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Criteria of a Fair Return

As already indicated, a fair-return or fair-profit standard of reasonable rate levels is
generally accepted throughout the United States as a controlling basis of rate regulation
with respect to those privately owned public utilities that have excessive potential earning
power by virtue of their protected, monopoly status. But even when a fair-return standard is
accepted in principle, and even if it were enforced in practice with much greater rigor than
has been customary,’ it would still be far from supplying a definite basis of rate control. For
a mandate that the sought-for return shall be fair carries with it no instructions as to the
criteria of fairness. The history of American rate regulation is in large measure a history of
attempts by courts, legislatures, commissions, and economists to supply these criteria.
But even today the subject remains highly controversial.?

Until a few years ago, any discussion of the subject from the standpoint of practical
application necessarily included elaborate commentaries on the partly indeterminate,
partly conflicting legal precedents established by the Supreme Court in the form of
con-stitutional restrictions against the power of government to fix prices that would impair
the profit-making opportunities of indi-vidual or corporate owners of private property. While
these owners were held subject to rate regulation if engaged in a business "af-fected with
the public interest," they were also held entitled to protection against regulation so
stringent as to violate the injunc-tions of the Fifth and Fourteenth Amendments against the

! Commissions have. seldom attempted a rigorous, mechanical application of the fair-return standard through
regular, periodic reviews of rate levels. Instead, they have tended to let the existing rate levels stand, subject to
minor revisions in the rate pattern, until there appears to be an impelling reason for a new general rate case. The
impulsion may come from the company in the form of a petition for authority to increase the rates, or else from
consumer spokesmen in the form of a complaint that the existing rates are too high. But the ablest commissions
will themselves take the initiative on behalf of consumers if their expert staffs are convinced that a review is called
for. Even with these commissions, however, one should not assume that a rate hearing will at once be instituted if
actual corporate earnings materially exceed the "fair rate of return" accepted as the basis of the last rate order.
Quite aside from the recognized undesirability of too frequent rate revisions, commissions recognize the
"regulatory lag" as a practical means of reducing the tendency of a fixed-profit standard to discourage efficient
management.

2'A complete treatise on public utility rate regulation would not limit its discussion of revenue requirements to the
two components of these requirements considered in this book-the fair return and the related problem of the
annual allowance for depreciation. In addition, a review and critique of commission allowances for all operating
expenses would be called for. See, e.g., Eli W. Clemens, Economics and Public Utilities (New York, 1950), Chaps. 6
and 22; Emery Troxel, Economics of Public Utilities (New York, 1947), Chap. 11.



taking of property "without just compensation” or "without due process of law." In 1898, in
its famous dictum in Smyth v. Ames, 3 the Supreme Court established the fair-value rule as
setting the normal limit below which rates, if imposed by legislative or commission fiat,
would be held "confiscatory." But since "fair value," used in this context, is an ambiguous
and confusing term, and since the norm of a "reasonable" or "fair" rate of return on this
value is also indefinite, long articles and even large books were written by lawyers,
economists, and valuation experts on problems of "interpretation."*

Fortunately for the cause of continued private ownership of American public utilities, this
submergence of important practical issues of effective regulation by esoteric legal issues
no longer pre-vails throughout the country in view of the notable change in the philosophy
of the Supreme Court as reflected not only by its deci-sion, but by all of the five separate
opinions of the justices, in the Hope Natural Gas case.® While judicial precedents on the
measure-ment of a valid rate base and of an adequate rate of return are still important, and
while they are controlling in any one jurisdiction when set forth in definite terms, they no
longer constitute an elabo-rate "law of the land" as did the earlier rulings made under the
influence of the fair-value doctrine. Moreover, since they are for the most part interpretive
of statute law rather than of constitu-tional mandate, they are subject to change by
statutory amend-ment. Hence, they will receive only incidental attention in these chapters,
which discuss the criteria of an adequate return from the standpoint of the economic
objectives of rate control and by refer-ence to common-sense considerations of fairness
between investors and consumers.

