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Foreword

As an academic document this study represents the culmina- 

tien of a wholly fruitful course of instruction received ever a
»

period of years in the Graduate School of The American University* 

At the same time it may also be described as the culmination of a 

quarter of a century devoted to following the financial affairs of 

the public utility industries * During this period the author has 

been an investment counsellor, specializing in public utility se

curities; the editor of financial publications dealing with the 

public utility business, and an executive of a company investing 

in public utility issues* For the past six years he has been a 

staff expert and witness on rate of return for the Federal Power 

Commission, and he is presently head of the Finance Section of 

the Division of Finance and Statistics of that Commission*
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GKAMBR I

TSB P80BI3M OF FAIR BSTUBB

The problem of finding the fair return for private capital 

invested in regulated public utility enterprises, more particularly 

the problem of how much that return should be, is a matter which 

has long engaged the attention and interest of those who follow the 

fortunes of the public utility industry.

The public utility business in the United States, or that por

tion of it which is devoted to the furnishing of gas, electric and 

telephone service is essentially a private affair. That is to say» 
ft 

the companies which provide these services — and there are several 

hundred of them, large and small ** are privately owned and operated.

Ko public bureau dictates the design, construction and place

ment of their gas mains, generating stations or telephone exchanges. 

This is accomplished by the managements of these companies, under 

the supervision of company officials selected by their boards of 

directors. So public official, political party or «central commit

tee* chooses their executive personnel. They are privately managed 

from top to bottom.

What is more to the point they are privately financed. The 

public credit has not been pledged in any way to secure their com* 

struct!©». All of the money which has gone into their servi ce fa* 

kilties, which are currently said to represent an investment of ap* 
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proximately sixty billion dollars, Ms been drawn from private sav* 

ings via investment channels. What is more, it has been paid in 

voluntarily. There has been no allocation of the people’s savings 

to public utility construction.

Exceptions to all these statements must, of course, be allowed 

in favor of such large public power projects as the Tennessee Valley 

Authority, the Grand Coulee and others which have been built with pub

lic fun s to satisfy some particular political purpose. Exceptions 

must also be allowed in the numerous instances where gas, electricity 

or telephone service is provided by a municipal department, gas dis

trict or rural cooperative. But these serve relatively small portions 

of the population. It is on private companies that most of the 

people in the United States rely for gas,electric and telephone ser

vice; it is the private companies which serve all but a few of the 

largest cities and most of the area within the nation’s borders.

Taken as a whole they represent, in the opinion of this student, 

one of the triumphant achievements, during the twentieth century, of 

private enterprise and private capitalism, American style.

Biblie resKonsibilities. - In spite of the dominantly private 

character of the nation’s public utility undertakings they are, never

theless, public service companies and as such they have certain respon

sibilities tchores their communities. One is to provide service to all 

applicants, with ut discrimination; another is to charge just and reason

able rates. Still another is to provide the best service possible, 



www.manaraa.com

4

s fourth is to keep abreast of the development of their communities 

so as to grow, not with them, but somewhat ahead of them. Necessarily 

the attention which the public utilities give these responsibilities 

is going to have a substantial impact upon the economic life of the 

communities whieh they serve. For these reasons and others, based 

on long experience, most American communities keep their publie 

utility companies under one forai or another of regulatory control.

Rates and charges for service. - One aspect of the public 

utility business which is almost always under control is the matter 

of rates and charges for service.

Not only are rates important from the viewpoint of the co* 

Enmity; they are also important from the point of view of the com

pany rendering the service because in rates lie the key to profits.

This is the crux of the matter of rate of return. Since the 

average public service company has no other source of revenues than 

the charges which it makes for the services which it renders, it 

follows that the return on capital, if any is to be provided, must 

be included in is rates. Herein also lies one of the chief differ

ences between the public utility business and other forms of busi

ness enterprise. Since the public utility’s return cannot, due to 

the nature of its position, be determined under competitive condi

tions it must, perforce, be determined by regulatory fiat. How much 

should it be ? What is a fair rate of return ? What rate of return 

will be fair to investors and customers alike ?
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Return must encourage private investment* * It is fairly ap

parent that the return allowed on capital invested in public utility 

companies, or rate of return, which amounts to the same thing, must be 

such as to permit and encourage the continued flow of savings through 

investment channels and into the business. At least this necessity 

must be observed so long as this business continues to grow and need 

capital funds. The consequences of not being able to attract capital 

are, to some extent, presently evident in the parlous situation of 

the once prosperous traction business. Although it continues to pro

vide a necessary service in many communities, it nevertheless finds it 

extremely difficult to attract capital. In consequence it seems to be 

headed towards municipal ownership.

Investors' advantages. - The investor who presently furnishes 

the money for public utility construction seemingly has the upper hand. 

He is not interested in the social aspects of the situation, except to 

avoid getting entangled therein. He wants the best possible return on 

his capital, consistent with the risks he is willing to assume. The 

strength of his position lies in his complete independence. He may re

fuse to buy the securities of public utility companies, thereby making 

it difficult for them to raise capital. He may also sell off -those pub

lic utility securities which he does own, thereby creating uncertainty 

in the market place, and giving compound effect to his distaste.

Consumer Interest, - The other principal party-at-intdrest 

in the public utility business is the consumer. Be is interested,
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primarily, in satisfactory service at low rates. He is seldom con* 

earned with “fair return* unless he happens to have, also, a personal 

stake in the public utility business* Unlike the investor, however, 

he is mable to “shop around* for the best possible deal for public 

utility services perforce he must subscribe to the service offered by 
'i

the holder of the local franchise, or go without. He may, if he so 

desires burn candles instead of electricity for light; write letters 

instead of telephoning, or use coal instead of gas or oil to heat his ' 

home, but such substitutions, in this day and age, are hardly inviting.

The consumer’s weapons. * Against mistreatment the consumer 

has several weapons* If he is dissatisfied with the service he is re* 

ceiving from the local public utility he may complain to the appropri* 

ate regulatory agency. \

Few individuals carry their complaints beyond this stage. It 

is usually too expensive to do so* However, it may be noted that 

where wholesale service is concerned, and the consumer is a corpora* 

tion with adequate funds to pursue the issue, such inhibitions may 

not apply.

The other remedy at the disposal of individuals is to exert 

political pressure. This effort usually requires leadership; however, 
» 

those who recall the successful attack upon the public utility holding 

companies carried out by the New Deal government during the 1930*193$ 

period, will hardly deny the effectiveness of this weapon* 
5
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Fixing the return» - In present day practice the task of 

finding the return, or rate of return for capital devoted to public 

utility operations which will, at one and the same time, attract the 

investor and soothe the rate payer, is usually undertaken by a public 

service commission or similarly constituted body the members of which 

owe their offices to popular election, or to appointment by some pop

ularly elected official»

Theirs is a difficult task, made none too easy by reason of 

the fact that objective standards whereby to judge the fairness of a 

particular rate of return which they might devise have, until recently, 

been wholly lacking*

Fair return on fair value» - For approximately half a cen

tury, prior to l^, the guiding legal principle in the matter of 

fair return was contained in a somewhat ambiguous ruling handed down 

by the United States Supreme Court in 1898 in the matter of Smyth v. 
Ames."*" That decision said in substance that public utility rates to 

be constitutional, and therefore not confiscatory, must be such as to 

afford a fair return on the fair value of the property used and use

ful in rendering the service»

But what was fair value ? And what would be a fair return on 

that value ? The decision listed numerous principles which were to be 

considered, but it neglected to indicate how they should be combined

1169 U.S. h66 (1898). 
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in order to produce finite results • Ultimately, then, the matter of 

fair return boiled down to a matter of judgment, and when judgments 

differed, as they often did, extended litigation could ensue, and in 

such contests victory very often went to those who could sustain the 

legal effort the longest. Consumers in moderate circumstances were 

seldom able to engage in such contests; - the ends of justice were thus 

ill served.

During the ensuing decades fair return, or fair rate of return, 

developed into an economic, legal and political hodgepodge in which 

legal considerations received far greater attention than either of 

the other two, principally because the law provided well defined ave

nues for the enforcement of its decrees, while the consequences of 

slighting economic or political considerations took longer to work 

out.

The Hope decision. - In another significant decision, ren
dered early in 1944, in the matter of Hope Natural Gas Company^, the 

Supreme Court was apparently intent on providing more objective stan

dards for the determination of fair return than had been provided un

der Smyth v. Ames. On this occasion the Court said that the rate of 

return should be equal to that being received at the same time, and in 

the same region, on investments presenting similar risks and uncertain

ties. The Court added that the return should also be sufficient to

2320 U.S. 591 (19UW
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insure confidence in the financial soundness of the enterprise, so as 

to enable it to attract capital.

The Court’s views concerning rate of return, as set forth in 

this opinion, will be examined in greater detail in a subsequent chap

ter of this study. Similar views had been expressed by the Court some 

years earlier in its opinion in the matter of Bluefield Water Works & 
Improvement Company^ without having been noticeably influential on reg

ulatory doctrine.

Of additional interest, insofar as the purposes of this study 

are concerned, is the fact that the Court’s opinion in the Hops case 

was based on, an substantially upheld, an opinion issued in 1^2 by 
the Federal Power Commission^ pursuant to the authority vested in it 

by the Congress in 1938 to regulate the interstate transmission and 

sale for resale of natural gas $ The Federal Power Commission case 

leading up to that decision was, in fact, one of the first cases to 

be heard by it pursuant to that authority* Moreover in deciding as 

it did in this matter, the Supreme Court substantially upheld the 

Commission despite a reversal which the Commission had suffered in 
the Court of Appeals.&

3262 U.S. 679 (1923).

^3 F.p.c. 150.

%he Hatural Gas Act (1938); 15 U.S.Code 717-717*.

6131» Ki., 287 (19M)
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Cost of capital emerges. - The Hope decision is now regarded 

as a regulatory milestone of equal, if not greater importance than 

Smyth v# Ames# Some authorities, in fact, hold to the opinion that it 

has completely outmoded that earlier doctrine# Whatever the ultimate 

view in this respect may be the fact is that it provided the basis for 

an entirely new approach to the question of fair return# In course of 

time this was to become known as the "cost of capital* approach, and 

the Federal Power Commission, which was the victor in the Hope case, 

was to become one of its leading exponents.

What is meant by "cost of capital" will be set forth in con

siderable detail herein# The Federal Power Commission's first oppor

tunity to apply it to fair rate of return determination occurred in 

19S>2 when it was confronted with the necessity for arriving at decisions 

in a series of cases, involving the rates charged by three prominent 
natural gas pipe line companies.?

In these decisions, which will be examined in detail during 

the course of this study, the Commission defined the returns to which 

these companies were to be entitled in terms of sums believed to be 

sufficient, but only just sufficient, to enable them to meet their 

capital costs.

?The companies concerned wares northern Natural Gas Company, 
Mississippi Elver Fuel Corporation and Colorado Interstate Gas Com
pany. Each was a well established unit of the natural gas pipe line 
business# The decisions will be discussed in Chapter XI hereof.
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impact. - The natural gas pipe line business was, at that 

time, undergoing tremendous expansion and evidencing an enormous ap

petite for capital funds. Such was the nature of these decisions 

that they caused considerable concern in the industry and elsewhere, 

for it was feared that adherence to the cost of capital doctrine, 

with its whittling down of the rate of return, particularly for the 

common equity, or venture capital, would make it difficult for the 

industry to continue to obtain funds with which to continue its 

growth.

Although this has not turned out to be th^ case, thus far, 

suspicion of the new doctrine is still evident, for there is some 

reason to doubt whether it is universally applicable* Likewise there 

are many who still prefer the broader latitude of Sgyth v. Ames. Not

withstanding all this, the Federal Power Commission has given every 

indication that it intends to continue to make capital cost findings 

the basis for fair return determination unless and until the courts 

direct otherwise. This they have not done in any significant fash

ion; in fact present indications are that they are well satisfied 

with the logic of this approach.

Ise Proposition

The following pages are to be devoted to an examination of 

the subject of fair rate of return, but more especially that aspect 

of it which is currently illustrated by the practice of the Federal
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Power Comission in attempting to resolve the issue by reference to 

capital costs.

Should it turn out that the cost of capital approach to what 

has heretofore been largely a judgment matter fully satisfies economic, 

judicial and practical concepts of what a fair return should be, then 

this study will have served a useful purpose» for it will point the 

way for rationalisation of what has heretofore been an exceedingly 

vexatious problem in the field of public utility regulation.

Should this thesis not be entirely fulfilled it is hoped that 

the examination of the subject which is about to be undertaken will, 

nonetheless, serve to develop the weaknesses of this approach, and 

outline the limits within which it may be reliable and useful.
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CHAPTER II

QEFINIÏIONS

This chapter will be devoted to an explanation of certain of 

the terms commonly employed in discussing rate of return.

Rate of Return

The rate of return of a public utility, according to Foster 

and Rodey, eminent authorities on public utility accounting, is the per

centage relationship of a public utility company's return to another 
quantity called its rate base.% Return and rate base will be more 

fully explained presently.

Derivation of the factor called rate of return follows the 

simple mathematical formula

r « R/B x 100 

where R Is the return, B the rate base and r the rate of return. Of 

necessity R and B must be expressed in comparable units as, for example, 

dollars. The purpose of multiplying the right hand side of the expres

sion by 100 is to bring the result out in percentage terms.

The foregoing expression will, on occasion, be referred to 

herein as the rate of return formula.

R, Foster and B.S.Rodey, jr., Public Utility Accounting 
(New York; Prentice-Hall, Inc., 1951), p. 26.
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Return

The return of a public utility represents, in a general sense, 

that portion of the revenues derived from the sale of its service 

which is to and can be used for the reimbursement of those who have 

furnished it with its capital funds.

From an accounting standpoint the authors just quoted define 

the return of a regulated public utility company as followss

The amount in dollars which remains after the utility 
has provided for the payment of operating expenses, and 
accruing depreciation and taxes, but before income de* 
ductions, such as interest and the amount available for 
dividends.

Return is sometimes also referred to as the net earnings

from operations, otherwise operating income. The actual return, so 

say these authors, is the return earned during a conventional account

ing period. A year is assumed unless a longer or shorter period is 

specified.
Derivation of the return. - The deflation of the utility's 

return from operating revenues, or that which it receives from the 

sale of its services, may be illustrated in the abstract by an arrange

ment of accounting terms such as appears at the top of the following 

page.

^Ibid., pp. 26 and 27.
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DERIVATION OF THE PUBLIC UTILITY RETURN

Operating Revenues 

less? Operating expenses 
Depreciation 
Depletion 
Taxes, including Federal 

income taxes 
* _____________________________________ - 

leaves $ Net Operating Income,

otherwise the Return

*Note the position of this line and see discussion of 
•Below the line* on page 17 , infra.

Cost of service. - The sum total of a public utility company1s 

operating expenses, depreciation, depletion and taxes (including Feder

al income taxes), to-gether with its net operating income, otherwise 

its return, is sometimes referred to as its cost of service. This is a 

term used frequently in public utility rate cases where it will often 

appear in the form of an estimate. The usefulness of this estimate 

will be more fully described in the following chapter which is devoted 

to a discussion of the rate-making procedure.

Disposition of the return. - According to basic concepts the 

principal items to be paid from or charged to a public utility com

pany's return are its capital charges. These include (1) interest and 

other charges relating to its borrowed capital, or long-term debt; and 

(2) dividends on its stock. What is left over after these payments 

have been made becomes earned surplus or, as some accountants now prefer 

to call it, get^ine^ ea^ng&.
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The disposition of a public utility company’s return, or 

net operating income, is illustrated in accounting form below $ In 

the interest of simplification the possibility that the utility may 

have had other income has been disregarded.

DISPOSITION OF A PUBLIC UTILITY COMPANY'S RETURN OR OPERATING INCOME

Net Operating Income, otherwise Return

less! Interest on Long-term Debt
less! Amortization of Debt Discount and Expense
plus: Amortization of Debt Premium
less: Interest on Debt to Associated Companies
plus: Interest Charged to Construction
less! Taxes Assumed on Interest

leaves: Net Income 
less: Dividends

leaves: Earned Surplus, sometimes called Retained
Earnings

In the interest of technical accuracy it seems appropriate to 

note that the foregoing illustration omits th© procedure usually fol

lowed by accountants, and prescribed by the Federal Power Commission 

in its Uniform System of Accounts for Natural Gas Companies^ of first 

crediting net income to earned surplus, and of charging all dividend 

payments to that account.

A further point to be noted in connection with the foregoing is 

that the return of a regulated public utility company represents the 

sum available for all capital charges, including therein interest and

^Uniform System of Accounts Prescribed for Natural Gas Companies 
Subject to the Provisions of the Natural Gas Act. Effective January 1, 
1951 (Federal Power Commission, Washington 25, D.0.).
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dividends » By contrast, the word return, when it is used in general 

business discussions, more often than not means profits.

