
THE KISE, HEYDAY, AND DECLINE OF KEPRODUC-
TION COST AS THE RATE BASE IN PUBLIC

UTILITY VALUATION

The technical procedure by which questions come before
the courts for adjudication and the professional air which
permeates judicial opinions have contributed to build up the
tradition of the courts as institutions quite disassociated from
the vicissitudes of political activity. Since the very beginning,
however, "private litigation" has been supplemented by dis-
putes which, while appearing in the form of ordinary lawsuits,
have served to determine great social and economic issues for
which precious little guidance can be found in the provisions
of the Constitution. Nowhere is this self-assumed function of
the courts more clearly shown than in the various and curious
history of public utility rate regulation cases.

The courts, at first, adopted a hands-off policy in rate-
making, basing their inaction on the ground that fixing public
utility rates was a legislative matter which should remain
unhampered by judicial interference.1 A short while later they
decided to recognize that this power of the legislature was not
without limit and that utility rates must yield a fair return
upon a fair valuation of the property devoted to such a public
service.2 By 1890 judicial review was rendered definitely appli-
cable in public utility rate cases, it being held that due process
of law8 requires a reasonable rate and that the judiciary is the

1. Munn v. Illinois, 94 U.S. 113, 24 L. Ed. 77 (1876).
2. Stone v. Farmer's Loan & Trust Co., 116 U.S. 307, 331, 6 S. Ct 334, 29

L. Ed. 636 (1886).
3. "Interpretations of 'due process of law', 'just compensation', 'deprivation

of liberty and property' are susceptible of flexibility, to say the least. By these
the Supreme Court can give in large measure its own definitions of social and
economic relationship. What is there, for instance, in the phrase 'due process'
. . . that sheds light on whether utilities should ibe valued for rate-making pur-
poses' at original cost, or at reproduction cost new? . . . Without enjoying rate-
making power as such, the courts have come to exercise power of tremendous
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final judge of what is reasonable.4

Not until 1898, in the famous case of Smyth-v. Ammf did
the Supreme Court set forth its measure of reasonableness. In
ascertaining value^ said the Court, three theories of valuation
should be "given such weight as may be just and right in each
case"—(1) historical cost of tangible property plus the cost of
permanent improvements; (2) capitalization and commercial
valuation of the business as determined by current market
prices; and (3) cost of reproduction new less depreciation.6

Undoubtedly the utility magnates breathed a sigh of relief,
for the Ames Case was definitely a victory for them, because,
during the years immediately prior to the Supreme Court's
decision, there had been a tendency to hold that cost of repro-
duction constituted the measure of fair value. In 1896 a federal
judge determined the reasonableness of gas rates upon the basis
of the hypothetical cost of an equally efficient plant.7 In 1897
the Supreme Court of Minnesota, in the case of Steenerson v.
Great Northern Railway Company* considered the reasonable-
ness of a rate reduction made by the Minnesota Bailroad Com-
mission and held that the material question was "not what the
railroad cost originally, but what it would now cost to repro-

importance in rate-making." MASON, BRANDEIS AND THE MODERN STATE (1933)
189. See also FRANKFURTER, MR. JUSTICE HOLMES AND THE SUPREME COURT

(1938) 6-7.
4. Chicago, Milwaukee & St. Paul Ry Co. v. Minnesota, 134 U.S. 418, 10

S. Ct. 462, 33 L. Ed. 970 (1890).
5. 169 U.S. 466, 18 S. Ct. 418, 42 L. Ed. 819 (1898).
6. Ibid., 527-28. See MASON, BRANDEIS AND THE MODERN STATE (1933) 190.
7. Capital City Gaslight Co. v. City of Des Moines, 72 Fed. 829 (1896).
8. 69 Minn. 353, 72 N.W. 713 (1897). "Modern improvements and other

causes have continued to reduce the cost of construction of all kinds of new
plants, and to reduce the value of old plants, or render them wholly worthless,
and the state did not guaranty that those causes should not in like manner affect
the capital invested in railroads. Then the material question is not what the rail-
road cost originally, but -what it would cost to reproduce it." Ibid., 374. See also
San Diego Water Co. v. City of San Diego, 118 Cal. 556, 568, 50 Pac. 633, 38
L.R.A. 460, 62 AM.ST.REP. 261 (1897).
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duce it". In Smyth v. Amesd William Jennings Bryan appeared
and argued for reproduction cost as protection to the com-
munity against inflated claims based on previous high prices.
He brought to light the fact that, under conditions existing in
1898, the lines of the Union Pacific could have been built across
the State of Nebraska for about $20,000 a mile, whereas, because
of rascality on the part of those engaged in its construction and
management, it was originally built at a cost to security holders
of approximately #100,000 a mile. The utility, accordingly, con-
tended for a valuation based on the securities issued and bit-
terly opposed the argument of the state for a base measured by
the cost of reproducing the properties.