The Relevant Meaning of a Return

Under the usual forms of American public utility regulation, a "fair return" represents the
entire excess in operating revenues, over and above current operating deductions, for
which a commis-sion will make provision in a rate case as a component of the com-pany's
annual revenue requirements. The operating deductions include allowances for
depreciation and for nearly all taxes, not even excepting corporate income taxes. But the
return in excess of these annual deductions does not coincide with corporate "net profit" or
"netincome" in an accounting sense, since it covers al-lowances for interest charges as
well as for earnings on the stock equity. The published corporate earnings statements do
not set forth the amount of return that a commission may have found "fair," nor even the

3169 U.S. 466 (1898). See pp. 163-166, infra.

4 A summary of the early rulings and opinions on "fair value" is contained in Chaps. 30 and 31 of my Valuation of
Property (New York, 1937). John Bauer and Nathaniel Gold published a monograph on the subject as a part of a
series of studies of legal valuation prepared under my editorship. Public Utility Valuation for Purposes of Rate
Control (New York, 1934). In the more elaborate early treatises, entire chapters were devoted to single components
or "elements" of value, such as "going value," land valuation, and the hypothetical replacement costs of pavements
over mains. See Robert H. Whitten, Valuation of Public Service Corporations, rev. ed. by Delos F. Wilcox, 2 vol. (New
York, 1928).

5 Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944).



precise return actually realized as measured by rate-making technique. But the reported
"net operating income" is often an approximation of this latter figure.

In orthodox practice-and most regulation remains orthodox in this respect regardless of its
choice between "original cost" and "fair value" principles of rate making the allowed for
return is arrived at as a multiple of two factors: the rate base, and the "reasonable" or "fair"
rate of return thereon.® The rate base, or "valuation" as it was called in former years,
represents the total quantum of invested capital or of property "values" on which the
company is entitled to a reasonable rate of compensation. The "fair rate of return" reflects
whatever annual, percentage rate is found appropri-ate in the light both of historical
conditions and of conditions prevailing or anticipated at the time of a rate case. Thus, the
acceptance by a commission of a sum of $100,000,000 as the rate base, combined with a
finding that 6 per cent constitutes a fair rate of return, will result in an allowance of
$6,000,000 per annum as the fair-return component of the company's revenue
requirements. But since general rate levels are seldom revised annually and are likely to
stay put for the indefinite future, the tariffs approved by the commission may be designed
toyield a reasonable rate of return on the average, over the next few years. Under this
objective, account may be taken of future growth of capital investment and of net operating
income as the company's plant and business expand.’

8 In this country the most significant recent departure from a rate-base measurement of a fair return has been that
of the "operating-ratio standard," applied to the passenger-bus and motor-truck industries by the Interstate
Commerce Co-mission and by some state commissions. See Alan Wright, "Operating Ratio-A Regulatory Tool," 51
Public Utilities Fortnightly 24-29 (1953); Laurence S. Knappen, "Transit Operating Ratio-Another View," 51 Public
Utilities Fortnightly 485-497 (1953); Charles W. Knapp. "Economics of Transit Operating Ratio," 56 Public Utilities
Fortnightly 467-479 (1953); National Association of Railroad and Utilities Commissioners, Report of the Special
Committee to Study Principles of Rate Regulation in the Motor Bus Industry, Proceedings, 64th Annual Convention
(1952), pp. 461-470; and commission and court opinions noted in these citations. The affected industries have
favored the newer technique since. as usually ad-ministered, it has conceded much higher profit-making
opportunities than would the orthodox technique if applied under traditional standards of a fair percentage rate of
return. But, to the best of my knowledge, the supporters have not yet succeeded in finding a convincing rationale
of an operating-ratio standard, nor have they yet effectively answered adverse criticisms such as those advanced by
Mr. Knappen in the article noted above. The situation now calls for a thorough and objective reexamination, made
in the light of actual experience in at tempted application.