Difference between "return" and "profits." * Regarded in this 

light the return of a public utility would be one thing, its profits 

another, and the quantitative difference between the two would be the 

interest and other charges related to the borrowed capital* These are 

called income deductions in public utility accounting.

This distinction is often an important one because large por

tions of the capital employed by public utility companies, ranging up 

to 75 per cent in some instances, may be borrowed capital, or long-term 

debt. In consequence the relationship of a public utility company's 

profits to its invested capital will not usually be comparable to the 

return, so-called, or relationship of profits to net worth which is so 

often used to demonstrate the profitableness of a non-public utility 

undertaking, having little or no debt.

"Below the line." - The return of a public utility company is 

sometimes also referred to as the "amount below the line," the line be

ing that which is inserted in income statements to separate operating 

income, otherwise return, from the items usually shown above it, such 

as operating expenses, depreciation and taxes

^ee the tabulation headed "Derivation of the Public Utility 
Return6 at the top of page 0^ supra, for an illustration of this 
point. The "line" would be the one just under "Taxes Including Federal 
Income Taxes," and immediately above "Net Operating Income, otherwise 
the Return." The position of "the line" is indicated by an asterisk (*) 
and a footnote.
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If there are no items of doubtful propriety in a public utility 

company’s operating expense deductions, if depreciation and depletion 

have been estimated to the satisfaction of the reviewing authority, and 

if tax accruals are indisputable and accurate, then the sum "below the 

line,” i.e., the operating income, will be the true return for the peri

od covered by the income statement* If, as sometimes happens, the pub - 

lie utility company and its regulatory agency are in disagreement as to 

the accuracy of some of these accruals, or as to the inclusion of cer

tain items as operating expenses, the regulatory agency may cause them 

to be eliminated from cost of service and placed below the line. The 

effect is to remove them from the category of outgo which supports the 

rate level, and to charge them against that portion of the income from 

operations which accrues to the benefit of those who have furnished the 

enterprise with capital. In the final interest it will be the common 

stockholders who will bear the brunt of such charges.

Thus, in a certain sense, the "line," so-called, represents an 

accounting barrier or boundary between the interests of the customers 

who provide the revenues, and the interests of the investors who have 

furnished the capital funds, and who share in the return in accordance 

with the order and precedence of their claims.

Hate Base

The rate base of a public utility is a value assigned to its 

properties for rate-making purposes. Foster and Rodey, previously 

quoted, say it is a value to be arrived at by
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%. . .means independent of earnings capacity under 
existing charges for service and of existing values in 
the general economic sense

The authors go on to define *existing values in the general 

economic sense” as the market or commercial value3 the price an in

formed purchaser would pay in an arm’s length transaction.

The “means independent of earnings capacity” which they say 

should be applied to the determination of the rate base, includes

”... the costs of the property, tangible and in
tangible, devoted to the public service. The original 
cost, the prudent investment, the estimated historical 
cost, and the present cost"of reproduction of the prop
erty are all recognized by regulatory practices as evi
dence of the rate base. The consideration given to each 
of these types of cost evidence varies widely with the 
regulatory policy and requirements of law. ”5

Valuations for rate-making purposes. - Since the principal rea 

son for finding a rate base is to establish the return to which the 

utility is to be entitled, the method used in valuing a property for 

rate-making purposes is of considerable importance. In a period of 

rising prices investors would usually seek to have the properties 

valued as high as possible, so as to maximize the investment return. 

This usually requires a reproduction cost valuation. Under the same 

circumstances consumers would usually seek to have the value fixed as 

low as possible so as to minimize rates. This usually calls for an 

original cost approach. In depressed periods each party-at-interest 

might be expected to take an opposite attitude.

5lbid., p. 27.
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All methods cited have some basis in fact. Reproduction val

ues# for example# can be# and usually are, supported by engineering 

estimates. Original cost, prudent investment and historical cost are 

developed by reference to the books and records of the company in

volved.

Another method of valuation, called the fair value method# has 

been much used by regulatory authorities. This is almost invariably 

a judgement figure# decided upon more or less arbitrarily by the com

mission or court# after listening to the testimony of various apprais

ers. It is frequently a compromise between the highest and lowest val

uations suggested during the course of a rate proceeding. It is fair 

principally because the commission or court finds it to be fair.

Debate over the proper method to be used in valuing the proper

ties of a public utility company for rate-making purposes goes on end

lessly. Professor J. C. Bonbright, an authority on the subject of val

uation# discusses the subject at considerable length in his treatise 

entitled Valuation of Property. His conclusion is that even though 

the method to be employed should# usually# be designated by economists, 
it has usually been the courts which have had the final say.^

^J. C. Bonbright, Valuation of Property (lew forks McGraw-Hill 
Book Co.,Inc., 1937), II# Chaps. XXX and XXXI.
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Original Cost

Reference to original cost in fixing a rate base for rate-mak

ing purposes is a matter of law, or policy, in approximately half the 

states.? The Federal Power Commission* which regulates interstate 

electric and natural gas pipe line companies, adheres strictly to 

the principles of original cost. Companies subject to its jurisdic

tion are required to keep their books on this basis. It has defined 

rate base in one of its recent decisions, as follows:

. the rate base is the actual legitimate cost of 
the property used and useful in furnishing the service, 
less the existing depreciation in such property, plus the 
working capital necessary to render such service.*8

One of the principal virtues claimed for original cost is 

that it has its foundation in ascertainable fact. Almost any other 

method which might be employed permits a mingling of fact and fancy 

in proportions which tend to vary with the purposes for which the 

valuation is being undertaken, and the integrity and objectivity of 

the persons having the matter of valuation in hand.

Opponents of original cost argue that it is too rigid, and 

that for one thing it fails to give consideration to the rise in 

the value of capital assets which has occurred since the end of 

World War II. Reserves for the depreciation of properties bought 

at earlier stages of a period of rising prices, are usually inade*

? See State Commission Jurisdiction andRegulation of Electric 
and Gas Utilities (Federal Yower Commission. l^ Table B.

Detroit v. Panhandle Fastem Ripe line Co., 3 F.P.C.,273,280.
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quote to provide for their replacement at later stages of the price 

upswing. Of course, under reverse circumstances, the reserves might 

tend to be more than adequate, but this seldom occurs* The complaint 

is probably a legitimate one, and thus far no regulatory agency which 

is dedicated to original cost seems to have discovered how to deal 

with it.

Bet investment rate base. - Another expression sometimes used 

in regulatory procedure discussions is net investment rate base. This 
term may have originated with the Federal Water Power Act of 1920,$ 

wherein net investment is defined at considerable length in terms of 

actual legitimate original cost, plus certain items, and minus cer

tain others. As used in that Act it referred to information required 

to be submitted to the Federal Power Commission by persons or corpora

tions licensed to develop power sites on navigable streams» For all 

practical purposes net investment rate base means the same thing as 

original cost rate base.

Working capital. - Besides properties, tangible and intangible, 

it is a usual regulatory practice to permit public utilities to include 

in their rate bases certain sums representing working capital. Working 

capital may be described as the funds necessary to enable the utility 

in question to meet its own current expenses while waiting for its

%1 Stat. 1063. In 1935 the Federal Water Power Act was made 
Part I of the Federal Power Act, and this definition is now to be found 
in Section 3 of the latter; 16 U.S.Code 796.
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customers to pay their bills, it may exist in the form of cash 

balances# materials and supplies, prepaid expenses and other cur

rent items.

Working capital has not received any great emphasis of late# 

as a rate base item# for the reason that many regulatory agencies 

have taken the position that the cash which a public utility company 

accumulates in anticipation of Federal income tax payments provides 

it with ample working capital*

This concept may be in for some revision# now# as result of 

new methods of accounting for depreciation for tax purposes permit

ted by the 19 5 h Internal Revenue Code* It may also be affected by 

the partial swing-over to a pay-as-you-go payment schedule of income 

tax payments for large corporations# which is now required.
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CHAPTER III

RETURN AND THE RATE-MAKING PROCESS

Fixing the return, and the rate of return, of a public utility 

company is one of the steps of the rate-making process. It is the step 

in which consideration is given to the fact that public utility compan

ies are private enterprises, privately financed.

In order that the return, or rate of return, may be viewed in 

its proper perspective, an understanding of the rate-making process is 

important. As already stated, one of the principal objectives of regu

lation is to insure that the rates charged by public utility companies 

are just, reasonable and non-discriminatory. At the same time the ag

gregate of revenues, under the rates fixed, must be such as to enable 

the company being regulated to defray all its legitimate operating 

costs, pay all its taxes, including Federal Income taxes, and earn a 

fair return on the capital employed in providing the service.

As a matter of law,commissions and other regulatory agencies 

engaged in rate-making must take into account all relevant factors. 

Otherwise their decisions and rulings may be challenged in court. 

Because of this necessity, and for other reasons, the testimony and 

evidence which may be submitted to a public service commission during 

the course of an important rate proceeding is often voluminous, and 

sometimes irrelevant. Much time must be spent in the examination and 

cross examination of witnesses. Additional time is required to digest 

and weigh the testimony and evidence. The process is time consuming;
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the opportunities for differences of opinion are many.

Stens in rate-making. - In general outline the steps of the 

rate-staking process are (1) the selection of some recent annual peri

od as a test period for accounting purposes, (2) the establishment of 

the cost of service during that period, (3) the making of such adjust

ments to the cost of service for the test period as seem necessary in 

the light of known changes, or changes which can reasonably be antici

pated, so as to arrive at a cost of service for a subsequent annual 

period, (4) estimating the amount of service to be sold during such a 

forthcoming annual period, and (5) designing rates which will produce 

revenues equal to the estimated cost of service for such period.

The rate of return. - Goe phase of the process of estimating 

the cost of service is to determine the return on capital to be request

ed or allowed. This is usually done by first establishing a rate base 

and then applying a rate of return to it* In this aspect of the pro

cess, as has been previously noted, investors in the enterprise, through 

management, may be expected to claim that a high rate is necessary. 

Meanwhile the rate-payers, as represented by people's counsels, or the 

staff of the public service commission, may be expected to take the oppo

site stand* Our chief present purpose is to examine a developing tenden

cy to rationalize the rate of return in terms of capital eosts in a cer

tain segment of the public service industry, namely the natural gas 

pipe line business*

Rate fixing* - If the public utility company the rates of which 

are under study served but one class of customers as, for example, house-
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holders, and furnished only one form of service as, for example, kit

chen service, then the fixing of rates after the cost of service Md 

been estimated would be a fairly simple affair.

Most public utility companies, however, must sell their services, 

whatever they are, to numerous classes of customers some of whom, for 

want of better description, mi^t be classed as wholesale customers, 

while others might be taking the service at retail, so to speak. And 

since it is a general business theorem, to which the public utility 

business takes no exception, that those who buy wholesale are entitled 

to a better price than those who buy retail, the necessity for whole

sale and retail rates appears.

Again there is the off-peak customer. Everyone is familiar with 

the lower rates charged by the telephone companies for long-distance 

service. Many are familiar with the electric companies' lower rates 

for bot water heating during the ^wee sma' hours o' morning.» These 

rates are intended to be promotional; the object of them is to promote 

utilisation of these facilities during times when they might otherwise 

be idle.

- So in the natural gas business rate-making 

must take similar factors into consideration. It is, on the whole, a 

complicated process. Load factors are important; winter peak demands 

and summer "valleys* must be considered, and rates adjusted so as to 

even them out if possible. It is a truism, but worth stating, that 

rates fixed, and the amount of gas expected to be sold, are closely 

related.
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Again, in the natural gas business, there is the matter of 

competition, Natural gas competes with at least two other fuels, 

coal and oil, for general heating purposes. In the domestic sales 

field it also competes with electricity for kitchm use. Competition 

in the industrial sales field is sometimes extremely sharp; some firms 

even go so far as to equip themselves to use coal, oil or gas, which

ever promises to be cheapest. To such concerns a decision as to which 

fuel to burn might mean the difference between a profit or a loss.

Hate form, - Then, too, in the natural gas business, there 

is the question of rate form. Rates charged are almost always com

posed of two elements, one the charge for the gas delivered, called 

the commodity charge, and the other the charge for readiness to de

liver gas, called the demand charge.

Justification for the demand charge is to be found in the 

fact that natural gas companies must maintain facilities with which 

to meet the peak demand on their systems on a year-round basis, even 

though those facilities may not be fully used oftener than once or 

twice a year.

Many rate schedules, or gas tariffs, also contain provisions 

as to minimum bills, the basis for determining the demand charge, 

adjustments for failure to deliver gas, penalties for "over take,® 

interruptions to service, and numerous other features. The design of 

rates is a science in itself. A complete understanding of the pro

cess is not essential to the purposes for which this study has been 

undertaken.



www.manaraa.com

28

Allocation. * Another ticklish and sometimes controversial 

aspect of rate-making is encountered whenever only a part of the 

business of a public utility company is subject to the regulatory 

jurisdiction of a particular commission confronted with the issue of 

rates. This sort of situation occurs quite frequently in the tele

phone business, where a single Bell system company may operate in 

several states

in the natural gas business the line of jurisdictional demar

cation usually lies between the interstate sale-for-resale business, 

which is in the Federal jurisdiction, and the intrastate and direct 

industrial sales business which may or may not be subject to local 

rule.

Thus, for example, Northern Natural Gas Company, an estab

lished industry unit, is subject to Federal Power Commission regula

tion with respect to that part of its business which consists of 

transmitting gas across state lines and selling it to other gas dis

tribution companies, such as Minneapolis Gas Light Company. However, 

it is subject only to state or local regulation with respect to the 

retail business done by its Peoples Natural Gas division. Such direct 

sales of gas as it may make to industrial consumers is not subject to 

regulation by the Federal agency, and may or may not be subject to regu

lation by local authority $ the situation is not clear.

Ifor example, Mountain States Telephone & Telegraph Company, a 
Bell system company serving the states immediately to the eastward of 
California, Oregon and Washington, is subject to the jurisdiction of 
seven state commissions and a Federal commission.
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When such circumstances prevail it is usually necessary to sepa

rate the costs and expenses relating to the jurisdictional business from 

the costs and expenses relating to the non-jurisdictional business in 

preparing cost of service estimates. A similar separation of capital 

assets, on an original cost less depreciation basis, must also be made 

to determine the jurisdictional rate base. This process is termed 

allocation. It frequently involves matters of judgment, and there are 

times when the only way in which it can be accomplished is by arbitrary 

decision. Herein lie additional opportunities for differences of opin

ion, as well as confusion, in the rate-making process.

A process of estimate. - As suggested by the foregoing dis

cussion the rate-making process is often a matter of judgment and es

timate. Nevertheless, if it is honestly undertaken,the rates fixed 

should come close to meeting the revenue needs of the utility concerned 

during the immediate future.

Whether or not the rates fixed pursuant to such practices are 

just and reasonable, and will produce the desired results, usually 

cannot be determined until after they have been in effect for some 

time. This is particularly true in the natural gas business, where 

temperature and weather conditions have a pronounced effect upon de

mand. If judgments err, which is not impossible, the rates can always 

be changed. Rate-making is a continuous process.

As a practical matter it usually takes such a long time for a 

busy commission to process a rate increase application that a rate sched 
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ule, once set, will usually receive a fair try out before either the 

company concerned or the commission will be ready to try to alter it. 

There is the added fact that too frequent demands for rate increases 

provoke unfavorable consumer and public relations.

Over or under. - If the revenues to be derived from new rates 

have been underestimatedt or the public utility company concerned has 

an unexpectedly good year, then the return will be greater than was con

templated when the cost of service study was undertaken. If the results 

have been overestimted, then there will be an opposite result. Thus it 

would appear that the return has another usefulness beside that of pro

viding for the investors in the enterprise, to the extent that it 

includes, or might include, a margin of safety or allowance for contin

gencies of one sort on another which could not have been forseen.