In brief, reproduction cost was founded in the over-zealous
efforts of attorneys for the state. It was forced upon the courts
as a protest against "watered stock, reckless finance, and rack-
eteering contracts"10 and in an effort to bring utility valuations
into line with the low prices existing during the depression
following the Panic of 1893.

At the very moment that Smyth v. Ames was decided prices
were on an upward trend. As the graph lines approached each
other, reducing the difference between the original cost of pro-
duction and the cost of reproduction, there was little occasion
to quibble. But the trend of prices continued so constantly up-
ward that the utilities soon recognized in hypothetical cost an
opportunity not only to press extravagant claims but also to
bring in skilled advocates to testify as to intangible values.11

Thus, cost of reproduction new became the lodestone of the
utilities in all cases of valuation for rate-making.

The reproduction cost test of fair value of a public utility

9. 169 U.S. 466, 18 S. Ct. 418, 42 L. Ed. 819 (1898).
10. See MASON, BRANDEIS AND THE MODERN STATE (1933) 191.

11. Smith, A Constitutional Rate Base, 6 UNIV. OF CHIC. L. REV. 170 (Feb-
ruary 1939) ; Goddard, The Evolution of Cost of Reproduction as the Rate Baser,
41 HARV. L. REV. 564 (March 1928).
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reveals the amount of money that would be expended in the
construction or acquisition new of its property at the time the
valuation is made. This amount is usually determined by ap-
praisals made by experts and based on an inventory of the vari-
ous items of property. Since the test provides an estimate of
present cost, accrued depreciation is usually deducted from the
cost of reproduction new in order to reckon the cost of repro-
ducing the property in its current condition.12

The proponents of the reproduction cost basis of valuation
ground their theory upon the principle of justice that the own-
ers of regulated enterprises should fare on the same plane as
the investors in unregulated competitive industries. They urge
that the value of a property at any given time tends to tally
with the cost of reproducing it at that time. Thus, when the
cost of reproducing a property in an unregulated industry
rises, its owners receive an unearned increment, and when the
cost goes down, they suffer an undeserved decrement. Justice,
so it is said, requires that utility owners enjoy the same oppor-
tunities for gain and risk the same chances of loss as owners of
other property.13

Certain fallacies in the use of cost of reproduction in
determining fair value have been revealed. Economists14 point

12. WILSON, HERRING AND EUTSLER, PUBLIC UTILITY REGULATION (1938)

125-26. As to methods of ascertaining cost of reproduction, see JONES AND BIG-
HAM, PRINCIPLES OF PUBLIC UTILITIES (1931) 209-19. "From reproduction cost
must be deducted observed depreciation, to arrive at the present fair value. Repro-
duction cost represents the present cost of the property in new and sound condi-
tion. In order to reconcile the new cost to the cost of the property in its existing
condition, deterioration and other losses and depreciation found from actual
observation to exist must be accounted for and deducted from the new cost.
Observed depreciation is an indispensable factor in the accuracy of reproduction
cost valuation." West Palm Beach Water Co. v. City of West Palm Beach,
P.U.R. 1930A 177, 202 (Fed. 1929) ; Pacific Gas & Electric Co. v. City of San
Francisco, 265 U.S. 403, 44 S. Ct. 537, 68 L. Ed. 1075, P.U.R. 1924D 817 (1924).

13. SLIGHTER, MODERN ECONOMIC SOCIETY (1931) 399-400; WILSON, HER-

RING AND EUTSLER, PUBLIC UTILITY REGULATION (1938) 126.