7 Commission orders approving a rate-level increase or requiring a decrease are usually based on findings that, in
the light of recent realized earnings, the existing rates would probably yield a deficient, or an excessive, rate of
return in the near future. As a guide to such a finding, a commission may first determine the return realized during
some twelve-month period taken as a "test year." In estimating the rate of return that may be earned during the
next year, or during some other future period, the commission will accept convincing evidence of changes in
operating expenses and in other operating deductions. Indeed, even in its finding of the rate of return already
earned during the test year, a commission may substitute pro forma operating revenues and operating deductions
designed to reflect current financial conditions. Payroll expenses, e.g., may be restated in terms of changed rates of
wages. As to the rate base applicable to the test year, the usual procedure has been to accept some midyear rate
base or some other average rate base in taking account of growth of plant investment during the very year under
review. But in recent rate cases, some commissions that accept an actual-cost measure of the rate base have
conceded a year-end rate base, presumably as a crude means of allowing for the so-called attrition factor during a
period of price inflation. Discussion of these and other procedural details of rate control is beyond the scope of the
present book.



Obviously, any assumption of an approximate offset between these two variables is likely
to be belied by actual experience. Partly in view of this likelihood, partly because changes
in financial condi-tions may justify changes in the allowed rates of return, companies and
consumer groups are given the opportunity to institute a new rate case on a showing of
plausible grounds therefor.

Five Major Criteria of a Fair Return

In line with the usual procedure of American rate regulation, the four following chapters will
consider the measurement of the rate base, leaving for a later chapter a discussion of the
tests of a reason-able percentage rate of return on whatever rate base is acceptedina
given jurisdiction. But by way of introduction, the present chapter will discuss briefly those
major criteria of a fair or reasonable return by reference to which one may judge the merits
of alternative measures alike of the rate base and of the rate of return thereon. The main
purpose of this introduction is to guard against a tendency, to which some of the early
Supreme Court opinions unfortunately lent support, to treat rate-base measurement and
rate-of-return measurement as if they were governed by different standards of fairness
instead of being merely two steps by which to determine corporate revenue requirements.

Let it be noted that the criteria under review are relevant, not just to the determination of
the fair return in a given rate case but to the choice of an entire system of rate regulation
applied with reasonable consistency over an extended period of years. What makes an
allowed return fair in any specific rate case must be its fair conformity with the general
principles applicable also in other years and under different conditions. Apart from such
conformity, the fairness of the allowance at any one time is simply indeterminate. In an
extreme case, for example, the allowance of a zero return or even of an operating deficit
during a period of business depression may be quite "fair" and quite consistent with the
need for capital attraction if imposed under a scheme of regulation that concedes to
investors adequate opportunities to enjoy what would otherwise be excessive profits in
times of prosperity. On the other hand, an allowed return of 25 per cent on the cost or
"value" of the corporate properties might be penurious if rate-making policy should
threaten to bring all profits to an end after the next several years.

1. The Capital-Attraction Criterion

Recalling, then, that we are concerned with the principles by which to measure a fair return
rather than with details of application to any one case, what criteria of fairness or
effectiveness should govern the choice of these principles? Among these criteria, high
place, perhaps first place, must be given to that of capital-attracting efficiency. Judged by
this test alone, choice should rest with whatever principles of rate control are best



designed to permit well- managed, soundly financed public utility companies to attract
needed capital.®

In view of the obvious plausibility of the capital-attraction standard of a fair return, one may
raise the question of why its recognition has not gone farther than it has to date in resolving
the more serious controversies about principles of measurement. A partial answer is that,
under favorable conditions, any of various systems of rate control can be so administered
as to permit adequate capital financing.® Material scope for choice lies in the possibility of
making alternative schemes attractive to investors by the introduction into each scheme of
special attractions designed to offset special restrictions. Thus, any adverse effects of a
system of regulation which denies to public utility stockholders direct protection against
future price inflation may be offset by the concession of nominal rates of return more
liberal than would otherwise be necessary. And thus, the deterrent effect of a rule of rate
making which denies to a company the opportunity to amortize, through charges against
consumers, the costs of property rendered useless by extraordinary obsolescence, may be
counterbalanced by the allowance of returns on useful properties so liberal that investors
are ready to take their chances of suffering for an uncompensated erosion of surplus, if and
when the erosion takes place.