Public utility company managements frequently complain that 

this aspect of the rate of return question does not receive the atten

tion which it merits from the regulatory authorities. Regulatory author

ities counter that it is as broad as it is long, and that while companies 

are quick to complain if they have been "short changed* in the matter of 

the basic return percentage, they are also prone to overlook the wind

falls which they sometimes receive when things work in their favor. Inso

far as the margin for error is concerned both seem to overlook the fact 

that the making of "rainy day" provisions is one of the functions custom

arily exercised by the directors of enterprises in setting dividend 

policies.
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Importance of the Return in Rate-Making

As noted above it is the usual practice to state the return in 

terms of a percentage of the rate base. In commenting upon this prac

tice Dr. E. W. Clemens of the University of Maryland observes that des

pite the coordinate importance of these two factors3 return and rate 

base, commissions struggling with the problem will commonly dismiss the 

rate of return with a few lines, after having devoted endless pages in 

an opinion to haggling over small items in the rate base. He goes on 

to says

There is no occasion to lament an absence of legalistic 
brawling. It is true that commissions have been far from 
painstaking in determining fair rates of return. The de
termining forces which establish the fairness of any rate 
of return are abstract, complex, and difficult to analyse $ 
and it is understandable at least that returns have been 
set in round percentages, such as the common 6 per cent. 
Ü lb however, mgre difficult tg justify thg Wt og gtu& 
that has been given to the problem. (Emphasis supplied.)

To the foregoing comment might be added the observation that 

the rate base, also the cost of service, often receive greater em

phasis merely because they are better understood. Accountancy pre

sents the appearance, at least, of being a precise science. Its 

very precision often obscures the fact that important matters of 

judg ■. are often involved as, for example, in the selection of 

depreciation rates or, as in rate-making, in the matter of the allo

cation of costs, discussed above.

%. W. Clemens, Economics and Public Utilities (New York $ 
Appleton-Century-Crofts, Inc , 1950), p. 217.
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By contrast, only a few of the real factors which determine 

the fair rate of return can be expressed in finite quantities and 

so lend themselves to accounting analysis or statistical manipula

tion» Perhaps some day the factors bearing upon the matter of 

fair rate of return for natural gas pipe line companies may be 

segregated, identified, labelled and expressed in such a way that 

they can be fed into the fabulous Univac machine whence, upon the 

pressing of a button, the precise rate of return which is applicable 

to a particular situation may be produced* Pending this development 

it is the author’s hope that the present examination and discussion 

will serve to illuminate the subject and point out the manifest 

limitations of the methods presently employed*
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CHAPTER IV

ECONOMIC STANDARDS OF TRE FAIR RETURN

For reasons hereinbefore outlined public service commissions 

seeking to fix a fair rate of return for companies in their respec

tive jurisdictions must, or should consider the consequences of their 

actions from numerous points of view. One of these is the economic 

point of view.

The economic viewpoint is important because it is directly re

lated to the ability of the public utility company under scrutiny to 

raise the capital necessary for the proper discharge of its duties. 

Access to the capital markets is essential if the public utility com

pany is to serve its community efficiently and well. In order to ap

preciate this point it is only necessary to consider what life in 

the United States would be like if the electric companies had been 

unable to raise the capital which they have required during the past 

half century.

This fact also needs to be considered; the owners of capital 

cannot be coerced into investing in an enterprise. Capital is inde

pendent . It is also shy, timid, wary, sensitive and easily alarmed. 

It is not merely sufficient to offer the owners of capital the going 

interest rate. Capital must be attracted to an enterprise, and one 

of the things which it appreciates most is security.

Another thing which needs to be considered in setting the rate 

of return, at least from the economic viewpoint, is that the owners 
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of capital have a fairly wide range of choice as to media$ they are 

by no means limited in their investing to the natural gas business, 

or even to the public utility field. Many other fields of investment 

often seem greener. What, then, is needed to induce investors to 

display continuing confidence in this field ? What are the economic 

standards of fair return ?

Views of Dr. Nelson Lee Smith

The longest and most comprehensive survey of the economic as

pects of the fair rate of return presently available is that pre

pared about 25 years ago by Dr. Nelson Lee Smith, then an Assistant 

Professor of Economies at Dartmouth College, and more recently a 

member of the Federal Power Commission. The title of this work is 

2MJ&lrJl&te_otRetur^ The follow

ing is summarized from Dr. Smith's conclusions*

From both the legal and economic point of view, the basis 
of public control is the inadequacy of competition to pro
tect the public interest in certain extremely important 
fields of economic activity. Accordingly it is legitimate 
to identify the objectives of authoritative regulation with 
the ideals of free competition, although not with the actual 
competitive process in all of its admittedly wasteful aspects.

Thus we are led to the view that fair rates for a regulated 
public utility must be defined in economic terms as the oppor
tunity cost of the service. By far the larger portion of such 
cost is automatically determined from the outside, taking the 
form of payments for labor and materials which enter directly 
into the production of the service. An important element in

^Published at New York and Boston by Houghton Mifflin & Co., 
1932.
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the cost, however, is the fair return— the proper net oper
ating income, which determines the ^portionment of the pro
ductive resources ^of the economy^/ between this enterprise 
and other possible uses and lAich thus and through its rela^ 
tion to the rates charged for service, influences the entire 
competitive price structure.

The principles which should govern the selection of the 
fair rate of return are « , « derived from our concept of the 
role of opportunity cost. From the standpoint of production, 
at least, the volume of resources apportioned to public util
ity enterprises should be such as to produce equality between 
their rates of return and the earnings on competitive invest
ments. That such rates of return will fluctuate with changes 
in the demand for commodities and in the supply of productive 
agencies is to be expected and, indeed, desired so long as 
such causes of maladjusted production continue. It is through 
these variations that conditions of over-and under-investment 
are disclosed and corrected; under ideal competition inequali
ties of return disappear only as the appropriate reappointment 
of productive power takes place. It is in this connection 
that present processes of regulation appear to the least ad
vantage.

The reference to opportunity cost will be noted» Earlier Dr.

Smith had identified opportunity cost with present value and reproduc

tion cost. But he concedes the possibility that some variety of ori

ginal cost or prudent investment might prevail. In that event, said 

he

economic considerations would require the admission of 
present values through the rate of return,3

Continuing, Dr. Smith observes s

it is universally conceded that the fair return includes 
at least pure interest on the capital invested. Occasionally 
allowances are added for profit and as a reward for efficient 
management. Until it is proved that profit does not tend to

2Ibid., pp. 212-215.

3Ibld.t p. 32.
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disappear under competition, but constitutes a true cost of 
production, the propriety of separate allowances for profit 
is doubtful. As long as operating costs are subject to ef
fective supervision, a standard of operating efficiency may 
be applied to which all utilities may be expected to con
form» Further than this, the failure to guarantee earnings 
may be offset against the utilities’ right to retain at 
least a portion of any income exceeding the fair return. 
These factors to-gether probably afford adequate penaliza
tion for inefficiency and a sufficient stimulus to economy 
in operation. If, however, any separate allowances are made 
to promote operating efficiency, their effectiveness is cer
tain to depend upon the degree to which their terms are defin
ite and specific, and their appeal direct.^

Views of Dr. Eli Winston Clemens

Dr. Eli Winston Clemens, another public utility economist of 

staturejis briefer. In his opinion the fair return should include 

payment for three factors, as follows :

1. Pure interest

2. Bisk

3. Costs arising from the transfer of capital

To bring the rate of return into closer alignment with ad

ministrative reality Dr. Clemens recommends that the following addi

tional elements be considered, though not necessarily Included;

U. A reward to management

5. Taxes

6. A contribution to surplus^ 

bibid.,pp. 215-216.

5e.W.Clemens, Economics,and Public Utilities (New York: Ap
pleton-Century-Crofts ,
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Dr, Clemens’s views on pure interest and risk seem to cor

respond closely with those of Dr. Smith. The element of cost aris

ing from the transfer of capital seems principally to be a reminder 

that capital obligations are not always what they seem to be in terms 

of the principal amount or par value of the securities issued.

Reward to management. - The principal rewards of superior man?» 

agement, observes Dr. Clemens, is very often a reduction in the rate 

of return, rather than an increase therein, or other benefice. In 

justice to the utility, and to the long-run Interest of the consum

ing public, he recommends that part of any profit resulting from bet

ter than average management be permitted to accrue to the utility. 

But he also observes that the stockholders who, in modern corporations, 

would be the chief beneficiaries of such accruals, have little or 

nothing to do with management.

Dr. Smith also considered the subject of rewards to management. 

He said, . there appears to be no compelling reason why the util

ities’ share of the savings / due to efficient management^ should go 

to the owners of the property in the form of added returns,” his recom

mendation was that the management and others be rewarded through some 

form of employee bonus, based on savings in operations. Such provisions, 

he says, would be predictable and would properly constitute an element 

of operating expense, and could probably be estimated with a reasonable 

degree of certainty for inclusion in the cost of service

^Smith, £>£. cjt.. p. 73.
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At first glance it would seem as if the principal result of 

efficiently operating a regulated public utility company> under a 

cost of service method of rate-making# would be to establish the basis 

for rate reductions. Contrarily it would likewise see® as if the prin

cipal result of inefficient operation would be to establish the basis 

for rate increases or to delay rate reductions*

To counter this anomalous concept quite a number of regulatory 

bodies have stated it to be their belief that efficiently operated 

companies should be entitled to higher rates of return than ineffi

ciently operated companies# or be allowed to retain a part of the 

savings which might otherwise have to passed on to their consumers. 

Still others have observed that inefficient companies might be penal

ized by being obliged to operate under a lower rate of return than 
that to which they might otherwise seem entitled.?

As Dr. Clemens has observed numerous difficulties stand in 

the way of the practical application of such principles. One such 

difficulty# namely that the chief beneficiaries of the "reward" 

treatment would not be the managers who were responsible for the 

efficiency# but the stockholders# has already been mentioned* In the 

same vein the principal suffers from the*penalty" treatment might be 

the consumers, rather than management.

?See Ellsworth Nichols# Ruling Principles of Utility Regula* 
tian * Rate of Return (Washington, Public Utility Reports# Ino*#.." 19#)# 507pT3B%3%. J ? ' ,
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The author, in Ms researches, has encountered no instances in 

which natural gas pipe line companies haw been accorded anything in 

the way of rewards or penalties for efficient management, or lack of 

it, via the rate of return route* It is concluded that anything of 

this nature which has been all tted has been of an intangible and sub* 

J active nature, and has entered only subtly into rate of return deter» 

mination.

AM0MP9? for WMF* " It would appear that the taxes which 

Dr. Clemens had in mind as a possible return element were those taxes, 

other than ag miss taxes, and income taxes, the amount of which 

could not be determined until the amount of the net income was known* 

The excess profits tax, in effect during World War II was a tax of 

this type*

The author knows of no such tax presently in force which would 

justify making special provisions therefor in the rate of return*

Coatrlbutiops to surplus. - In the setter of contributions to 

surplus Dr* Clemens says:

The inclusion within the allowable return of a certain 
amount, in excess of dividend requirements, to be credited 
to surplus is of doubtful propriety* * * If a surplus is 
to be built up, it should be done at the expense of divi
dends*®

This seems to cover the situation where the return to the et»- 

mon equity is set forth in terms of a specific common dividend rate.

^Clemens, gg, git., p* 224»
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Investors generally assume that a certain portion of income 

will be retained for reinvestment in the business 5 consequently if 

this is not illicit in the return permitted investors may be ex

pected to discount this factor when they buy the stock* To counter* 

act this effect it may be necessary to make provision for the accuam- 

lation of a surplus in the return permitted*

The author knows of no situation in which this necessity 

arises, at least so far as natural gas pipe line companies are con

cerned*

Views of Other authorities

Another authority consulted frequently during the course of 

this st dy was Professor Ireton R* Barnes* Professor Barnes’s views 

on the economic content of the fair rate of return are summarised in 

the following statement 1

What is the composition of the rate of return from the 
point of view of the economist ? As the economist sees it, 
the rate of return consists of payment for three kinds of 
services payments for the supply of capital funds, for the 
assumption of risks, and for the rendition of personal ser*

According to Professor Barnes’s further explanation interest, 

as he uses the term, means pure interest, so that interest in this 

sense, plus risk, are combined in the contractual interest, or divi

dend rates, Which the utility promises to pay to the holders of eer-

Graton H. Barnes, 
(He# Tork: F. S. Crofts & Co., 1942), pp. 517-8.
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Wn of its sowritlw la order to induce infestaient in the enterprise. 

Payments far services are those associated with the raising of ©apltal, 

not personal services of nwgwent^ as might be supposed. It la to be 

noted that Professor Barnes makes no mention of rewards to management, 

or other forms of bonus»

From a practical standpoint the statements of Br* Martin @« 

Glasser concerning the economic content of the rate of return seem 

particularly pertinent. He saids

The rate of return should be high enough but not higher 
than is neceasaty WW SM IM WffiKt SBS-
aeexisl W& Ste iaâBet^_2Qâ U tea* 1» «?- 
plying this standard regulation pulls the teeth of monopoly. 
By making the wasomblmese of the return depend upon the 
willingness of investors, owners and hired managers to con
tinue their work in production, no unreasonable coercif is 
practiced on consumers. (Emphasis supplied)

Public utility companies appear to have been able to emsr- 

else a relatively free hand in the selection and compensation of 

their management and technical personnel. instances in which they 

have been criticised for over-generosity are rare. Bonuses are few 

but security is great. Turnover in top jobs is slow, but progress 

towards top positions in the industry is steady. It is a career 

type of business which attracts and retains many competent .<ww* 

tires.
- One thing standards out in the assertatlcnm 

of the learned gentlemen quoted concerning the economic content of

Partis G. Glisser, 
(See Torki The MaeadUea 
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the rate of return* this is that it should include a m sufficient 

to sdabm the camera of capital eaædtted to the business for the 

use of their funds and the risks assied* Beyond this serrai can- 

cede the desirability of permitting the return to include an extra 

allowazkoe or bonus for efficient operation and management, though 

most of them are vague as to how to justify such an award, or how 

much it should be and to whom it should be distributed.

The baffling aspect of the rate of return question develops 

when attempt is made to translate these economic principles into 

specific percentages which will, in turn, lead through the rate-making 

process to just and reasonable rates for the conmmar, and which will, 

at the same time, attract investors as well* It may be that cost of 

capital, as an approach to the rate of return issue, will serve effec

tively to bridge this gulf*
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amw. v

THE LEGAL FOUSDAHOHS OF PUBLIC UTIHTX WUUSIŒ

In Chaptar Threa of Ma folia»

Dr. Clemens* previously quoted# says that the authority to regulate 

private enterprise in the public interest derives from two sources» 

One of these is the police power of the state# a fundamental prln- 

Mple of law upon which the wry existence of govenmeut* the secure 

ity of the social order# and the life and health of the dtisemy de

pends. Sowever# since the police power is not mentioned in the 

United States Constitution# it is generally agreed that the exercise 

of this power is ^reserved to the States# mspcctiwiy# or to the 
people* according to Article X of that document 7

%» ether source of authority to regulate private enterprises 

engaged in rendering a public service is Article I* Section 8# 

Clause 3 of the Federal Constitution which specifically endows the 

central government with authority to "regulate comerce with foreign 

nations

3#» 4M».
%Ms is not to scy that the oonatituticns of the several 

states do not contain provisions authorising their gowmments to 
ad^pt laws for the regulation of public utilities for, as a matter 
of fact, most of them do. the question hero is which government. 
Federal# state or municipal# possesses the fundamental authority to 
enact regulatory laws.
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and among the several states, and with the Indian tribes*®

This is the so-called ” Interstate commerce clause® of the 

Federal constitution. %der it Congress has enacted numerous laws 

regulating companies rendering various forms of public service on 

an interstate basis; these have included railroad, telephone and 

telegraph companies. Of particular interest here is the Natural 
Gas Act of 1938,3 regulating companies engaged in the interstate 

transmission of natural gas. Of incidental interest is the Federal 
Power Act,A regulating companies engaged in the interstate trans

mission of electrical energy*

Other constitutional provisions* - The regulatory authority 

of all governments, state and Federal, is deemed to be limited by 

certain other provisions of the Federal constitution, as follows:

1* The Fifth Amendment, sometimes known as the "due process” 

clauses

2. The Fourteenth Amendment, sometimes known as the ”equal pro 

tection of rights” clause, but which is also a % due process® clauses

3* Article I, Section 10, which provides that "no state shall 

* * pass any law impairing the obligation of contracts;” and

11* Article IF, Section 2, Clause 1, called the privileges and 

immunities* clause, which provides that "The citizens of each State 

shall be entitled to all privileges and immunities of citizens of the 

several States." As interpreted this does not apply to corporations *

315 U.S.Code 717-717».

kl6 U.S.Code 791.-825?.
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Development of public utility regulation. - Numerous author

ities on public utility economies have recounted the process whereby 

public service industries of one sort or another have been laid by 

the heels and made subject to the authority of law«5 present pur

poses will be served by a brief outline of that process.

Most observers concede that the beginning of regulation, at 

least so far as the United States is concerned, dates from the United 

States Supreme Court decision of 1877 in the matter of Munn v. Illi
nois. & one of the Granger cases. This case had arisen as result of 

the efforts of the Illinois legislature to fix the maximum price 

which might be charged by elevator operators for the storage of grain* 

The principals in the case, a firm named Munn & Scot, refused to abide 

by the statute. They were taken to court and fined.