14. BAUER AND GOLD, PUBLIC UTILITY VALUATION FOR PURPOSES OF RATE
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out that the true value of a plant is determined by the cost of
producing the commodity in a new plant having the most mod-
ern equipment, and not by the cost of reproducing the identical
plant, for no one would care to invest in an obsolete plant if a
new one could be built for nearly the same cost and operated
at greatly decreased unit costs. The identical plant assumption
eliminates competition but results in a hybrid valuation which
is neither bird nor mammal. It is not investment, because cost
of reproduction of the identical plant imputes a value based
upon changes in unit prices. It is not an estimated competitive
cost, because a utility is not free to build a new going plant
taking advantage of current improvements.15 In other words,
it is the cost of constructing a modern plant of similar capacity
that regulates the value of a plant in an unregulated competi-
tive industry, rather than the cost of producing a similar plant.
But this is true only if new property,, purchased at current
prices, is free to compete with the old property. The relation
between income and the value of the property producing it is
always primary and determinative; while the relation between
the cost of reproducing the property and its value is secondary
and dependent upon competitive conditions. When competition
is eliminated, the relationship between reproduction costs and
value is also eliminated. Further, because of technological de-
velopments, the value of the old plant probably would never
exceed the cost of reproduction and no doubt would be consid-
erably less.16 Consequently, reproduction cost, at best, is a
measure of maximum value and tends to lessen the incentive to

CONTROL (1934) 23; WILSON, HERRING AND EUTSLER, PUBLIC UTILITY REGULA-

TION (1938) 126-27; SLICHTER, MODERN ECONOMIC SOCIETY (1931) 400-01; Smith
A Constitutional Rate Base, 6 UNIV. OF CHIC. L. REV. 170, 184-85 (February
1939) ; Bonbright, The Economic Merits of Original Cost and Reproduction Cost,
41 HARV. L. REV. 593 (March 1928).

15. GLAESER, OUTLINE OF PUBLIC UTILITY ECONOMICS (1927) 471.

16. Ibid,, 470.
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build new and more efficient plants which have higher first
costs but lower unit producing costs.17

The cost of reproduction, too, appears to fluctuate more
widely than any other suggested rate base. Its proponents claim
that this fact.'makesi it more equitable in that the fluctuations
tend to coincide with the fluctuations in the general price level.
This line of reasoning is partly fallacious. The general price
level includes the prices of many items or services that are not
included in reproduction estimates, and reproduction costs in-
clude a larger percentage of certain items than exists in the
general price level. In a period of falling prices the earnings of
a utility are likely to drop below its fixed costs in the form of
interest and preferred stock dividends; in a period of rising
prices the earnings of common stocks are apt to be unreason-
ably high.18 The owners of public utility properties, therefore,
are often heard to argue strenuously for the reproduction cost
theory when prices are high and to denounce it vigorously when
prices are low.

In addition to the inherent dangers due to dependency on
current costs of production, reproduction cost is extremely
conjectural and hazy. Accordingly, it gives both utilities and
consumers opportunities to press extravagant claims. The ma-
chinery in the plant may be obsolete, streets may have been
paved since mains were laid, and numerous other factors may
have contributed to change the conditions so as to make repro-
duction cost an arbitrary concept, because courts and commis-
sions have set forth no general rule as to whether original or
present conditions are to be assumed.19 Such problems make the

17. SLIGHTER, MODERN ECONOMIC SOCIETY (1931) 400.

18. JONES AND BIGHAM, PRINCIPLES OF PUBLIC UTILITIES (1931) 219-25;

SLICHTER, IMODERN ECONOMIC SOCIETY (1931) 400; WILSON, HERRING AND EUT-

SLER, PUBLIC UTILITY REGULATION (1938) 127-28; Smith, A Constitutional Rate
Base, 6 UNIV. OF CHIC. L. REV. 170, 185-86 (iFebruary 1939).

19. In determining a gas utility's rate foase according to the reproduction
new less depreciation method, cost of cutting and replacing pavement, which was
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cost of reproduction theory exceedingly uncertain and create
many opportunities for public utilities to obtain inflated valua-
tions.20

The courts and commissions, unfortunately, have not looked
upon reproduction cost in the light of economic science. Judges
and commissioners have tended to shut their eyes to the fallacies
underlying the doctrine. Although they have seldom applied the
theory as the measure of value, they have steadfastly considered
it as a more or less important bit of evidence to be used in
determining value. In the ensuing pages the opinions of the
courts and commissions have been examined and classified with
the objectives of determining the attitude of the courts toward
the cost of reproduction rule, of indicating general trends, and
of pointing out reasons for the various holdings.