2. The Management Efficiency Criterion

In its analysis of the role of public utility rates, Chapter lll distinguished between the
function of rates in enabling a public utility to secure the capital required for the supply of
the service, and the function of the same rates in stimulating managerial efficiency. Both
functions may be atissue in the determination of a fair return. For the amount of the
allowed return may be designed, not just to enable a company to attract capital but also to
reward efficiency and discourage inefficiency of management.

8 "Rates which enable the company to operate successfully, to maintain its financial integrity, to attract capital, and
to compensate its investors for the risks assumed certainly cannot be condemned as invalid, even though they
might produce only a meager return on the so-called "fair-value' rate base," Federal Power Commission v. Hope
Natural Gas Co., 320 U.S. 591, 605 (1944). Elsewhere | have discussed the significance and limitations of this
famous pronouncement: "Utility Rate Control Reconsidered in the Light of the Hope Natural Gas Case," 38
American Economic Review, Proceedings 465-482 (May, 1948).

% The extent of the room for choice among alternative principles of rate control, any one of which might be
expected to permit well-managed utility companies to attract needed capital, depends partly on the readiness of
regulation, assisted by general corporation laws, to enforce compulsory financial reorganization as an effective
means by which to bring the contractual interest and preferred dividend requirements of public utility companies
into conformity with the currently applied rules for the measurement of a fair return. For example, under a strictly
enforced, fair-value rule of rate making, permitted dollar earnings might well fall to such low levels, during a period
of price deflation, that even well-managed companies would suffer a serious impairment in credit and hence in
their ability to serve the public. This impairment might be cured by a sufficiently timely and drastic reorganization
involving the enforced readjustment of the contract rights of the senior security holders. But no one familiar with
the prevailing law and practices of corporation reorganization could look with complacency on rules of rate making
likely to give rise to the need for this kind of cure.



More will be said about the management-efficiency criterion in Chapter XV. Here we merely
note that an incentive standard of a fair return may come into conflict with other standards,
especially with that of capital attraction. Such a conflict will become acute with respect to
companies threatened with insolvency because of substandard earning power or of top-
heavy capital structure for which the existing management, or some earlier management,
has been at least partly to blame. In these situations, should commissions be especially
lenient in their application of principles of rate controlincluding allowances of a "fair
return"? Or should they be rigorous in the enforcement of the general principles, possibly
concluding that a "fair" rate of return for a poorly managed company is a very low return or
even one expressed in red letters? Questions of this nature present serious dilemmas of
rate-making policy.

3. The Criterion of Rate-Level Stability

If public utilities were required to raise and lower their rates year by year, with the object of
maintaining a fixed annual rate of return, the resulting necessary changes in rate schedules
would prove inconvenient alike to the consumers and to the corporate managements.™
Even more serious would be the countercyclical direction of the change in rate levels
required by an attempt to offset a depression-created decline in the demand for the service
by an increase in the unit rates of charge. From an economic point of view, the most
reassuring thing to be said about such an attempt is that it would be likely to fail!

The points just suggested raise one of the most difficult and most incompletely solved
problems of fair return determination. Most writers would probably agree that, during
periods of prosperity, rates should be designed to yield profits sufficiently liberal to avoid
the need for a countercyclical rate increase during a depression. But whether or not an
attempt to secure cyclical flexibility in the right direction is desirable and feasible remains a
highly controversial question. More will be said on this question in the chapter on rate of
return; but the conclusions will be disappointingly uncertain.