The case was taken to the Federal courts on the grounds that 

the operation of a grain elevator was a private business, and that 

any attempt to regulate the prices which it charged was a violation 

of the "due process" clauses of the Federal constitution, and there

for illegal. Eventually the matter reached the Supreme Court, which 

ruled that the legislature did have the authority, under th® police 

powers, to regulate not only the use of facilities such as grain ele-

^The account presented by Professor 1rs ton R. Barnes in Ms 
volume entitled The Economics of Public Utility Regulation (New York: 
F,S .Crofts & Co., 1942), is very complete*

694 U.S, 113-154 (1877).
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valors when they were devoted to a service in which the public had 

an interest. The Court saids

When . . * one devotes his property to a use in which the 
public has an interest he, in effect, grants to the public 
an interest in that use, and must submit to be controlled 
by the public for the common good, to the extent of the in
terest he has thus created.

State Regulation

Since this early ruling, nearly a century ago, the regulation 

of public service enterprises in the United States has passed through 

several stages. Insofar as the states are concerned the task was 

undertaken, initially, by the legislatures which sought to deal by 

statute with such matters as rates, discrimination, drawbacks, stan

dards of service and other practices•

Investigatory commissions, * Regulation through legislation 

eventually proved too cumbersome to deal with the increasing number 

of problems created by an expanding economy so many states appointed 

commissions to look into these various problems and report thereon. 

The general purpose behind this procedure seems to have been to call 

public and legislative attention to situations which needed correc

tion. In some states, notably Massachusetts, good use was made of 

this investigatory procedure $ in others it failed, largely because 

the public was apathetic, and the offending companies indifferent to 

the investigatory commission exposures•
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Railroad commissions. - After 1870 railroad commissions, so 

called, began to come into existence. At first these commissions had 

little more authority than their investigatory predecessors had had. 

As time passed, however, their hands Here strengthened in various ways, 

and by the end of the nineteenth century most of them were in a posi

tion to deal effectively with companies under their jurisdictions. 

During the period from 1865 down to the turn of the century the rail

roads were the country's most rapidly growing and intransigents "pub

lic utilities.”

Prasentrday.regulatory commissions. - The present-day type of 

state regulatory commission first came into being about 1907, during 

which year both New York and Wisconsin revised their public service 

laws and endowed their commissions with full authority to deal with 

all phases of the public service problem. Most of the other states 

ultimately followed suit, and to-day most of the commissions are well 

equipped, Insofar as laws are concerned, to deal effectively with the 

regulatory problem.

While warehouses, grain elevators and stockyards are still 

of interest to the commissions in some jurisdictions, it is the elec

tric companies, gas companies and telephone companies which now come 

in for the greatest amount of attention from the state regulatory 

bodies.7 

—..... ...............................
^or a list of the public service commissions in the states and 

territories, and an outline of their authority, see State Commission 
Jurisdiction and Regulation of Electric and Gas Utilities pub
lished by the Federal Power Commission, Washington 25, D. C.
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The Federal Phase

What might be called the Federal phase of public service com

pany regulation dates from 1887 in which year the Interstate Com

merce Commission was created.

For a number of years this Commission's efforts to exert its 

authority over interstate carriers - railroads particularly - were 

hampered or thwarted by: the passive resistance of the carriers them

selves. In 1906 its authority was considerably strengthened by the 

passage of the Hepburn Act, and the Commission has since had little 

difficulty in enforcing its rulings. Present thinking is that the 

railroads are, if anything, over regulated.

Federal regulatory authority under the interstate commerce 

clause of the Constitution was greatly extended and consolidated dur

ing the Mew Deal era. The first new commission to be created during 

that period was the Federal Communications Commission. There had 

been some form of Federal regulation over interstate electrical com

munications since 1866. Telephone, telegraph and ^wireless" communi

cations had been regulated in a somewhat desultory fashion by the 

Interstate Commerce Commission since 1910. In 1911 the Department 

of Commerce undertook to regulate certain phases of the business of 

radio commun!cations and the Federal Radio Commission was formed. Dur

ing the ear. j 1930s it became apparent that all this regulation was 

confused and ineffective, and in 1934 the Federal Communications Com

mission was formed. This Commission's present jurisdiction extends to
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telephone and telegraph communications, international radio commun!oa

tions and radio and television broadcasting »

Federal Pouer Commission. « In 1935 Congress passed the Federal 
Power Act,^ amending the Federal Water Power Act of 1920, and giving 

the Federal Power Commission regulatory authority over companies en

gaged in the interstate transmission and sale of electrical energy. This 

Commission had been in existence since 1920, and was originally- composed 

of the Secretaries of War, Interior and Agriculture. Its original mis

sion had been conservation | its principal responsibility had been to 

license water power projects.

In 1930 the Commission had been reorganised. Provision had been 

made for five full time commissioners and a staff. The Act of 1935 en

dowed it with authority to regulate many aspects of the business of 

companies doing an interstate business in electrical energy, including 

rates and service, the keeping of accounts, issuance of securities, 

mergers and other matters. In 1938 Congress adopted the Natural Gas 
Act^givlng this same commission authority to regulate companies en

gaged in the interstate transmission and sale for resale of natural 

gas.

$49 Stat. 838 (1935)» This Act was known as the Public Utility 
Act of 1935* Part I of the Act became known as the Public Utility Hold
ing Company Act, and is administered by the Securities and Exchange Com
mission. Part H became known as the Federal Power Act and is admin
istered by the Federal Power Commission.

^52 Stat. 821-823 (1938).
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. BiASNuWW' * IM MW Act of Congress

«hid? gave the federal Power Conmiasion We authoadty to regulate

Mqwnieg doing an interstate bisiness in electrical energy also gave 

tM Securities and Exchange CommiesLom, another Federal agency, author

ity to regulate as well as dissolve public utility holding companies.

Passage of this portion of the Act was stoutly resisted by the elec* 

trie companies and as firmly demanded by the New Deal proponents of 

the Act.

The Securities and Exchange Commission had been created in 1934 

with authority to require the registration of securities offered for 

sale to the public. Its mandate under the Public Utility Act of 1935 

called upon it to achieve the simplification of public utility holding 

company systems and, in many instances, to eliminate the holding com* 

panics themselves. few can deny that it has done its work effectively 

and well.

Later developments in the field of Federal regulation include 

the creation in 1938 of the Civil Aeronautics Authority, to regulate 

airborne interstate commerce in much the same way that the Interstate 

Commerce Commission regulates surface transportation.

Federal regulation in these various fields of interstate com* 

meres has been, on the whole, quite effective, especially during re* 

cent years. The authority of the Federal government to undertake this 

task is quite clear, and few have had the temerity to question it. 

The rulings of Federal commissions are not, of course, immune from 
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court review, but the court of first review la, in most instances, 

the Court of Appeals. Since this is the court just below the United 

States Supreme Court the road to ultimate adjudication of disputed is** 

sues is, procedurally speaking, a relatively short one.

Generally speaking the regulatory agencies of the Federal 

government have done their work thoroughly and well. Although their 

opinions and rulings have been taken to court, on numerous r cessions 

that have been with fair const~tan^, upheld.
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CHAPTER 71

JUDICIAL CONCEPTS OF A FAIR RETURN

Most of the cases involving public utility company rates which 

have reached the higher Federal courtd have been taken there under the 

so-called "due process" amendments to the Federal constitution des

cribed in the preceding chapter♦ The usual argument with which such 

cases are presented to a court is that the rates fixed by a commission 
or community! are so low that the petitioning company is being de* 

prived of its property by reason of its obligation to continue to ren

der service, regardless of the circumstances• It has never been neces

sary for a public utility company to prove that it has been losing mon

ey by reason of these circumstances; it has merely been necessary for 

it to claim that it was not earning a fair return.

It should be noted that neither the Fifth nor the Fourteenth 

amendments to the Federal constitution, which are the "due process" 

amendments, contains any particular standard as to what constitutes a 

fair return* The Fifth amendment merely states that the compensation 

to be paid an owner for the use of his property shall be just and rea

sonable* The Fourteenth amendment says nothing at all regarding com

pensation* In the final analysis then, and quite properly too, Inter

lin some states public utility rates are regulated by the com
munities served, rather than by a state body. See State Commission 
Jurisdiction and Regulation of Electric.and Gas Utilities 1^54: Fed
eral Power Commission, Washington, T. 0*, Table 1, pp. 18-21*



www.manaraa.com

53 

prêtât!on of these constitutional principles becomes, as it often 

does, a matter for the courts of law. However it is usually the re

sponsibility of the public service commission, or other regulatory body, 

having the first look at the matter to attempt to find an equitable so* 

lution if, for no other reason than to avoid the necessity for extended 

litigation# "Justice delayed is justice denied,*

Judicial Doctrine

Judicial doctrine in the matter of just and reasonable rates 

and fair return has been developed over a period of years in a number 

of United States Supreme Court decisions the first of which emerged in 

1886. It concerned the matter of Stone v. Farmers Loan &.Trust Go? 

The question with which the Court was then confronted was the right 

of a state, in this instance Mississippi, to limit the rates charged 

by the Mobile and Ohio Railroad. The Court's decision was that the 

state did have that right, although the Court also observed that it 

was a right which might be carried too far. "The power to regulate,” 

said the Court, "is not a power to destroy, and limitation is not the 

equivalent of confiscation."

The next step along the line towards the development of judi

cial doctrine, as Clemens recounts it,3 was a decision rendered by

2U6 U.S. 307 (1886).

3c lessens, B.W., Economics and Public Utilities (Nev. York: Ad- 
pleton-Century-Crofts, Inc., 1950) pp. 44-54.
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the Court in 1890, in the matter of Chicago * Milwaukee & St. Paul 

iWlw&s V» ^inneeota^ In this instance the matter involved was a 

question of jurisdiction, rather than rates; the Court observed 

that the reasonableness of rates was eminently a natter for judici

al investigation.

Smyth v. Amep

In 1898 there emerged from the Court its classic and long-to- 

be-remesbered decision in the matter of Smyth v. Ames Most author

ities regard this as one of the outstanding decisions in the history 

of public utility regulation in the United Jtates, and place it on a 

par with Munn v. Illinois, discussed in Chapter V hereof. Though it 

has since been superseded, as will presently be shown, its ghost still 

haunts the issue of fair return, and for these reasons it seems worth

while to discuss it briefly here.

History. - The case grew out of a law passed in Nebraska in 

1893, fixing maximum rat «s for freight shipments to be charged by 

railroads operating in that state. The law was challenged by the 

Union Pacific and other railroads on the grounds that the rates fixed 

were too low, and would so reduce the roads' earnings# and the value 

of their property, as to amount to nothing less than confiscation.

Counsel for the company claimed that the railway was entitled 

to sufficient revenues to meet operating expenses, interest and divi-

4134 US. 413 (1390).

5169 U.S. 466 (1893).
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deads, and that any amount less than that would deprive it of Its 

property.

Counsel for the State of Nebraska^ pointed out that the capi

tal costs of the road, upon which these claims were based, were over

stated* To demonstrate this he made much of the fact that the read 

had been built during the period immediately following the Civil War, 

at a cost of 1103,000 per mile whereas it could have been reproduced 

at a later period for about $20,000 to $30,000 per mile*

The Court upheld the State * It said:

"* * * the basis of all calculations as to the reasonable
ness of rates to be charged by a corporation maintaining a 
highway under legislative sanction must be the fair value 
of the property being used for the convenience of the public**? 
/Emphasis suppliedj

Fair Value

But what was fair value ? To dispose of this question the 

Court went on to say that in order to ascertain that value

(1) the original cost of construction,

(2) the amount expended on permanent improvements,

(3) the amount and market value of the bonds and stocks,

(4) the present as compared with the original cost of con

struction,

(5) the probable earning power of the property under the

^Williams Jenning Bryan,

?0d e dt* • p* 546*
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involved could have been reproduced for a lot less than it had cost 

to build them ?

Fortuitously the principle was enunciated at a time when th® 

electric light and power and telephone businesses stood at the thresh- 

hold of their twentieth century march of progress. In succeeding 

years technical improvements in the equi ment of these industries 

were to follow, one upon the other, with such rapidity that much of 

it was to become obsolete long before it could wear out in service. 

Replacement equipment was invariably more costly than that which it 

replaced. Daring this period also construction costs were in a long* 

term upward trend, so that it was almost always possible to find that 

the reproduction value of a property was more than its original cost. 

Thus the reproduction cost-fair value standard could almost always be 

counted upon to bolster an argument for rate increases or against 

rate reductions.

In addition to all this the intentions of the Court, as ex

pressed through the medium of Smyth v. Ames were to prove particularly 

susceptible of diverse interpretation. Almost any decision of a com

mission or court seemed open to challenge on one ground or another. 

Litigation seemed to go on without end.
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Hew Views in the Making

A voice of protest against Smyth v, Ames. accompanied by a 

plea for the adoption of more objective considerations by which to 

judge rate of return in public utility rate-making was heard from 

certain justices of the Court in 1923, in the separate opinions of 

Justices Brandeis and holmes in the Southwestern Bell Telephone Com

pany opinion

This matter had been brought before the Court because of dif

ferences of opinion between the Company and the Missouri Public Ser

vice Commissione The matter at issue was the value to be placed upon 

the properties of the Company for rate-making purposes. The Company’s 

valuation, based on reproduction cost, was high; the Commission’s 

valuation, using a prudent investment approach, was low. The Company 

contended that the rates fixed by the Commission using the lower rate 

base were confiscatory.

A majority of the Court upheld the Company’s point of view, but 

Justices Brandeis and Holmes, while concurring in the judgement, dis

sented from the opinion. Their dissent appears to have been the first 

comprehensive enunciation of the hypothesis that capital charges were 

factors which should receive consideration in fixing a rate of return.

Relevant portions of this famous dissent will be found on the 

following page.

10262 U.S. 276 (1923).
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In essence there is no difference between the capital 
charge and operating expenses, depreciation and taxes, Bach 
is a part of the current cost of supplying the service ; and 
each should be met from current income. When the capital 
charges are for interest on the floating debt paid at the 
current rate, this is readily seen, But it is no less true 
of a obligation to pa) interest on long-term bonds, 
entered into years before the rate hearing and to continue 
for jears thereafter; and it is true also of the economic 
obligation to pay dividends on stock, preferred or common. 
The necessary cost, and hence the capital charge, of the 
money embarked recently in utilities, and of that which may 
be invested in the near future, may be more, as it may be 
less, than the prevailing rate of return required to induce 
capital to enter upon like enterprises at the time of a rate 
hearing ten years hence, To fix the return by the rate which 
happens to prevail at such future day, opens the door to 
great hardships, Where the financing has been proper, the 
cost to the utility of the capital required to construct, 
equip and operate its plant, should measure the return which 
the Constitution guarantees opportunity to earn,^

Bluefield. - The beginning of the end for Smyth v, Ames as the 

dominant legal doctrine in regulatory rate-making appears to have oc

curred later on in 1923 when the supreme Court brought forth its decis

ion in a matter affecting Bluefield water Works & Improvement Company, 

a West Virginia utility Whereas this decision continued to uphold 

the principle that present value, otherwise reproduction cost, was the 

proper basis for valuing a property for rate-making purposes, the Court, 

perhaps unwittingly, included in its opinion other dicta which are re

garded, even to this day, ns being among the best legal pronouncements 

on the subject of rate of return. They appear, further, to be wholly

Ulbld., p. 306.

12262 U.S. 679 (1923). 
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supportive of the Brandeis and Holmes hypothesis, outlined on the 

preceding page, to the effect that cost of capital, or something 

akin to it, was something which should be taken into consideration 

in fixing a rate of return*

These principles were enunciated in the following language:

What annual rate will constitute just compensation de
pends upon many circumstances and must be determined by 
the exercise of a fair and enlightened judgment, having 
regard for all relevant facts» v

e * %

A public utility is entitled to such rates as will permit 
it to earn a return on the value of the property which it 
employs for the convenience of the public equal to that 
generally being made at the same time and in the same gener
al part of the country on investments and in other business 
undertakings which are attended by corresponding risks and 
uncertainties, but it has no constitutional right to profits 
such as are realized or anticipated in highly profitable en
terprises or speculative ventures •

* « «

The return should be reasonably sufficient to assure con
fidence in the financial soundness of the utility and should 
be adequate, under efficient and economical management, to 
maintain and sup ort its credit and enable it to raise money 
necessary for the proper discharge of its public duties*

« * *

A rate of return may be reasonable at one time and become 
too high or too low by changes affecting opportunities for 
investment, the money market and business conditions generally.