As previously mentioned21 there was a marked lull in valua-
tion following the case of Smyth v. Ames. When the reproduc-
tion theory reentered the valuation arena in 1909,22 it came full
grown, not the illy defined infant suggested by Mr. Justice Har-
lan in 1898. Nevertheless, it was not then deemed a necessary
element of value. It was said to be merely an element admissible
as present value. During the same term, however, the Supreme
Court found occasion to restate the test of reasonableness.28

cut at the time of the original installation, was included. The court, however,
refused to allow the cost of cutting and replacing all pavement which would be
necessary to actual reproduction at the time of the appraisement. Columlbus Gas
& Fuel Co. v. City of Columbus, 17 Fed. (2d) 630 (1927). See SLICHTER, MODERN
ECONOMIC SOCIETY (1931) 401; WILSON, HERRING AND EUTSLER, PUBLIC UTILITY

REGULATION (1938) 128.
20. JONES AND BIGHAM, PRINCIPLES OF PUBLIC UTILITIES (1931) 228-39;

Smith, A Constitutional Rate Base, 6 UNIV. OF CHIC. L. REV. 170, 186 (February
1939); BAUER AND GOLD, PUBLIC UTILITY VALUATION FOR PURPOSES OF RATE

CONTROL (1934) 171-72.
21. Supra, notes 3-4.

22. Knoxville v. Knoxville Water Co., 212 U.S. 1, 29 S. Ct. 149, 53 L. Ed.
371 (1909).

23. Willcox v. Consolidated Gas Co., 212 U.S. 19, 29 S. Ct. 192, 53 L. Ed.
382 (1909).
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Fixing the fair present value as.-.-the• criterion the Court said:
"If the property which legally enters into the consideration of
the question of rates has increased in value since it was ac-
quired, the company is entitled to the benefit of such increase."24

Accordingly, private property in regulated business was assured
greater protection than it would have enjoyed in the absence
of regulation, for it was guaranteed a return on productive
elements of value.

In the years immediately prior to America's entrance into
the World War rising prices made the utilities especially anxi-
ous to secure the adoption by the courts of reproduction cost as
the rate base or as the dominant element therein. Some com-
missions were persuaded to espouse the theory as the measure
of present value,25 the Calif ornia Commission holding that "the
reproduction cost method of valuation may be adopted in a rate
ease where no complete or accurate record of either the original
cost or actual investment in the property of a public service
company exists".26 The Idaho Commission, after stating its
opinion that cost of reproduction less depreciation was the cor-
rect general rule to be applied, added that "in ascertaining
values in this way the worth of a new plant of equal capacity,
efficiency, and durability, with proper discount for defects in
the old, and the actual depreciation for use should be the meas-
ure of value, rather than the cost of exact duplication".27 Most
commissions, however, maintained that reproduction cost less
depreciation was not the sole test of fair value of utility prop-
erties,28 but merely an evidence of value, its probity depending

24. Ibid* 42.
25. Murray v. Public Utilities Commission, 27 Ida, 603, 150 Pac. 47, P.U.R.

1915F 436 (1915) ; In re San Jose Water Co., P.U.R. 1915E 706 (Cal. 1915).
26. In reSzn Jose Water Co., P.U.R. 1915E 706, 713 (Cal. 1915).
27. Murray v. Public Utilities Commission, 27 Ida. 603, 150 Pac. 47, P.U.R.

1915F436, 441 (1915).
28. Commercial Club of Terre Haute v. Terra Haute Waterworks Co.,

P.U.R. 1916B 180 (Ind. 1915) ; Peck v. Indianapolis Light & Heat Co., P.U.R.
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very largely upon the particular case in question.29 "A price/'
said one commission,30 "ig to be held confiscatory, if at all, be-
cause it may fairly be expected in its erffect upon future busi-
ness to operate to deprive the company of the reasonable earn-
ing power of its property". While the Commission pointed out
the folly of capitalizing "earning power as a test of value when
the basis of earning power, the rate or price, was itself in ques-
tion, it insisted that it was "equally fallacious to assert broadly
that cost of reproduction is the sole controlling test of earning
power, especially when the price yields all that the capital em-
ployed under the restrictions and limitations . . . has ever re-
quired". These commissions, however, insisted that "consider-
able weight" should be given to reproduction cost.31 It is inter-
esting to note that the Illinois Commission was almost alone
in its ruling that failure to recognize the appreciation of a
utility's property in a rate valuation did not necessarily con-
stitute confiscation32—a position which the United States Su-
preme Court refused to adopt in a case coming before it in the
early twenties.33

The war and post-war period witnessed the widespread
refusal of the commissions to give great weight to the cost of

1916B 445 (Ind. 1915); In re Northampton Light Petition, P.U.R. 1915A 618
(Mass. 1915); Re Colorado Springs Light, Heat & Power Co., P.U.R. 1916C
464 (Colo. 1916) ; City of Springfield v. Springfield Gas & Electric Co., P.U.R.
1916C 281 (111. 1916); Re Grafton County Electric Light & Power (Co., P.U.R.
1916E 879 (N.H. 1916).

