximize profits through cost reductions and through the
promotion of heavy volumes of sales. If free to set its own rates, an intelligently managed,
profit-seeking company will be led to make experimental rate reductions in the hope that,
perhaps after a delay of one or more years, the resulting increase in the demand for the
service may yield higher profits than ever. But if subject to regulation, the same company
will hesitate to make a rate cut, since the anticipated increase in demand is far from
certainty, and since the company will not long be permitted to enjoy the benefit of the
increase even if it should be realized. Moreover, under regulation in actual practice, a
voluntary decrease in rates is not easily and quickly reversed even if the resulting rate of
return should prove disappointing.

These are forcible arguments, if not against all feasible forms of regulation, then against the
more orthodox forms. They will be discussed again in Chapter XV, "The Fair Rate of Return."
But the question now to be raised is why these arguments have failed to carry widespread
conviction. Areally adequate answer will not be attempted here, since it would involve a
detailed re-view of the actual history of corporate rate-making policy in this country under
the influence of different forms and degrees of regulation including, in some areas, the
almost complete absence of regulation.’ But two partial answers will be suggested.

The first answer is that, in actual experience, even those public utility managements that
have been completely or relatively free from rate regulation of the "fair profit" type have not

18 The extent to which regulation has actually restrained utility profits is largely a matter of surmise. A recent
report by the Federal Power Commission enumerates six states in which there is still no commission regulation of
electric rates, or only a limited form of regulation. State Commission Jurisdiction and Regulation of Electric and Gas
Companies (Washington, D.C., 1954). But in some of these states city regulation is significant; while in some states
with commissions having nominal power to regulate, actual regulation has been notoriously ineffective.



generally espoused a philosophy of low pricing designed to maximize long-run profits by
the encouragement of widespread use of their services.'® Instead, they have acted in much
the same way as have the managements of the more rigidly regulated companies, by
revealing a marked degree of skepticism as to the alleged price elasticity of the demand for
their products. On occasion, to be sure, laxly regulated private companies have made
drastic rate reductions on their own initiative rather than on order from a public service
commission. But these reductions may be attributed to the example of adjacent publicly
owned plants or to the fear of public-plant competition. The famous and oft-cited example
of the late Henry Ford's dramatic cut in automobile prices, fol-lowed, rather than preceded,
by a cut in production costs, has not found many imitators in the public utility field. One
may perhaps add that it has not been widely imitated in other fields nor even often
repeated in automobile production.

Of more interest for the theory of public utility rate making is a second reason why any
proposal to rely on competition has failed to win more converts. The pointis that public
utility companies, if free from rate regulation, would seldom be under competitive
necessity to make general rate reductions in harmony with opportunities of cost reduction.
Instead, they would be more likely to follow the policy of rate discrimination, otherwise
known as "charging what the traffic will bear," thus enjoying at one and the same time the
commercial advantages of a high price policy with respect to services for which the
demand is inelastic, and of a low price policy with respect to services for which the avail-
ability of substitutes makes the demand highly elastic.

For this practice of price discrimination, the mechanism of modern utility rate structures is
admirably adapted. Through block rates, sometimes applied both to the "demand" charges
and to the "energy" or "commodity" charges, favorable terms can be offered to large
consumers who have a feasible option to generate their own electric power, while stiffer
terms can be offered to small consumers. Still other devices of differentiation are
available, such as special, low rates for services designed for special use. Not all of these
differentials, to be sure, need be discriminatory in character. Indeed, all of them can be so
administered as to conform to cost-of-service standards rather than to value-of-service
standards. But an unregulated public utility is under no such limitation in the use of these
instruments of monopoly power.

Let it not be supposed from the foregoing remarks that all forms and practices of rate
discrimination are to be condemned as against the public interest. On the contrary, wise
resort to discrimination of a value-of-the-service character is an essential tool of rate-
making policy with respect to unsubsidized utilities that supply services at incremental
costs lower than total average costs. But this very fact enhances the need for regulation.
For it precludes the adoption of the proposal, sometimes made by persons who have not

19 "This point of view was expressed by Commissioner Lewis Goldberg of the Massachusetts Department of Public
Utilities in taking issue with President Had-ley's denial of the need for strict rate regulation. New York State
Commission on the Revision of the Public Service Commissions Law, Hearings, Vol. 1 (1930), pp. 815-817. The
Commissioner stressed his belief that, in actual practice, public utility companies have based their rate making
policies on short-run profit objectives.



considered its logical consequences, to leave public utility companies the complete
freedom to set their own rates subject only to a statutory mandate to avoid discrimination.
Literally construed, the imposition of such a mandate would be fatal to private ownership.
To be sure, even the traditional public utility laws are sometimes carelessly said to forbid
discrimination. In fact, however, what they forbid is merely "undue" or "unjust"
discrimination, thus placing upon commissions the major burden of interpreting and
policing these ambiguous terms.