Saturai Gas Mselin^ - In Bluefield the stage had been

set for more important pronouncements to follow • The next of these,

Wlbid., p. 692. 
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appearing in 1942, was to establish the principle that it was the 

end result» not the method followed, which was the important thing 

in rate-making.

The public utility company involved in this instance was 

Saturai Gas Pipeline Company of Americat one of the pioneer long 

distance pipe line companies. It had been organised in 1930 by 

Peoples Gas Light and Coke Company, the gas utility serving Chicago, 

to bring gas to that city from the Panhandle of Texas. Though organ

ised primarily to benefit its parent company, aforementioned, it also 

sold gas to most of the other distributing companies in the Chicago 

metropolitan area.

At issue in the proceedings as they reached the Court was the 

sufficiency of rates fixed by the Federal Power Commission. The decis

sion said, in part, as follows:

The Constitution does not bind rate-making bodies to the 
service of any single formula or combination of formulas.

# * *

Agencies to whom this legislative power has been delegated 
are free, within the ambit of their regulatory authority, to 
make the pragmatic adjustments which may be called for by 
particular circumstances,

* # *

Once a fair hearing has been given, proper findings made, 
and other statutory requirements satisfied, the courts cannot 
intervene in the absence of a clear showing that the limits of 
due process have been overstepped.
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If the Commission's Order, as applied to the facts before 
it and viewed in its entirety, produces no arbitrary result, 
our inquiry is at end.H

Viewed in retrospect the situation at this juncture as regards 

judicial definition of fair return was that Smyth v. Mes was on the 

way out, but had by no means taken its final bow, Mew doctrines were 

in the making but had yet to be given full expression, or be accorded 

general acceptance. Litigation was in process, however, which was to 

lead to that end in a matter involving the Federal Power Commission as 

the regulatory agency over the interstate transmission and sale for re

sale of natural gas, and Hope Natural Gas Company, a subsidiary of 

Standard Oil Company (New Jersey) and one of the oldest and most pros

perous companies in the natural gas business. The Supreme Court's de

cision in this historic matter will be examined in detail in the next 

chapter.

federal Power Comission v. Natural Gas Pipeline Company, 
315 U.S, 575, 586 (1942).
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CHAPTER VII

THE HOPE DECISION

The latest word on fair return, insofar as judicial pronounce

ments are concerned, is presently represented by the decision ren

dered by the United States Supreme Court in 1944 in the matter of 

Federal Power Commission. et al. v. Hone Raturai Gas Company .1 This 

decision is of broad interest to all students of regulatory affairs 

for a number of reasons. One of the chief reasons is the seemingly 

complete abnegation by the Court of the mode, if not the principles 

of th v. Ameg.

Insofar as this study is concerned the decision is of interest, 

chiefly, because of the acceptance by the Court of original, legiti

mate cost as a proper basis for the valuation of properties for rate

making purposes. It is likewise of interest because of the treatment 

given the subject of rate of return, more particularly the affirma

tion by the Court of the principles it had set forth some twenty years 

earlier in its Bluefield decision.^ It was of further interest be

cause it related to a company subject to the jurisdiction of the Fed

eral Power Commission under the Raturai Gas Act of 1936.3

420 U.S. 591 (1944).

2262 U.S. 679 (1923) .

315 0.3.Code 717-717»
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Hope Saturai Gas Company

Hope Natural Gas Company, the object of the Court's attention 

in this matter, was a West Virginia corporation which had been organ

ised in 1898. Thus in 1938, when the Natural Gas Act was adopted, it 

had already been in the natural gas business for forty years. As of 

about that time (1940) it owned some 3,000 natural gas wells, 5,000 

miles of pipe line, numerous compressor stations and other equipment 

incident to the conduct of a business devoted to the producing, pur

chasing, processing and marketing natural gas. It was generally re

garded as being a successful and prosperous venture.

Hope's operations were largely confined to the state of West 

Virginia, although it sent considerable gas outside the state to 

supply the requirements of certain distributors, who will presently 

be named. During 1940 it handled about seventy four billion cubic 

feet of natural gas, some of which it produced from its own wells, 

and some of which it purchased from other producers. About twenty 

billion cubic feet of this gas was sold or consumed within the state; 

the remainder was exported.

The principal purchasers of this exported gas were: East Ohio 

Gas Company, Peoples Natural Gas Company, Fayette County Gas Company 

and the Manufacturers Light and Heat Company. East Ohio Gas Company 

distributed the gas which it purchased in Akron, Cleveland, Youngs

town and other Ohio communities. Peoples Natural Gas Company served a
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part of Pittsburgh and other nearby Pennsylvania communities, River 

Gas Company served Marietta, Ohio. The Manufacturers light and Heat 

Company served portions of Ohio, West Virginia and Pennsylvania in 

the vicinity of Wheeling.

Three of these companies, namely East Ohio Gas, Peoples Natu

ral Gas and River Gas purchased about seventy five per cent of the 

gas which Hope exported from West Virginia. They were also affili

ates of Hope; all of them, Hope included, were wholly-owned subsid

iaries of Standard Oil Company (New Jersey). None of these companies 

had any securities outstanding in the hands of the public. Whenever 

any of them required capital it was furnished by Standard Oil. The 

latter was, and still is, the leading United States producer, refiner 

and marketer of petroleum products. It had taken a leading part in 

the development of the Appalachian oil and gas fields.4

Development of the case. - In 1936, shortly after the Natural 

Gas Act, aforesaid, was placed on the statute books, the Federal Pow

er Commission was in receipt of a complaint filed under Section 13 

thereof, by the cities of Akron and Cleveland, to the effect that 

the charges being collected, by Hope for the gas which it was supply

ing to East Ohio Gas Company, were excessive. Thereupon the Commis

sion instituted an inquiry to determine the reasonableness of those 

rates. In 1939 the Pennsylvania Public Service Commission entered

^Standard Oil Company has since divested itself of control of 
these companies and they are now subsidiaries of Consolidated Natural 
Gas Company, a public utility holding company.
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the case with similar complaints, relating to the rates charged 

Peoples Natural Gas Company which, as noted, was a distributor of 

gas in that state. Hearings were held during 1940 and 1941J in 
Kay, 1942 the Federal Power Commission rendered its opinion.^

Konels claims. * In defense of the rates it had been charg

ing Hope asserted that it was entitled to an eight per cent return 

on a rate base of @66,000,000, said to represent the value of the 

properties devoted to the Interstate business. This rate base was 

derived from an estimate of what it would cost to reproduce the 

properties, $97,000,000 less observed depreciation and plus working 

capital. The 197,000,000 was almost double the factual legitimate 

original cost* of the properties. Hnder the doctrine of Smyth v. 

teSS? Hope*6 claim was a perfectly legitimate one. Moreover, said 

Hope, it had been earning only three per cent on this base.

In support of its claim to have its reproduction cost rate 

base considered Hope introduced a treked original cost estimate of 

$105,000,000, said to indicate what the original cost of the proper

ties would have been had 1958 prices for labor and materials prevailed 

throughout the construction period. This would have been since the 
turn of the century, for Hope had bean organised in 1898.6 The 

claim for an eight per cent return was also supported by an impress

5169 U.S. 466 (1898).

^Trending is a device for giving an effect, in current estimates, 
to the declining purchasing power of the dollar.
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sire array of economic and financial statistics.

The T, F 0. opinion. - From almost any point of view the 

Commission's opinion was a substantial set-back for Hope, in it the 

Commission refused to accept the company's contention for a return 

based on a reproduction cost rate base. The rate base was cut down 

to 133,712,526 which the Commission said represented

The actual legitimate cost of the company's property 
used and useful in the production, transportation, and 
sale of natural gas in interstate commerce, plus unoper
ated acreage, working capital and future net capital ad
ditions ,7

Concerning reproduction cost new the Commission said that such 

valuations were not founded on fact, and were hypothetical, conjectu

ral and inherently fallacious, and such as to have no probative value 

whatsoever in the determination of an allowable rate base,$

Bate of return, - In the matter of rate of return the Commis

sion held that Hope's request for eight per cent was unreasonable? a 

fair rate of return, it said, would be six and one half per cent. As 

result of the application of this percentage to the reduced rate 

base the Commission found Hope's rates to be excessive and ordered 

them to be reduced in the amount of $3,609,857 over-all .9

To show why it considered eight per cent excessive the Commis

sion referred to numerous matters having more or less to do with the

?3 F.P.C. 204.

&Ibide e pe 203,

^Ibid,* p, 205*
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investment credit of Hope, that is to say its ability to raise cap

ital. This was, of course, a somewhat academia discussion for Hope 

had no capital raising problems. As previously stated, whatever cap

ital the company needed was furnished by Standard Oil Company. None

theless, the Commission observed that Hope was a seasoned enterprise 

which had, during the forty-two years of its history earned an aver

age annual net profit of twelve per cent on its equity. The Commis

sion also observed that over a period of years Hope had built up de

pletion and depreciation reserves far in excess of its requirements. 

The Commission concluded its discussion of these and other matters 

relating to its ability to raise capital by saying:

The company's efficient management, established markets, 
financial record, affiliations, and its prospective busi
ness place it in a strong position to attract capital upon 
favorable terms when it is required.10

Review. - Considering the circumstances it was almost inevi

table that the Commission's opinion should have been taken to court 

for review, and during February, 1943» the Circuit Court of Appeals 

for the Fourth Circuit set aside the order of the Commission imple

menting its decision on the grounds that the rate base should have 

reflected present fair value, as well as trended original cost^H 

The review court's decision was strictly in accordance with the doc

trine of Smyth v. Ames and diametrically opposed to the stand taken

IQlbid.. p. 186.

11134 F2d, 287.
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by the Commission. From there the case was taken on certiorari to 

the United States Supreme Court.

The Supreme Court Opinion

The decision of the United States Supreme Court, reversing 

the Circuit Court, and upholding the Federal Power Commission, was 

delivered January 3, 19hU. The forepart of that section of the Opin

ion dealing with rate of return consisted principally of reiteration 

of the Court's decision in the Natural Gas Pipeline Company of Ameri
ca case, delivered two years earlier*^ it ran as followss

We held in Federal Power Commission v. Natural Gas 
Pipeline Co. , , .that the Commission was not bound to 
the use of any single formula or combination of formu
lae in determining rates. Its rate-making function, 
moreover, involves the making of "pragmatic adjustments" 
. . .And when the Commission's order is challenged in 
the Courts, the question is whether that order ”viewed 
in its entirety® meets the requirements of the Act. , . 
Under the statutory standard of "just and reasonable" 
it is the result reached, not the method employed, which 
is controlling* . . .It is not the theory but the impact 
of the rate order which counts. If the total effect of 
the rate order cannot be said to be unjust and unreason
able, judicial inquiry. . .is at end. The fact that the 
method employed to reach the result may contain certain 
infirmities is not then important. Moreover the Com
mission's Order does not become suspect by reason of the 
fact that it is challenged. It is the product of expert 
judgment which carries a presumption of validity. And 
he who would upset the rate order ... carries the heavy 
burden of making a convincing showing that it is invalid _ _ 
because it is unjust and unreasonable in its consequences* 

12)15 U. S. 575 (1912).

l^Ibid., p. 602
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The Rule of Hope

The meat of the Court1 s opinion relating to rate of return 

is contained in the following sentences!

The rate-making process under the Act, i.e., the fix* 
ing of ”just and reasonable” rates, involves a balanc
ing of the investor and consumer interests. Thus we 
stated in the Natural Gas Pipeline Co. ease that “regu
lation does not insure that the business shall produce 
net revenues.”

% a %

But such considerations aside, the investor has a le
gitimate concern with the financial integrity of the 
company whose rates are being regulated. From the in
vestor or company point of view it is important that 
there be enough revenues, not only for operating expen
ses but also for the capital costs of the business. 
These include service on the debt and dividends on the 
stock.

» # »

By that standard the return to the equity owner should 
be commensurate with returns on investments in other en
terprises having corresponding risks. That return, more
over, should be sufficient to assure confidence in the 
financial integrity of the enterprise, so as to maintain 
its credit and attract capital.

a * &

The conditions under which more or less might be 
allowed are not important here, lor is it important to 
this case to determine the various permissible ways in 
which any rate base on which the return may be computed 
might be arrived at. For we are of the view that the 
end result in this case cannot be condemned under the 
Act as unjust or unreasonable from the investor or com
pany viewpoint

Ulbld.. p. 603.
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There followed a considerable during which the

Court dwelt at length upon Hope’s impressive financial history, and 

other matters which the Comission ha. considered in arriving at its 

conclusions* The Court said that the Commission was "wholly ^usti* 

fled* in refecting the $66^000,000 rate base combated at reproduction 

cost new» The Commission^ stand was completely upheld»

Coamentazy

The decision created a ocusiderable stir in public utility, r@gu^ 

latoiy, financial and legal circles* There seems to have been little 

doubt in the minds of most observers that the principle of fair return 

on fair value had bean superseded* Many were uncertain as to just 

what had been substituted therefor*

It was noted that the Court had been far from unanimous in its 

adoption of the opinion* Eight justices had considered the case; no 
15 less than five opinions had been written* Justice Head believed 

that the cost of exploring for gas, amounting to $17,000,000, should 
have been included in the rate base *^ The Commission had disregarded 

these costs because they had already been counted as operating expen» 

ses, an oil business custom. Justice Frankfurthe 

back to the Comaiss

^Justice Roberts, though a member of the Court at the time, 
took no part in the decision*

^Tbid* * pp * 620"^. *
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the criteria by which it had been guided in deciding that the rates 

fixed were just and reasonable. He did not, however# take issue with 

the Court in its abandonment of Smyth v. Ames. In fact, he called the 

latter a "hodge podge.

Justice Jackson wrote a long and rambling dissertation on the 

natural gas business in which he commented on various things which he 

thought made it different from other public utility businesses which, 

Indeed, it is. Though he agreed with the principle that rate-making 

should not be tied to the fair value * reproduction cost formula, he 

concluded by expressing the opinion that the case should be sent back 

to the Federal Power Commission so that that body might justify its 

findings upon economic grounds, rather than upon the legal and account* 
ing principles clted.^

Those of the Court who apparently agreed wholeheartedly with 

Justice Douglas, who delivered the opinion, included only Chief Jus* 

ties Stone and Justice But ledge. Justices Black and Murphy concurred, 

but joined to write short separate opinions in which they took issue 

with certain statements in Justice Frankfurter1s dissent, relating to 

the due process doctrine. What they said appears to have had nothing to 

do with the main issue

Generally speaking the lack of agreement within the Court ap-

^Ibid.. pp. 624-8.

%bld.. pp. 628-660.

19lbld.. pp. 619*20.
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pears not to have been as serions as the diversified cerebrations of 

these learned justices would see® to indicate. The “end result* doe- 

trine which the Court embraced seemed to have given several of the jus

tices trouble, but there was no dissent upon the proposition that the ac

tual, legitimate original cost of the property was the proper starting 

point for fair return determination* Nor did there appear to be any 

substantial disagreement with the proposition that the essential 

thing to be considered in rate of return determination should he the 

effect of the return earned upon the ability of the company to attract 

capital through investor appeal.

Editorial Comment

The comments of Mr. Francis X. Welch, editor of Public Utili

ties Fortnightly.20 ar€ worthy of note as being representative of in

dustry reaction to the Hope decision. In an article in the February 3, 

1944 edition of that publication Mr. Welch characterised it as being 

the final act of surrender of judicial domination over the regulatory 

commissions. We are, he reflected, in the administrative era of pub

lic utility regulation. The commissions have been set up as czars in 

the regulatory field, and the utilities face a regulated future, devoid 

of judicial review, except under prohibitive conditions. Mr. Welch was 

also critical of the Court1s espousal of the “end result “ doctrine. He

20a periodical devoted, in the main, to the regulatory problems 
of the public utility industry.
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said it was based on the dubious moral principle that the end justi

fies the means. He concluded his article with this baleful observa

tions

The connaissions are now truly the masters of public 
regulation, and, on the basis of past performance we 
can fairly hope that they will prove equal to the task*^

The observations of another, and somewhat more optimistic cos* 

mentator, Hr. Qari I Wheat, are worthy of careful attention. Although 

Mr. Wheat was in private practice when his comments were written he 

was, at one time, Telephone Rate Counsel to the Federal Communica

tions Commission. In this capacity he supervised the preparation of 

an exhaustive study of the rate of return problem which was assembled 

under the title The Problem of the Rate of Return in Public Utility 

Regulation with Special Reference to the Long Lines Department of the 

American Telephone and Telegraph Company.^

In a series of articles appearing in the April 27, 1944 and 

May 11, 1944 editions of Public Utilities Fortnightly Mr. Wheat ob

served that the Court had long since indicated, in the Bluefield de

cision,^ as well as in Justice Brandeis*s opinion in the Southwestern 

Bell Telephone Company case,^4 that the fundamental rate-making objeo-

^Fr&ncls X. Welch, "On Commission Regulation,* Public Utili
ties fortnightly. 33:139-151, February 3, 1944

^Never formally published, but made available to many govern
ment departments in multi 11th form*

%62 U.S. 679 (1923) .