4. The Consumer-Rationing Criterion

Earlier chapters have called repeated attention to a possible conflict between a capital-
attraction standard of reasonable rate levels and the "consumer-rationing" function of
specific rates or rate differentials. Under the first standard, rates as a whole should cover
costs as a whole, including the so-called costs of capital. Under the second standard,
each rate should be designed to encourage all consumption for which consumers are
ready to pay escapable, marginal costs, and so as to deter any consumption for which
consumers are not prepared to pay these costs.

1 Compare the laws governing the rate-making practices of the nationalized British utilities, which call for the
establishment of rates that will meet revenue requirements, including fixed charges, "taking one year with
another." See W. A. Robson, ed., Problems of Nationalized Industry (New York, 1952), pp. 334-338.



Economists, | think, would generally agree that no complete harmony between these two
standards of rate making is possible. But those writers-and they are in the great majority
who do not accept proposals by Hotelling and other economists to abandon a full-cost or
fair-return principle would tend to favor whatever feasible measures of a fair return may
resultin the least serious discord with standards of optimum specific rates and rate
relationships.

In earlier years several economists, led by Professor Harry Gunnison Brown, defended the
use of a reproduction-cost rate base as coming closest to a reconciliation between the
principle that rate levels should be based on total cost of service and the principle that
specific prices should be governed by specific costs or marginal costs, as they are
supposed to be governed under competition. This line of defense is no longer as widely
voiced as was formerly the case, for reasons stated in other chapters.’ But it at least
suggests one sought-for attribute of a fair-return program of rate control the attribute of
tolerable harmony with the demand-control or consumer-rationing objective of rate
making.

5. The Criterion of Fairness to Investors

All four of the criteria of a fair return so far suggested might be classified as criteria
designed primarily in the interest of the consuming public. But the very term "fair return"
implies a standard of equity to investors not necessarily governed by considerations of
consumer self-interests. Certainly, this implication is borne out by the history of rate-
making law. For the traditional rules of fair-return determination were originally developed
by the courts as a means of protecting the private owners of public utility properties against
"confiscatory" regulation. And even in those jurisdictions which today deviate from some of
the older rules, public utility companies have an undeniable right to challenge the fairness
of the newer practices.

But granting, as we must, that a "fair return" must be fair, we may still raise the question
whether considerations of fairness to investors require the importation of special criteria,
in addition to those criteria which would be justified solely in the long run interests of the
consumers themselves. A negative answer would, of course, greatly simplify the solution to
problems arising in a rate case. And such an answer would at least be plausible, since it
rests on the grounds that most public utility companies, in order to render good service,
must be able repeatedly to attract new capital from investors who are free to commit their
funds to any alternative investments including the purchase of stocks in unregulated

" See pp. 101, supra, and 224-237. infra. Compare the contentions of some British, economists that the rates
of the nationalized public utilities should be designed to cover, not the fixed charges imposed by the
securities issued as compensation to the investors in the expropriated private companies, but rather
computed interest on the appraised "values" of plant and equipment. References cited in Chap. XIV, footnote
16.



corporate enterprise. Market acceptability may thus be thought to become, at one and the
same time, the test of fairness and of corporate financial need.

Stated in terms of a very broad generalization, the point of view just suggested may be
accepted. But, at least under the prevailing American types of rate regulation, the principle
is subject to serious qualifications-so much so that disputes about equity intermingle in a
most confused way with disputes about functional efficiency. The trouble arises because
of the likelihood that, after a public utility corporation has already become established as a
going concern, with possession of a large plant and with a fixed security structure, rates of
earning that will permit it to attract new capital on whatever terms the current market may
require do not necessarily correspond to rates of earnings that are fair to existing investors.
Yet, in any given rate case, the only return directly at issue is, not the return necessary to
attract new capital but rather the return necessary to compensate the existing investors for
capital already attracted or for the use of properties already acquired with this capital.’?