As already noted, the arguments against rate regulation have never won widespread
supportin their application to the so-called "municipal utilities" such as the electric power
companies and the telephone companies. But arguments for much less restrictive
standards of regulation have been receiving increasing attention and support with respect
to the railroads. Largely because of the competition from the newer rival forms of transport,
the railroads as a whole have been unable to earn rates of return that are adequate when
measured by any of the conventional tests of adequacy. Even if completely free from rate
control, only a few of them could expect to enjoy excessive rates of profit. Under these
circumstances, and for the purpose of enabling them to compete more effectively with
road, water, and air carriers, it has been proposed to amend the Interstate Commerce Act
so as to permit them to set their own rates within a presumably wide band of minimum and
maximum tolerable rates set by the Inter-state Commerce Commission. Even within these
limits, however, the Commission would still have the duty to enforce the rule against
"unjust discrimination."?°

The merits of this proposal will not be discussed in this monograph on public utility rates,
since only a transportation specialist, with an intimate knowledge of the technicalities of
the different forms of transport, including a knowledge of their cost functions, is competent
to have an expert opinion on its merits. In its favor is the argument that substitute-service
competition is more nearly all-pervasive for intercity transportation than it is for the local
utilities. But if the proposal should be adopted by an act of Congress, one may guess that
part of the trouble associated with the enforcement of reasonable rates under the current
standards of the Interstate Commerce Commission would be transferred to the problem of
redefining and reapplying the rules against "unjust discrimination." In any event, the need
for some form of government regulation will remain.

20 This was a proposal of the controversial "Weeks Report": Resort of the Presidential Advisory Committee on
Transport Policy and Organization, April, 1955. Its recommendation on maximum-minimum rate control was
designed to "limit regulatory authority of the Interstate Commerce Commission to determination of reasonable
minimum or maximum rates with no change in existing pro-visions making undue discriminations and preferences
unlawful." In Great Britain under railway nationalization, the freedom of the public corporation, called the British
Transport Commission, in the fixation of railroad rates, has been made much more extensive, since the amended
Transport Act seems to have gone far toward eliminating the old rule against "unjust discrimination." See Otto
Kahn-Freund, The Law of Carriage by Inland Transport, 3d ed. (London, 1956).



Public Utility Services Versus “Socialized” Services

The emphasis placed by the legal and economic literature on the distinction between a
public utility and an unregulated "private" business has unfortunately tended to obscure
another aspect of "the public utility concept" that is quite as important from the standpoint
of rate theory. The fact is that a public utility enterprise is nonetheless a "business" even
though subject to regulation and even when directly owned and operated by the
government. This statement, at least, is in accord with the spirit of the concept both in
British and in American usage. Stated more concretely and without the many qualifications
required for strict accuracy, public utility services are designed to he sold at cost, or at
cost plus a fair profit.?’

The thrust of this statement will be apparent if we compare the services supplied, say, by a
municipally owned electric plant with other services supplied by the same city-for
example, the construction and maintenance of streets and sidewalks. In al1 probability,
the electricity will be sold at rates yielding a total revenue at least equal to cost including
debt-service charges forever, while the specific rate structure will not bear any very close
relationship to the relative costs of different classes and amounts of service, a cost
relationship will be present to an important degree. In short, the rates will be desighed in
accord with the old legal maxim, "Let the beneficiary bear the burden." Not so with the city
streets, nor with its parks, its zoological garden, its public schools, its health services, or
its police system. These services are also costly to render, but the costs will be met
directly or indirectly by taxation; and even the taxes will not be designed with any serious
attempt at apportionment in relation to benefits received. The public schools, for example,
are not only tuition free but are subject to compulsory attendance, and the payment of
school taxes is not lightened for persons without children or for parents who choose to
send their children to private schools. In short, the schools are not operated as a business,
not even as a public utility business. They are "socialized" in a sense quite different from
that which we have in mind if we refer to the "socialization" of an electric utility plant
through municipal or state ownership. Only if a city, having taken over a private electric
plant, were to abandon the effort to make it financially self-supporting in favor of free
service, or of service supplied on an ability-to-pay basis, would it have socialized the
electric service as it has socialized schools and public hospitals. In that event the city's
electric department would have ceased to be a public utility.