^’62 Ü. 3. 276 (1923).
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tive, insofar as return was concerned, should be to produce earnings 

sufficient to assure a company's financial integrity, and that the 

measure of that accomplishment offered no practical difficulty. It 

was, he thought, quite feasible,

in the first of his articles in Public Utilities Fortnightly 

he saidt

The long-drawn-out legalistic brawls so characteristic 
of orthodox rate making, and the innumerable difficulties 
which have always surrounded that process, were natural 
consequences of the method itself — a procedure which 
sought to multiply a figure on which none could agree 
('fair value') by another of which little, if anything was 
kno%('fair return'), in order to determine allowable 
earnings under “reasonable rates.” A more unrealistic 
method could hardly have been devised, Now, however, for 
the first time, those who guide this administrative pro
cess may openly, and without fear of reversal, look to 
the ultimate dollar figure of “return,” as an end in it
self, rather than having to go through the unprofitable 
anS incongruous ritual of establishing a so-called “fair 
value” or “rate base” and then multiplying ittby a per
centage — a so-called “rate of return” — in order by 
such indirection to attempt to reach this vezy ssee ulti
mate result, the dollar figure of “return.“ This is the 
new freedom afforded by the Hope case. How the way is 
open for a direct approach, and for an objective and real
istic consideration of “return” as a dollar figure and as 
the prime goal of rate making e An immense forward step 
has been taken*25

As previously observed, Mr. Wheat's views have the benefit, 

at least, of a hopeful and optimistic viewpoint.

Comments of such import notwithstanding, the real test of 

the soundness of a new judicial doctrine is seldom to be attained 

until

2$Carl 1. Wheat, “Does Hope Case Mean Direct Approach to 
'Fair Heturn'?”, P^lic Utilities Fortnightly. 33*536, April 27, 1M
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attempts are made to apply them to the solution of current problems. 

Accordingly the balance of this study will be devoted to an examina

tion of the attempts of a Federal regulatory agency, namely the Feder

al Power Commission, which was the originator of the Hope case, to 

adapt these new concepts to the determination of fair rates of return 

for companies engaged in the interstate transmission and sale for re

sale of natural gas*
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REGULATION ARD THE NATURAL GAS BUSINESS
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CHAPTER VIII

BEVSLOHGaT OF 113% GAS BUSINESS

The natural gas business, which provides the background for 

this study, has been developing very rapidly since the end of World 

War II# All three of the principal subdivisions of the business — 

production, transmission and distribution — have participated in 

this development; however, that which has taken place in the pipe 

line end of the business has been particularly spectacular» This 

is the phase of the business which is concerned with the collection 

of gas in those regions in which it occurs in greatest abundance, 

namely the southwestern states of Texas, Louisiana, Arkansas and 

Oklahoma, and transmission thereof to the regions in which it is 

in greatest demand, namely the industrial north and east. California 

is also an important producer of gas but most of it is consumed with

in that state’s own borders.

As previously noted all companies engaged in the interstate 

transmission and sale for resale of natural gas — and this means 

most of the principal pipe line companies — are subject to the regu

latory authority of the Federal Power Commission.

Early History

It seams appropriate to describe here what has taken places 

in earlier stages of the industry’s development « Natural gas was 

first discovered at Fredonia, New York, in 1825. Early attempts to 
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exploit it commercially were not particularly fruitful, and it was 

not until about fifty years later that it began to be used as a fuel 

in industrial establishments. About 1873 it was introduced into the 

potteries in Mast Liverpool, Ohte, and the iron and steel business 

at Leechburg, Pennsylvania. In 1883 the Writers Valley Gas Com

pany was organized to bring it into Pittsburgh, the first "big city" 

use. The first long distance pipe line was placed in service in 

1891* It was designed to carry gas from Indiana fields into the 

City of Chicago, a distance of 180 miles. The pipe line was a twin 

affair, consisting of two eight inch diameter steel pipes, designed 

for a working pressure of 525 pounds per square inchj

Mid-continent developments. - Construction of natural gas 

transmission lines in the Mid-continent area began shortly after the 

turn of the century. In 1904 the Kansas Natural Gas Company was 

formed to construct a 16-inch line from the Allen, Neosho and Wilson 

County fields in Kansas to Kansas City and Joplin, Missouri. In 1906 

the Wichita lateral Gas Company laid a 12-inch pipe line from the 

Montgomery County field, in southeastern Kansas to Wichita, Newton 

and Hutchinson, Kansas. In 1910 Unes were constructed to serve 

these localities from the Bogshooter field in northern Oklahoma. 

Eastern Capital began to be attracted to the Mid-continent natural

Ifor a detailed history of the earlier stages of the natural 
gas business see Lewis Slots and Alexander Jamison, History of the 
Gas Industry (New York; Stettiner Bros.,1938) Chapter 32.
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gas business about 1912 and integrated naitaral gas eoapaiïies 

began to emerge, many of which are still represented in the bust* 

nees to-day. These included: Oklahoma Natural Gas C^npany, Lone 

Star Gas Company* Arkansas Natural Gas Company* and others*

Developments in other regions * - large quantities of natural 

gas were soon discovered in California, and in 1913 a line was com* 

pleted to pipe gas from the Kern County fields into Los Angeles, a 

distance of 150 miles. Meanwhile additional reserves were being un

covered in the Appalachian region from which pipe lines extended to 

Wheeling, Pittsburgh, Akron, Cleveland, Columbus, Cincinnati, Dayton 

and loungstown» By 1925 pipe lines as long as 300 miles had been 

builtj the industry was serving 3,500,000 customers in 23 states, 
and selling more than one trillion cubic feet of gas a year$2

favorable atmos^^ .1920s. - Several developments

which occurred during the late 1920s save further impetus to the co»- 

struction of long-distance natural gas pipe lines. One very important 

occurrence was the discovery of huge additional reserves of natural 

gas in Louisiana, Kansas and Texas. Conservation dictated that this 

valuable fuel should not be wasted, yet markets nearly were lacking.

^or an account of developments during this period see Natural 
Gas Investigation (Docket Ue. G*580) Report of Commissioners Nelson 
Lee ^ith and Harrington Wimberly, Federal Power Commission, Wash
ington, D. C., 1948? Part IV, pp. 237 et seq*
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TABLE I

RATURAI» GAS PIPE LIRES PROJECTED (% UNDBR CONSTRUCHC# - 1930

Company
From (field)

To (city)

Approx
imate 

length

Bliss

Raturai Gas Pipeline Company 
of America

Amarillo, Texas - 
Chicago

1,000

Banhandle Eastern Pipe Line 
Company

Amarillo, Texas and 
Hugoton, Kansas - 

Detroit

950

Northern Raturai Gas Coapany Amarillo, Texas * 
Minneapolis and St*Baul

800

Mississippi River Fuel Corp* Monroe, Louisiana * 
St* Louis

%0

Southern Saturai Gas Company Monroe and Richmond, La*- 
Atlanta

Uo

Mountain Fuel Supply Company Hiawatha Dome, booming - 
Salt Lake City

380

Colorado Interstate Gas Co* Amarillo, T^as * 
Denver

350

Pacific Gas & Electric Co* Buttonwillow and Kettle
man Hills, California - 
San Francisco

282

Memphis Raturai Gas Company (a) Monroe, Louisiana *
Memphis

210

El Paso Raturai Gas Company Lea, Sew Mexico - 
KL Auw

205

Interstate Raturai Gas Oom* 
pany (b)

Monroe, Louisiana - 
Baton Rouge

ITO

ia) with Texas Gas Transmission Corp, in 19M. 
:b) Row Olin Gas Transmission Corp*
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takings such as them required good financial support. The oil com

panies had the gas, and saw opportunities for profit in selling it. 

Public utilities saw in natural gas a substitute for the manufactured 

gas which they were distributing, and a means of stimulating their 

space heating business.

Natural Gas Pipeline Company, just mentioned, was a joint ven

ture of Peoples Gas Light and Coke Company, the Chicago distributor, 

and several oil e^apanies. Colorado Interstate Gas Gosp^y was a joint 

venture of Standard Oil Company (New Jersey), Prairie Oil & Gas Com

pany and Cities Service Company, which controlled the utility supply

ing gas and electricity in Denver. Mississippi River Fuel Corporation 

was a joint interest of Standard Oil Company (lew Jersey), Columbian 

Carbon Company, United Carbon Company and certain subsidiaries of 

Electric Bond & Share Company, and so on. It is of passing interest 

to note that Standard Oil Company (New Jersey) appeared as the owner 

or joint owner of more natural gas enterprises than any other oil 

company, or public utility.

Even as these new companies were getting started some of the 

established units of the natural gas business were formulating plans 

for extending their facilities. Among them were the subsidiaries of 

Columbia Gas & Electric Corporation,3 Lone Star Gas Company, Cities 

Service Gas Company, United Gas Corporation and Pacific Lighting Com-

3sucseeded by Columbia Gas System, Inc.
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pagy» Natural an. affiliate of Standard Oil Co»*

paay (W» actively asrvice frm the A#pal&ehi--

an fields. Interstate Natural Gas Ccmpazy,^ another affiliate of 

the earn M1 company, was active in Louisiana.

* Sy the tw of tw 19^3 Bank Holiday, 

which imrkad the nadir of the Great De^rwMcn, %mat of these projects 

had been completed and were delivering gas» Precise statistics win** 

tiva to the status of the pip» line bwinws* apart frm the natural 

gas business as a, whole, are not available for this period. One esti

mate has it that about 90,000 miles of what would now be called trans

mission pipe line was then in service, some of it « much as # inches 

in diameter, was then. In service* About two trillion cubic feet of 

natural gas was being marketed ef which 400 billion cubic feet, or 

twenty per cent was being transmitted in interstate pipe lines. 

(See Table 3 on the following page)

Progress halted. * Quite a number of things combined to pre

vent any further extension of natural gas pipe line facilities during 

the remainder of the 1930s. BuMaew was in an uncwWn Matej capi* 

tal was timid. The public utility business was under heavy attack. 

By 1940 war was In the offing) by 1942 the nation was under 

arms and further enlargement of natural gas transportation facilities,

Nee Chapter VII, supra.

stkceeeded by Olin Gas Tf&nami&sicB Ocrpor'stlcB#
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WW II

ZMEW&W îmnMWT # (MS 1925 - 1955

(millions ©f subie feei)

Tear
Total 

Marketed 
Production

Transported Interstate

Volume Per cent

1W 1,888,571 186,625 16.2
1930 1,943,421 380,601 19.5
1935 1,916,595 469,024 24.5
1940 2,660,222 738,844 27.7
1945 3,918,686 1,105,760 28.2
1950 6,282,060 2,543,538 40.0

1951 7,457,359 3,242,777 43.5
1952 8,013,497 3,794,542 47.4
1953 8,396,916 4,200,793 50.0
1954 8,742,546 4,661,898 53.3
1955 9,405,351 5,104,0*6 54.3

Souxwi BDépartait cd? the Interior, Bureau of Mines, 
Mineral Industry Surveys

except in direct furtherance of the w effort# would mt have bees 

permitted, in 1940, the last prewar year, 2.6 trillion cubic feet 

of natural gas was marketed, of which 739 billion cubic feet was 

transmitted interstate, Immndasim line Mleage had probably mt 

increased appreciably mar 19331 precise figures, however, are mt 

available»
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Figure 1 - satbhal gas kep® muss is m umiteb states M7
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MAJOR NATURAL GAS PIPELINES IN THE UNITED STATES
1947

INDIANA

INDEX OF COMPANIES

LEGEND
Operating Natural Gas Lines

Other Certificated Lines

SCALE
300 MILES

Gas Producing Areas

FEDERAL POWER COMMISSION-Docket No. G-580

48. Texas Eastern Transmission Corf
49. United Gas Pipe Line Co.
50. Virginia Gas Transmission Corp.
51. West Texas Gas Co.

1. Arkansas - Louisiana Gas Co.
2. Arkansas -Oklahoma Gas Co.
3. Arkansas Western Gas Co.
4. Atlantic Seaboard Corp.
5. Billings Gas Co.
6. Canadian River Gas Co.

31. New York State Natural Gas Corp.
32. North Central Gas Co.
33. Northern Natural Gas Co.
34. Northern Pipe Line Co.
35. Northern Utilities Co.
36. Ohio Fuel Gas Co.

28. Montana Power Co.
29. Mountain Fuel Supply Co.
30. Natural Gas Pipeline Co. of America

795106 O - 48 (Face p. 242)
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Th® Poet #ar Fhaæ

By the time World War II was over the stage Md been quietly 

set for the next phase in the development of the natural gas pipe 

line business» The companies which had been organized during the 

1930s were, for the most part, well established and prosperous. Sev

eral important markets were still unserved with natural gas. These 

included the Neu England. states, the New York-New Jersey metropoli

tan area and the Pacific northwest, not to mention the many impor

tant communities everywhere which had been by-passed in the 1930 

rush to reach the most important outlets.

At the same time it soon became apparent, after the war, that 

revived industrial activity and the growth of almost every urban 

community would soon require the enlargement of existing pipe line 

facilities. There were other reasons for considering that important 

days were at hand for the natural gas pipe line business. Among them 

were the declining popularity of coal as & domestic fuel, and the in

creasing awareness on the part of householders of the convenience of 

gas as a domestic fuel, for space heating and kitchen purposes.

Under the influence of these and other stimuli the frontiers of 

natural gas supply have, during the intervening decade, been pushed to 

the very borders of the nation and even beyond. The oil and gas coun

try has been searched and researched for new sources, and almost eveiy 

distributing company in the gas business has jettisoned its manufactur

ing facilities and signed up for a supply of natural gas»
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GROWTH OF TRE NATURAL GAS BOSINm IN TRE UNITED STATES 
1^6 19^g

w 1955

Natural gas reserves -

trillions of cubic feet 160 223

Natural gas customers 9,366,000 22,8611,000

Natural gas sales -

thousands of «therms 22,913,200 63,337,bOO

Revenues from the sale of

natural gas $ 7111,106,000 $ 2,969,51*2,000

«A them is 100,000 British Thermal Units) if gas contains 1,000 
B.T.U. per cubic foot, a them would be represented by 100 cubic 
feet of gas.

Sources Gas Facts, a publient im of the American Gas Association.

The development of the natural gas business during the post-war 

decade may be measured in numerous ways. Shown in Table III, above, 

are certain of the more significant indicia of this growth.

The 22,864,000 customers shown as being supplied with natural 

gas at the end of 1955 are the ultimate consumers of this fuel. The 

figure includes domestic, commercial and industrial accounts. In fact,
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they group from which the IMiiætry r@oei.yW nearly

$3 blllle# of r@v®i%u@6y or #&a$ty four tiw» It# 1946 rev####»* Both 

figures reflect the mbetantial eoRversiono of gas ouatoR^

ers into natural gas ouetowrs which has taken place during this period, 

as well aa growth in service CQ^necticne * Th» figure# as to proved ra* 

coverable raaervas of natural gas are twiksMn from the e^thmtea pra*^ 

%%%#&& annually by the Natural Oaa Rosenm Ccamlttw of the American 

Oae Aa&calatimx the remarkable thing about them is that they refleet 

sat growth, that ie to #ay growth after substantiel withdrawal#*

Growth of Blpe Une Companies

Present Interet-, insofar as this study is concerned, centers 

in the pipe line eompmles* These are the companies which, as pre* 

vicmaly noted, usually staM between the produire and the distribua 

tors, althou^ sceetlam two or more of these functions my be per* 

formed by a single eccipany.

The extent and magnitude of the growth Aich Ms Mm witnessed 

in this end of the business, during the post-war decade, is outlined 

in Table 4, which occupies all of the next,and part of the following 

page of this aWy# Growth in this end of the business has, perhaps, 

captured more attention than has the growth in either of the -other 

two ends of the business for two reasons* One is that it M» resulted 

in the delivery of natural gas to more remote regions such as the New 

ITaork metropolitan arm and the New England at&tea, not to wntlGn the

mailto:r@oei.yW
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table fc.iv

DEVELOPMENT OP THE NATURAL GAS BEBE LIKE BUSINESS

1M - 1955

Table continued on following page.

, 1 W 1 1955

CUSTOMERS and SALES
' J

Other gas utilities supplied by ! 
pipeline companies ......