The situation would be quite different if the principles of American rate regulation were so
unchanging and so determinate in their measurement of a fair return that all public utility
investors could be deemed to have been put on constructive notice of the restrictive
character of the regulation prior to their commitment of capital. But neither of these
assumed conditions has prevailed down to date. In the first place, there have occurred
important retroactive shifts in the "rules of the game"-shifts such as that from a "fair-value"
rate base to an "actual-cost" rate base, or from retirement expense accounting to accrued-
depreciation accounting. And in the second place, the rules themselves, at any given time
and in any single jurisdiction, are too indefinite to predetermine the reasonable
expectancies of the purchasers of utility securities except within fairly wide limits. These
purchasers are not in the happy position of the old lady who said that she always ordered
hash in a public restaurant because she knew just what she was getting!

The conclusion that indeterminate rules of rate making are largely responsible for disputes
about the fairness of commission actions is suggested by the relative freedom from similar
disputes enjoyed by publicly owned utility enterprises financed without pledge of
government credit by the issuance of revenue bonds. Here, the income claims of the
investors are definitely established in the contracts, which also contain mandatory
provisions for whatever increases in utility rates may be required to protect the debt
service. Similar relative freedom from fairness questions has pre-vailed under private
ownership with respect to companies that have issued fixed-dividend common stock, in
the manner of the earlier British gas and electric companies.

2"This is not to say that a capital-attracting rate of anticipated income on new investment has no bearing on
a fair allowed rate of return on capital already in-vested. But the bearing must depend on the indirect
argument that existing, captive investments are fairly compensated if permitted to receive whatever rates of
return would currently induce free investments.



But in this country, regulatory policy, following common law traditions, has insisted on
retaining material flexibility as to the measurement of a fair return. Investors in utility
securities, notably in common stocks, must therefore take their chances as to the effect of
future rate cases, or even of future amendments to regulatory law, on the earning power of
the companies in which they invest. Today, for example, they may hold stock in a company
which, under a statute law as interpreted by the courts, is entitled to charge rates designed
toyield a "reasonable" rate of return, not on the cost of its properties but on their present
"fair value." But no one can assure them that the fair-value rule will be in effect five years
from now. And even if that assurance were forthcoming, not even an expert could tell them
how this vague, ambiguous rule will be interpreted by a new commission or by a new set of
appellate judges.™

In the present, unsettled stage in the development of public utility rate theory and practice,
this American policy of flexibility and indeterminacy may be defended on the ground that a
policy which makes no positive commitments is better than one which makes the wrong
commitments. But as long as indeterminacy exists, issues of fairness, both to investors
and to consumers, cannot be ruled out of controversies about the meaning and
measurement of a fair return. The best prospect of minimizing these frustrating issues lies
in the gradual development of more definite rules, which may become more and more
firmly established as their application stands the test of experience.

The points discussed in this introductory chapter on the criteria of a fair return repeat, with
variations, the main theme, or "leitmotif," of this entire book on standards and measures of
reasonable public utility rates. This theme runs to the effect that the standards of
reasonable rates are multiple standards, and that all of them at times come into conflict
with one another. It applies both to the criteria of reasonable rate levels and to the criteria
of reasonable rate structure or rate differentials. In the determination of the rate levels,
capital-attracting adequacy is properly considered a basic test of a fair return. But other
criteria of reasonableness, notably the four others summarized in the preceding
paragraphs, must also be taken into account, alike in the design of the rate base and in the
determination of formulas or principles for the measurement of a fair allowed rate of return
on whatever rate base may be accepted.

8 The unfeasibility of any attempt to give to prospective purchasers of public utility securities definite and
reliable information about the governing rules of rate regulation is apparently recognized by the (Federal)
Securities and Exchange Commission. For the registration statements and prospectuses of public offerings of
utility securities say little or nothing about the nature of these rules. Thus. a recent prospectus
(Commonwealth Edison Company, April 15, 1968, $50,000,000 issue of First Mortgage 33/4 per cent Bonds),
in referring to regulation, merely states the names of the commissions having jurisdiction over the company
or its affiliates together with the types of regulation to which the company is subject (rates. issuance of
securities, etc.).
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