Having drawn this sharp distinction between a public utility service and a fully "socialized"
service, we must of course hedge the distinction in a manner required of nearly all
attempts to classify social institutions. On the one hand, even private utility companies

21 "Within a more comprehensive legal framework, the public utility classification is desigllcd on the one hand to
distinguish industries best conducted as monopolies and on the other hand to assure that these industries will not,
under normal conditions, look to government funds for support, but that they will be required to ,ell their services
and look for support only to those who arc the actual users." Martin G. Glaeser, Public Utilities in American
Capitalism (New York, 1957), p. 8. Glaeser adds that city water supply presents a marginal case in which "the public
utility classification limits the spread of a legal framework of collectivist economics."



and railroads are sometimes required or induced to violate "business" or "economic"
principles by supplying free service to indigent people, or by operating trains that fail to
cover even their out-of-pocket costs, or by adherence to rate schedules designed to deal
gently with low-income consumers. On the other hand, services supplied directly by
government run the whole gamut from those rendered completely without charge (public
vaccination) to services rendered at high profits (a European tobacco monopoly).
Moreover, linguistic convention applies the term "public utility" to a type of enterprise
traditionally supplying service at cost or at cost plus a profit, even though the cost principle
is violated in a given instance; for example, the New York City subway system, which has
not even been covering its operating expenses to say nothing of interest costs on the
invested capital.

Despite these qualifications, the distinction just drawn between a public utility service and
a completely socialized service is basic to the prevailing theories of reasonable public
utility rates. For, with important reservations, these theories are variations of the major
theme that the consumers of public utility services

1) should be free to take whatever types and amounts of service they are ready to pay
for but

2) inreturntherefore should be required to pay rates not seriously out of line with
costs of rendition.

This book would be a very different work both in its development of rate theory and in its
conclusions on wise public policy if the author did not accept, in the main and with
important qualifications, the orthodox view that those services presently known as public
utility services should be sold on a cost principle. But the reader should be warned that
this view is not universally accepted. Among those who have apparently rejected it is
Professor Horace M. Gray, whose article on "The Passing of the Public Utility Concept"
should be familiar to every student of public utilities.?? Gray believed that the concept had
become outmoded partly because of the failure of regulation to accomplish the very
objectives which it purported to accomplish, namely, to serve as an effective substitute for
competition. But he also insisted that a cost-price standard of rate making is inappropriate
for application to electric power supply or to other vital services now largely supplied by
private enterprise on "business principles."? Social and national objectives, he believed,

2216 Journal of Land and Public Utility Economics 8-20 (1940). Reprinted in Readings in the Social Control of
Industry (Philadelphia, 1942), pp. 280 317.

23 "The reader should note carefully this twofold nature of Gray's devastating attack on the public utility concept in
action. Gray himself fails at times to maintain a sharp distinction, since his article merges criticism number one
(that regulation has failed to accomplish what it pretends to accomplish) with criticism number two (that even its
pretense is shoddy). As to the first point, it was written with the lessons of the experience of the 1920s in mind,
with their disgraceful episodes of holding-company finance and with a type of rate regulation seriously crippled by
the Supreme Court's pronouncements on the "fair value" rule of rate making. But in 1935 came the Public Utility
Holding Company Act and in 1944 came the Hope Natural Gas case, 320 U.S. 591, in which the Supreme Court
accepted a very different, and less restrictive, philosophy of rate regulation. These and other developments
associated with the "New Deal" helped to give a new lease of life to private ownership! But a recent book under



should supersede the limited objectives of a fair-profit or of a cost-price philosophy of rate
making. At least, so | interpret his readiness to move away not only from private corporate
ownership in its present form but also from the public utility concept as applied to a plant
owned and operated directly by an agency of the government.2* The merits of this "social
theory" of price fixing, to which | would dissent except in special situations, will receive a
brief discussion in Chapter VII.

Professor Gray's co-authorship indicates his continued hostility to regulated private monopoly and his support of
limited degrees of competition even among utilities. Walter Adams and Horace M. Gray, Monopoly in America
(New York, 1955), Chap. 3.

24 How far Professor Gray would carry the departure from this concept under public ownership | am not able to
say. Under Congressional mandate, the Tennes-see Valley Authority, e.g., still adheres in the main to public utility
principles as to its sale of power, though not as to its supply of navigation or flood control services. As to the
nationalized British public utilities, Sleeman writes: "In general the commercial view of public utility undertakings
still prevails strongly, and the -social service' elements considered above are merely modifications on a pre-
dominantly commercial pattern." British Public Utilities, p. 278. To the same effect, see the Report of the Committee
of Inquiry into the Electricity Supply Industry Presented by the Minister of Fuel and Power to Parliament by
Command of Her Majesty, Jan., 1956, Cmd. 9672, p. 139: "We attach great importance there-fore to the industry
being run on business lines. It should have one duty and one duty alone: to supply electricity to those who will
meet the costs of it and to do so at the lowest possible expenditure of resources consistent with the maintenance
of employment standards at the level of the best private firms."
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