Ultimate consumers supplied by 
pipeline companies ......

1»23

252,272

89k

k73^%

SAIBS of NATURAL GAS 
in aillions of cubic feet

Sales to other gas utilities . . 
Seles to ultimate consumers ...

Total sales ........

1,309,186
513,5oo

5,402,207
; 1,328,051

1,822,688 6,730,258

EBSESUES, INCOME and DIVIDENDS

Gas operating revenues .....

Gas operating income ......

Met income available for dividends
Dividend appropriations *

Preferred stock ......
Cowon stock ...........

Total » ........

1 306,033,000 

63,769,000 

55,870,000

1,92$,-000 
36,775,000

$ 1,881,517,000

307,772,000

219,321,000

18,029,000
131,685,000

: 38,701,000 149,714,000

ASSETS and HAST

Total assets ..........

Gas utility plant, less reserves

$ 990,1185,000

750,162,000

$ 5,407,805,000

4,530,636,000
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WLE jv- Continued

W 1955

C4PmLI2ATIC®

bong—term debt • ••••«•• 
Preferred stock • •♦•••• 
Common stock and surplus ...

Total »••••♦♦•*♦

1 363^1,7,000 
%,125,0%
too,om,ooo

♦ 2,920,1%,000 
3%,7O5,OOO 

1,528,301,000

» 897,556,000 $ It,833,190,000

' Fire MH5 MILEAGE

Transmission pipe Une mileage 68,000 110,101

Sourcet Statistics of Natural Gas 1955» Federal PcmT
Comission, Washington» D. G»

Pacific northwest. Another is that each new pipe line whi^ has been 

built, and there have been a number of them, has been a gigantic and 

sometimes spectacular construction job which has appealed to the pub

lic interest and stimulated the public imagination.

Fignolai implications. * Elsewhere in this study, in a chap

ter entitled “Capital and its Procurement" it will be shown that dur

ing this decade the pipe line companies, old and new, have secured 

through the sale of their securities approximately $3.7 billion of 

new and additional capital in order to finance this construction. 

This is apart from the $1.26 billion which has been raised by distri

bution companies and the approximately similar amount which has been 

raised by natural gas holding companies, a part of which has gone in

to pipe line construction •
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Figure 2 - KàJOH MATORA! GAS PIPE L^ES AS OF JUNE 30, 1956
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MAJOR NATURAL GAS PIPE LINES
AS OF JUNE 30, 1956

NA

MINNEAP ’«S'"

( MILWAUKEE

%»"

Grand Junction
DES MOINES

y^URGH 99

INDIANA UD'

CHOTMOOIS*-

Montgomery
LEGEND

Pipe Lines
Existing.

Certificated or under construction.

Pending Commission action.

Number refers to ownership list.

POWER COMMISSIONFEDERALProposed abandonment.

Gas Fields
Major source of natural gas supply.

Generalized area of natural gas supply,

INDEX COMPANIES

Kansas-Colorado Utilities Co.
Kansas-Nebraska Natural Gas Co.
Kansas Power & Light Co.
Lake Shore Pipe Line Co.
Lone Star Gas Co.
Louisville Gas & Electric Co.
Manufacturers Light & Heat Co., The
Michigan Consolidated Gas Co.
Michigan Gas Storage Co.
Michigan-Wisconsin Pipe Line Co.
Mid-South Gas Co.
Mississippi River Fuel Corp.
Missouri Public Service Co.
Montana-Dakota Utilities Co.
Montana Power Co.

83 San Diego Gas & Electric Co.
84 Shenandoah Gas Co.

Based on maps and reports filed with 
the Federal Power Commission.

South Carolina Natural Gas Co.
South Georgia Natural Gas Co.
South Jersey Gas Company 
Southern California Gas Co. 
Southern Counties Gas Co. of Calif. 
Southern Gas Lines, Inc.
Southern Natural Gas Co.
Southern Union Gas Co.
Southwest Natural Gas Co.
Southwestern Public Service Co.
Southwestern Virginia Gas Co. 
Standard Pacific Gas Lines, Inc. 
Tennessee Gas Transmission Co. 
Texas Eastern Penn-Jersey Trans. Corp. 
Texas Eastern Transmission Corp.

Alabama-Tennessee Natural Gas Co.
Algonquin Gas Transmission Co.
American Louisiana Pipe Line Co.
Arkansas-Louisiana Gas Co.
Arkansas-Missouri Power Co.
Associated Natural Gas Co.
Atlantic Seaboard Corp.
Central Kentucky Natural Gas Co.
Chicago District Pipeline Co.
Cincinnati Gas & Electric Co., The 
Cities Service Gas Co.
Colorado Interstate Gas Co.
Colorado-Wyoming Gas Co. 
Commonwealth Natural Gas Corp. 
Consolidated Gas Utilities Corp.

Cumberland & Allegheny Gas Co.
East Ohio Gas Co., The
East Tennessee Natural Gas Co.
El Paso Natural Gas Co.
Equitable Gas Co.
Fort Smith Gas Corp.
Gulf Interstate Gas Co.
Home Gas Co.
Hope Natural Gas Co.
Houston Pipeline Co.
Illinois Power Co.
Independent Natural Gas Co.
Indiana Gas & Water Co., Inc. 
Iowa-Illinois Gas & Electric Co. 
Iroquois Gas Corp.

Mountain Fuel Supply Co.
Natural Gas Pipeline Co., of America
Nevada Natural Gas Pipe Line Co.
New Jersey Natural Gas Co.
New York State Natural Gas Corp.
Niagara Mohawk Power Corp.
North Central Gas Co.
Northern Illinois Gas Co.
Northern Indiana Public Service Co.
Northern Natural Gas Co.
Northern Pipe Line Co.
Northern Utilities Co.
Ohio Fuel Gas Co., The
Oklahoma Natural Gas Co.
Olin Gas Transmission Corp.

Pacific Gas & Electric Co.
Pacific Lighting Gas Supply Co. 
Pacific Northwest Pipeline Corp. 
Panhandle Eastern Pipe Line Co. 
Penn-York Natural Gas Co.
Pennsylvania Gas Co.
Peoples Natural Gas Co., The 
Permian Basin Pipeline Co. 
Petroleum Exploration, Inc. 
Piedmont Natural Gas Co., Inc. 
Pioneer Natural Gas Co.
Public Service Co. of N; C., Inc.
Public Service Corp, of Texas

Texas Gas Transmission Corp.
Texas Illinois Natural Gas Pipe Line Co. 
Transcontinental Gas Pipe Line Corp. 
Trunkline Gas Co.
United Fuel Gas Co.
United Gas Pipe Line Co.
United Natural Gas Co.
Upham Gas Company 
Washington Gas Light Co. 
West Texas Utilities Co. 
Wilcox Trend Gathering System, Inc. 
Zenith Gas System, Inc.
Southeast Alabama Gas District 
Trans-Penn Transit Corp.
Georgia Coastal Natural Gas Corp.

117 Houston Texas Gas & Oil Corp.
118 Iron Ranges Natural Gas Co.
119 Midwestern Gas Transmission Corp.
120 Roanoke Pipe Line Co.
121 Coastal Transmission Corp.
122 ’’’rans-Carolina Pipeline Corp.
124 Piedmont Gas Co.

JORT W

/Jackson

mails’^, 
'îvnxïo'l?

Brownwood

’ °* WILLISTON BASIN

.VfiterloO—
Dubuqua'

BIRMINGHAM

Amancusy

aT7

22F KNOXVILLE
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Œæ v

PRINCIPAL BATURA1 GAS PIPE, LINE COMPANIES ORGANIZED SIBC& 19#

Name of Company
As of December 31, 1955

Transmission
Line Mileage

Total Assets

Taras Eastern Transmission Corp. 5,301 * 579,588,000

Transcontinental Gas Pipe Line 
Corp. 3,022 32b,718,000

Texas Gas Transmission Corp. 3*300 171,5b2,OOO

Texas Illinois Natural Gas Pipe
line Company 1,507 202,383,000

Pacific Northwest Pipeline Corp. l*k66 (a)160,000,000

American Louisiana Pipeline Co, 1,290 (a)lb7,2bO,OOO

Gulf Interstate Gas Co. 1,06b 132,309,000

Nichlgan-^iscomsin Pipe Line Co. 1,592 109,375,000

(a) Approximate initial capitalization.

Note - Although Tennessee Gas Transmission Company, the assets of 
^ich totaled $868*018,000 as of December 31, 1955» has figured 
prominently in the post war development of the natural gas pipe 
line business, it was not, strictly speaking, a post war company, 
having been organised in 19W as the Tennessee Gas & Transmission 
Company.

Two very important facts are to be noted in connection with 

this aeccmpliah»at. One is that all of this money came from private 

savings; none of it came from the state. The other is that all of it 

was advanced voluntarily; no bureaucraft ’directed® that these savings 
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be placed at the disposal of the natural gas companies. Finally 

there is the fact that a goodly portion of this tremendous ew was 

furnished the pipe line business "on faith,"that is to say on the 

strength of engineering, economic and accounting estimates of what 

the various new projects would bring in the way of a return on the 

capital funds advanced*

In the pipe line business there is no sudh thing as a modest 

start. Pipe line construction my cost as much as $100,000 a mile* 

and the line must usually be complete in all respects before ever 

one cubic foot of gas may move through the line and be delivered to 

a customer and, consequently before a single dollar of revenues can 

be billed. Confidence is necessary at every stage of these tremen

dous undertakings, and this includes confidence on the part of entre

preneurs and investors that the regulatory authorities will permit the 

companies under their jurisdiction to earn a fair rate of return on 

the capital invested. Otherwise confidence will be destroyed and 

capital will not be forthcoming for like projects.
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CUTTER 1%

REGULATION OF THE NATURAL GAS "IFE LINE BUSINESS

As noted in Chapter V the Interstate transmission and sale for 

resale of natural gas was made subject to the regulatory authority of 

the Federal Power Commission by an Act of Congress adopted in 1938, 

usually known as the Natural Gas Act.^ As result of this law all of 

the pipe line companies listed in Appendix I are subject to the 

authority of this Commission.

The Commission in question is one of the so-called Indepen

dent Agencies of the United States Government, which means that it is 

not a part of any one of the major executive departments. It is com

posed of five members, appointed by the President and confirmed by the 

United States Senate. Its principal offices are in the City of Wash

ington. It has a staff of more than five hundred employees, many of 

them lawyers, engineers or accountants.

The regulatory authority exercised by the Commission over 

natural gas pipe line companies corresponds, in a general way, to 

the regulatory ithor%y exercised by the public service commissions 

of the several states over the gas, electric and telephone companies 

within their respective domains. The Commission exercises similar 

regulatory authority over companies engaged in the interstate trans

mission of electrical energy under Part H of the Federal Power Act.%

115 U.S.Code 717-717».

*16 U.S.Code 791e-825r.
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As result of a 1954 decision of the United States Supreme 

Court the Commission foundy somewhat to its discomfiture, that it 

was also responsible for regulating several thousand "independent 

producers” of natural gas if the gas they produced and delivered to 

pipe line companies ultimately flowed in interstate commerce.

Included among these independent producers are many of 

the nation’s most prominent petroleum companies, as well as many 

lesser firms, individuals and partnerships. The necessity for regu

lating these producers has raised numerous new and difficult prob

lems for the Commission, many of which it has not yet satisfactorily 

solved. It is not intended to deal with this aspect of natural gas 

company regulation in these pages.

Limits of regulatory authority. - Certain limitations on the 

authority of the Federal Power Commission to regulate natural gas 

companies must be noted. The key to these limitations lies in the 

expression "sale for resale8. This means, in effect, that the Com

mission’s authority to regulate rates extends only to gas which is 

being transported in interstate commerce and sold to other gas utility 

companies for distribution and sale,

Because of these limitations the rates at which an interstate 

gas company may sell its gas to power plants, chemical companies, ore 

smelters or other immediate consumers do not fall under the Comission’s

^Phillips Petroleum Co. v. Wisconsin, 347 U.S. 672 (1954)* 
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authority. The Commission may, initially, specify the volume of gas 

to be sold to such consumers, under its authority to issue certifi

cates of public convenience and necessity for the construction of 

pipe lines, but it has no authority to dictate the price at which the 

gas is to be sold. This is usually a matter of direct contract be

tween the supplier and the consumer.

If the interstate companies also engage in the retail distri

bution of gas, as some of them do, the rates which they charge the 

retail consumer are not subject to Federal Power Commission jurisdic

tion, though they may be subject to regulation by state public service 

commissions or other public authorities.

This does not mean that the pipe line companies are free to 

charge what they please, for gas is only a fuel, and coal and oil 

are its active competitors.

Gas tariffs. - In accordance with well defined regulatory prac

tices, every natural gas company which is subject to the jurisdiction 

of the Federal Power Commission is required to keep schedules of its 

rates and charges on file with the Federal Power Coramsion in Washing

ton, where they are open to public inspection.

Procedure for seeking rate increases» * When a natural gas 

company desires to alter its rates — and in recent years “alter* has 

almost always meant "increase* — it files a revised schedule with 
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the Gonaaission* Such filings, often described as rate increase ap» 

plications, are required to be accompanied by considerable data in

tended to establish the applicant company *s need for the increase, 

Mong other things this data is required to includes

1* A statement showing the applicants total over-all cost 

of rendering service during a recent twelve months period. This may 

ultimately become the *test period,*

2, A statement summarising the over-all gas utility rate 

base, with supporting statements as to plant cost, accrued depreci

ation and depletion, and an estimate of the working capital require

ment,

3. A statement setting forth the rate of ret&nn sought, to

gether with data showing the cost of senior capital, and information 

relating to earnings on the common stock, representing the equity 

capital,2

after. - The filing of a new tariff gives the 

Commission and other interested parties thirty ds) s notice of the fil

ing compa% S intention to raise its rates, The procedure to be fol

lowed after t is carefully spelled out in section 4 of the Zfatural 

Ga 3 Act, briefly, the Commission may then permit the new rates to go 

into ef-set, or it suspend the new rates and order tearings to be

%ee General Rulesand aegulatioaB îneluding aules of Practice 
and Procedure, Federal Power Commission, Washington, 0,0*, Section 
154*63(b) (3), as amended by Order So* 165, adopted May 12, 1953*
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MM to determine whether or not they are just and reasonable» If the 

filing company is an important one, and its customers object to the 

rate increase, this latter course is almost certain to be the one fol

lowed, It may be noted here that the principal customers of natural 

gas pipe lise companies are, themselves, in the gas business. They are 

fully Ware of the implications of a rate increase and fully capable of 

fighting it with skilled and experienced legal assistance if they con

sider that they are being imposed upon.

Time consuming. * If hearings are held they may take many months ; 

however, when six months have elapsed after the time of filing the appli

cant company may petition the Commission to permit the new rates to go 

into effect under bond. This places the applicant company under the ne

cessity for making refunds in case the rates allowed are less than the 

rates sought. Meanwhile the Commission usually stands ready to consid

er a compromise between the various parties to the proceedings, if this 

co be arranged.

An inquiry into the lawfulness of existing rates may also be 

undertaken by the Commission on its own motion, or upon receipt of com

plaints from any state, municipality or state public service commission.4

If, after hearings, the Commission finds that the rates charged, 

or proposed to be charged, are unjust, unreasonable or unduly discrimi-

4section 13 of the Raturai Gas Act. It is of interest to note 
that the Hope decision, referred to in Chapter VII of this study, was 
the outcome of complaints lodged with the Commission by the cities of 
Akron and Cleveland and the Pennsylvania Public Service Commission.
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Batoyy# It may prescribe new rates which will fulfill such standards. 

However, it Bay not in so doing raise rates or prescribe rates which 

would be higher than those proposed by the applicant.

Bate Base

One of the things which the Federal Power Gemtsslcn may do 

during the rsteMaaklng process is to ascertain the

Actual, legitimate net cost of the property of every 
natural-gas company, the depredation therein and, when 
found necessary for rate-making purposes, other facts 
which bear upon the determination of such costs or de
predation and the fair value of the property .5

When found in fulfillment, of the rate-making function the 

"actual legitimate net cost” referred to in this quotation from 

the Natural Gas Act, say constitute the rate base described in 

Chapter 11 of this study. As a matter of policy the Federal Pow

er Commission, in exercising its rate-making function, has adhered 

to the principle that the actual legitimate net cost is also the 

fair value of the property as well as the rate base*

Allocation. - As mentioned earlier, in Chapter III, a unique 

aspect of the rate-making problem is encountered when only a portion 

of the business of a particular public utility is subject to the 

jurisdiction of a particular regulatory agency

Such situations are of fairly frequent occurrence in the natu

ral gas pipe line business because only the "sale for resale" business

laotien 6(a) of the Natural Gas Act.
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is subject to Federal Power Commission regulation.