29. Re Clarksburg Light & Heat Co., P.U.R. 1917A 577, 591 (W.Va. 1916).
30. In re Northampton Gas Petition, P.U.R.. 1915A 618, 627-28 (Mass.

1915).
31. In re Janesville Water Co., P.U.R. 1915A 178 (Wis. 1915); Re Clarks-

burg Light & Heat Co., P.U.R. 1917A 577 (W.Va., 1916); Re Mountain States
Telephone & Telegraph Co., P.U.R. 1917B 198 (Colo. 1917); Grafton County
Electric Light & Power Co. v. State, 78 N.H. 330, 100 Atl. 668, P.U.R. 1917E
345 (1917).

32. City of Lincoln v. Lincoln Water & Light Co., 4 111. P.U.C.R. 113,
P.U.R. 1917B 1 (111. 1916).

33. Infra, note 44.
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reproduction theory on the ground that it was too uncertain.34

They did not deny it consideration in the rate base, but, because
of inflated and abnormal prices, they refused to give it con-
trolling weight.35 Many, indeed, gave it lip-service by admitting
the evidence in obedience to Smyth v. Ames but failed to pay
heed to it in fixing the rate base. In 1921 the problem was well
stated by the Illinois Supreme Court. The Court said:36

It would be equally as unfair to the consumer to fix
the rate at a figure which would produce a reasonable in-
come on a value determined by the cost of reproduction
new at a time when cost of construction was abnormally

34. Re Laporte Gas & Electric Co., P.U.R. 1921A 824 (Ind. 1920).
35. Re Moore Park Water, Light & Power Co., P.U.R. 1919B 679 (Cal.

1918); Re GuiMord Water Co., P.U.R. 1918C 916 ('Me. 1918); Re Omaha &
Council Bluffs Street Ry. Co., P.U.R. 1919A 845 (Neb, 1918); ^ S o u t h e r n
Illinois Light & Power Co., P.U.R. 1919D 489 (III 1919) ; Re Illinois Northern
Utilities Co., P.U.R. 1919E 932 (111. 1919) ; Re Garden Home Waterworks, P.U.R.
1919D 121 (Ore. 1919); Re Utah Gas & Coke Co., P.U.R. 1919D 645 (Utah
1919); Re Georgia Ry. & Power Co., P.U.R. 1921A 165 (Ga. 1920); Re Public
Service Co. of Northern Illinois, P.U.R. 1921© 438 (111. 1920) ; New York Inter-
urban Water Co. v. City of Mt. Vernon, 110 Misc. Rep. 281, 180 N.Y.S. 304,
P.U.R. 1920D 515 (1920); Re West Virginia Water & Electric Co., P.U.R.
1920D 409 (W.Va. 1920); City of Winona v. Wisconsin-Minnesota Light &
Power Co., 278 Fed. 996, P.U.R. 1922C 461 (1921) ; Re Southern California Tel-
ephone Co., P.U.R. 1922C 97 (Cal. 1921); Re Southern California Edison Co.,
P.U.R. 1921D 65 (Cal. 1921) (except in so far as it applied to those portions of
the properties that were, of necessity, constructed during the period of high prices) ;
City of Stamford v. Stamford Gas & Electric Co., P.U.R. 1922A 303 (Conn.
1921) ; City of Danbury v. ©anbury & Bethel Gas & Electric Light Co., P.U.R.
1921D 193 (Conn. 1921) ; Re City of Sault Ste. Marie, P.U.R. 1922B 149 (Mich.
1921) ; Re Concord Gas Light Co., P.U.R. 1921C 169 (N.H. 1921); Public Serv-
ice (Commission of Washington v. Spokane Falls Gas Light Co., P.U.R. 1921C
519 (Wash. 1921); Re Public Service Gas Co., P.U.R. 1922C 493 (NJ. 1922);
Plymouth Electric Light Co. v. State, 81 N.H. 1, 120 Atl. 689; P.U.R. 1923E 83
(1923).

36. State Public Utilities Commission ex rel. City of Springfield v. Spring-
field Gas & Electric Co., 291 TIL 209, 222, 125 N.E. 891, P.U.R. 1920C 640 (1919).
See Telluride Power Co., P.U.R. 1922B 168 (Utah 1921),