When this occurs costs, and properties pertaining to the exempt 

business, must be excluded from consideration by the allocation process. 

By use of certain formulae, and considerable judgment * experienced ac

countants can segregate the operating costs relating to the non-juris

dictional business from the total operating costs, and construct what 

might be termed a pro forma cost of service relating to the jurisdiction

al business » In somewhat the same way accountants can devise a rate 

base reflecting this division. This is often confusing to the public 

for the cost of service and rate base taken into consideration in the 

rate case may, and often does differ appreciably from what might seem 

appropriate, after perusal of the companypublished reports.

Necessarily the element of judgment which enters into the al

location process can offer lead to sharp differences of opinion among 

various accountants, for it is usually to the advantage of the appli

cant to put as much of its costs as possible into the jurisdictional 

cost of service, and as much of its plant and equipment as possible 

into the jurisdictional rate base.

It is similarly to the advantage of the consumer to have as 

much as possible of both put into the jurisdictional business. In the 

final analysis all differences of opinion of this sort must ultimate

ly be adjudicated by the regulatory agency.
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We of Return

The rata of return, being a ratio, does not require alloca

tion, at least on the basis of the over-all approach. WaieW# rai

is decided upon as being fair is merely applied to the jurisdictional 
rate base to determine the amount of return to be included #\the

cost of service for rate-making purposes. The rate of return from
'I \

the unregulated portion of the business as, for example, in

pipe line business, the return from direct industrial sales, may be

store or it may be less than the return from the regulated portion

and would, presumably, be competitively determined.

Bnxsrtanew. of return. - The importance of the

rate of return as an economic factor in the natural gab business is 

not difficult to demonstrate. The composite gas utility plant, less 

reserves, of natural gas companies subject to Federal Power Commis

sion jurisdiction as of the end of 1955 was £4,530,636,000 or there
abouts .6 This figure will serve, for illustrative purposes, as a 

measure of the composite net investment rate base as of that date.

An upward adjustment of one-quarter of one percent in a rate 

of return applied to this rate base will add #1,326,590 annually to 

the revenues of these companies and, by the same token, would add a 

similar sum, less deductions for Federal Income taxes, to the compo

site return. It would decrease annual charges and profits by similar

amounts if the adjustments were downward. It would, have the same ef

fect as adding $188,814,000 to the net investment rate base, or sub-

^See Table 4, page 90 supra.
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TABLE VI
DIFFERENCE IS RETURN RESULTING FRCM OF 1 PER CENT INCREASE 

IN THE RATE OF RETURN

Rate Base 1 Rate of Return
1

1 Return

$4,530,636,000
4,530,636,000

Difference ।

6.00?

0.25%

$271,838,160

$ 11,326,590

DIFFERENCE IN RATE BASE NECESSART TO PRODUCE AN ADDED RETURN 

OF #1,326^90 CAPITALIZED AT 6 m CENT

Rate of Return ' Return Rate Base

%
6%

i Difference (

$271,838,160

$ 11,326,590

$4,531,542,000

$ 188,814,000

tracting a similar sum therefrom, as the case may be. Table Vj, 

above emphasizes these points. The coordinate importance of the 

rate of return with other factors in public utility rate-making, 

spoken of by Dr. Clemens in his discussion of the subject, is thus 

emphasized and illustrated.?

^Siemens, Economics and Public Utilities, p* 217.
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THE 1952 OPINIONS

The Federal Power Commission, in its role as regulator of the 

natural gas pipe line business, was one of the first of the regulate- 

ry agencies to implement the new fair return principles which the 

Supreme Court had laid down in the Hope decision» During 1952 it is

sued a series of three opinions in which, among other things, it seemed 

to be pursuing an approach to the rate of return question which was the 

cause of considerable concern to the public utility industry. Prior to 

this time, it should be noted, it had been the custom of this Commis

sion, and of regulatory agencies generally, to fall back on some stan

dard or traditional rate, like six per cent, when it came to a matter 

of rate of return, and to dismiss the issue with a minimum of discus

sion»

In these new opinions, as will presently be shown, the Federal 

Power Commission went into considerable detail to explain its position 

in the matter of rate of return, and it seemed to be pursuing a line 

of approach which strongly suggested the probability of less liberal 

allowances henceforth»

Companies concerned. - The natural gas pipe line companies im

mediately concerned were Northern Natural Gas Company, Mississippi 

River Fuel Corporation and Colorado Interstate Gas Company. All three 

were what might be called "old line" natural gas companies. That is to 
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say, they had been in the natural gas pipe line business since 1930, 

they were well established and prosperous* Two were applicants for 

rate increases. In the case of Colorado Interstate Gas Company, a 

rate investigation had been instituted by the Commission itself *

Sastoeis saturé gag çeaaæ

The first of these three opinions, and the one which seemed 

to have caused the most concern, was Federal Power Commission Opin* 

ion No. 2^, issued June 10, 1952 in the matter of Northern Natural 

Gas Company*

Northern's pipe line system carried gas from the Amarillo and 

Hugoton fields of Texas and Kansas, northeastward to consuming cen

ters in Minnesota, Iowa and Nebraska* It sold gas for resale to non

affiliated distribution companies serving such places as Omaha, Ne

braska; Sioux Falls, South Dakota; Council Bluffs, Iowa and Minnea

polis and St. Paul, Minnesota* It also distributed gas in a number 

of smaller communities, mostly in Nebraska, through its Peoples Nat

ural Gas Division* This phase of its business was not subject to 

Federal jurisdiction.

Northern had been in business since 1930; its investment cred

it was excellent and it had borrowed a good part of its capital at 

low interest rates. Its stock, which was listed on the New York Stock 

Exchange, had been on a dividend basis since 1935* As of the end of 

1951 it was estimated that Northern owned, or controlled under con

tract, approximately six billion cubic feet of natural gas* As gas 
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company reserves went these were substantial^ moreover they had been 

assembled during times when gas was abundant, and therefore cheap.

* The foundation for Opinion No. 228 was 

laid March 27, 1950, when Northern filed new rate schedules, increasing 

its rates. It estimated that the rates for which it applied would in* 

crease the revenues from the regulated portion of its business by 

$10,000,000. Northern claimed that these rate increases were noces* 

sary because of rising costs, a not unusual post-war complaint.

The proposed new rates were promptly suspended by the Federal 

Power Commission and the case was set down for a hearing. Later on 

the new rates were permitted to go into effect under bond. A father 

rate increase was filed during October, 1950, and in January, 1951 

Northern asked for certain changes in its tariffs. These additional 

increases and changes ultimately went into effect under bond, also.

Hearings were held during 1950 and 1951. There were numer

ous intervenors, most of them customers of Northern, opposing the 

rate increase.

^^ner'e decision.— During January, 1952, the presiding 

examiner in the case filed his decision. After some discussslon of 

the testimony of various rate of return witnesses he came to the con- 

elusion that six per cent would be a just and reasonable rate of re

turn. He noted, however, that the Staff of the Commission had reeom- 

mended five and one-half per cent.
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The presiding examiner at a Federal Power Commission hearing 

is the officer who conducts the hearings and passes first judgment 

on the testimony and evidence. Before his decision can take effect it 

must be formally adopted by the Commission itself. In the process of 

adoption it may also be modified, or the Commission may reject it and 

write a new decision. In this instance numerous parties to the pro

ceedings, including the Commission staff,took exceptions to various 

aspects of the examiner's decision. These objections were heard at 

oral argument during March, 1952. In June, 1952 the Commission hand

ed down its opinion, previously referred to as Opinion No. 228

Bate of return. - In deciding the case the Commission virtual

ly discarded the presiding examiner's decision and wrote a new one. In 

the matter of return, and rate of return, it found a net investment rate 

base, representing properties devoted to the interstate business, of 

$129,945,031. Cost of service was estimated at 138,041,317 and this 

included $7,146,977 by way of return, which was equal to five and one- 

half per cent on the rate base, aforesaid.

With respect to this finding the Commission observedt

Northern contends that a fair return in this case is 
not less than 6%, whereas the Staff contends that a fair 
rate of return is not in excess of 5^. We have examined

Nhe staff of the Commission will frequently take an adversary 
position in rate proceedings.

%n the matter of Northern Natural Gas Company, F.P.C.Docket 
Nos. 0-1382, 0-1533 and 0-1607. Mimeograph edition: June 10, 1952.
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all the available evidence of record on this subject and 
are convinced and find that a 5^ rate of return will pro
duce a fair and equitable "end result.

Capital costs emphasized. - In explaining why it consid

ered a five and one-half per cent rate of return adequate the Commis

sion directed most of its discussion to the capitalization of Northern, 

and its outstanding securities. The capitalization totalled $139,000,

000, which was about $10,000,000 more than the rate base. It was made 

up of fifty-six per cent long-term debt and forty-four per cent com

mon equity. The long-term debt, totalling 178,000,000, consisted of 

five issues of debentures, all of which had been offered for sale pub

licly, through underwriters, on favorable terms. The weighted average 

cost of this debt was 2.55 per cent, which was exceptionally low. This 

was the historic or ^experienced* cost of this debt capital; the Com

mission found it a proper measure of the cost of borrowed capital A

Northern had called attention to the fact that borrowed capi

tal might cost more in the future. To this the Commission replied that 

rate-making was a continuous process, and that when higher costs were 

encountered Northern might make that fact known in subsequent rate 

proceedings. This rejoinder was to appear many times in defense of 

historical cost.

Common equity. - No preferred stock capital was involved, for 

Northern had none outstanding. The Common equity was represented by

%bid., p. 14, mimeographed edition.

^The significance of such terms as experienced cost and histor
ical cost will be more fully explained in Chapter XV, infra.
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2,740,500 shares, having a par value of $10 each plus approximately 

$34,000,000 of premium, capital and earned surplus»

On the all-important question of a proper allowance for equity 

capital the Commission first set forth its concept as to what inves

tors had been seeking of natural gas stocks in general, and Northern 

Natural Gas common in particular, when they had bought them over a 

period commencing in 1946 and ending in 195!» It mentioned such 

things as earnings-price ratios, dividend rates and earnings payouts, 

and indicated that it considered them to be indicative of Investors* 

requirements, 5

Eomila employed. - The Commission did not then proceed to se

lect an appropriate equity return for Northern, based on such data. 

On the contrary it appears to have approached the question inductive

ly by first selecting a rate of return and then trying to see whether 

the resulting return to common equity, after an allowance for the 

debt capital component, was compatible with the data selected as in

dicative of investors* requirements. To do this it resorted to a cal

culation or formula which appears as a footnote to that section of 

the opinion dealing with rate of return. This footnote is reproduced 

at the top of the following page.

Allowance - The resulting allowance for the

common equity of Northern, after the adjustment mentioned in the last

%he significance of such terms as earnin^s-price ratios, nay out. 
yield, etc. in Chapter XH, infra.
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"COST OF CAPITAL" CALCULATION AS FIRST EMPLOYED BT TES FEDERAL

POWER COMMISSION IN THE ROETUERN NATURAL GAS OPINION

56% bonds x 2.55% cost of borrowed money - 1.43% 
44% common equity x 9.25% return on common * 4.0^ 
100% Over-all rate of return 5.50%

The earoings-price ratios do not include or reflect the 
cost of flotation. Therefore, in order to compare these 
ratios with the return provided on the common stock equity 
by a 5-4% rate of return, it is necessary to adjust the 
9.25% by a representative cost of flotation# j%.

F.P.C. Opinion No. 228, mimeographed edition, page 17, fn. 13.

line of the addenda to this calculation (see above) would have been

8.75%. The Commission concluded the rate of return section of the

Opinion with the following statement)

An 8.75% allowance for common equity with a 62.7% pay
out will result in a yield of 5.49% which is in excess 
of the average yield of the seven companies since 1945. 
We find, therefore, that a 5W rate of return for 
Northern is fair and reasonable.®

Effect on rates. - As result of this ruling most of the re

vised rate schedules filed by Northern were rejected as unjust and un

reasonable . Lower rates wore prescribed. Over-all Northern obtained, 

by way of rate relief, approximately fifty per cent of what it had 

asked.

^Opinion No. 228, mimeographed edition, p. 18.
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Insofar as this study is concerned, the one important thing to 

be noted in connection with this ruling is the calculation, set forth 

herein, at the top of the page preceding this one. It was of this for* 

mula, or calculation, that the critics. later spoke when they observed 

that the Commission was seeking to reduce the judgement factor in rate 

of return fixing to a mathematical formula, and tying it into stock 

market prices. This is the "cost of capital" calculation, or formula, 

which will be examined in greater detail in subsequent pages of this 

study.

Mississippi River Corporation

The second most important opinion to issue from the Federal 

Power Commission*s meeting room, embodying the allegedly new approach 

to the rate of return question, was Opinion Mo. 234, issued July 29, 

1952. It dealt with the rate increase application of Mississippi River 

Fuel Corporation, another "old line" natural gas company, which had 

been organised in 1928 to bring gas up from the Monroe fields, in 

Louisiana, to St. Louis, Missouri.

Solely a wholesaler. - Mississippi River Fuel Corporation was 

solely a wholesaler of natural gas. Some of its gas was sold to La

clede Gas Light Company, the distributor serving the City of St. Louis. 

Some of it was sold to Illinois Power Company, for distribution in Al

ton and East St. Louis. Certain other retailers were also supplied, 

but about sixty per cent of operating revenues was derived from sales 
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to several large scale industrial consumers which sales were not, of 

course, subject to Federal regulation»

Bate increase sought. * In 1951 Mississippi had filed new 

rate schedules with the Federal Power Commission, applying to its 

sale for resale business. In the proceedings which followed it con

tended for a rate base of $47,901,000 and submitted an estimated cost 

of service of $22,844>4S5, which included a return of $3,113,616 

which was equal to Mx and one-half per cent of the rate base.

Commission findings. * In its Opinion No. 234, dated July 29, 

1952 the Commission found a net investment rate base for Mississippi 

of $45,516,439, said to represent the properties devoted to the in

terstate business. This was equal to about 90 per cent of the net 

plant, per books, as of the end of the preceding calendar year. Cost 

of service estimates were revised to $20,615,768 which included & re

turn of $2,730,986, equal to six per cent of the rate base, aforesaid.

Capitalisation considered. - In coming to the conclusion that 

a six per cent rate of return would produce a fair and equitable "end 

result* the Commission dwelt exclusively on factors relating to the 

capitalization of the company, the cost of servicing debt capital, 

and upon the earnings, dividends, payout and yield of the company's 

common stock»

In respect of debt capital the Commission indicated that it had 

taken into consideration a 'cost of servicing* this debt of 3.50 per 

cent. Thia was, in reality* historic cost, except that it took ao- 
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count of the cost of servicing a new issue which had just been sold, 

bearing a 3-5/8 per ©ent interest coupon»

In regard to equity capital the Commission first set up a sort 

of standard — evidently an average — which it sailed "investor* a ap

praisals of the common stocks of seven natural gas companies"which 

stocks were held by the public and traded on recognized exchanges, and 

therefore had a relatively active market. It observed that this aver

age indicated that over a five and one-half year period investors had 

been requiring a return of 8.1 per cent on funds invested in the pur

chase of such shares. Return meant earnings in relation to market val

ue, rather than dividend return, for the opinion went on to say that 
the same stocks had shown an average yield? of 5.1 per cent during that 

period. This was associated with a dividend payout equal to about 57 

per cent of earnings «

On this showing Mississippi*s request for an allowance of 10^ 

per cent was turned down. The equity allowance was reduced to per 

cent, or nine per cent "after allowing to cover cost of financing.* 

A nine per cent allowance for the equity, with a 66-2/3 per cent divi

dend payout, the Commission reasoned, would result in a yield of six 

per cent, which was better than the showing made by the seven stocks 

with which Mississippi was being compared.

Formula employed» - The "cost of capital" formula, previously

?A financial term meaning the annual dividend rate divided by 
the market price»
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mentioned» appears in brief form as a footnote to the concluding par* 

agraph of the rate of return section of this opinion, it was set forth 

as follows*

58# % 3.50% - 2.03# 
X 9.506 -3^ 

10W 6.02?

The Commission concluded its discussion of rate of return by 

saying that since Mississippi's direct industrial sales were not regu* 

lated, stockholders would likely realize a higher return on their in* 

vestments than the Commission had allowed them as their share in the 

regulated business,

Colorado Interstate Gas Company

The third opinion to exemplify the Federal Power Commission's 

"new look" at rate of return determination was Opinion ho. 235» also 

issued during July 1952, in the matter of Colorado Interstate Gas 
Company,7* The circumstances leading up to this opinion were slightly 

different from those which had resulted in the other two, in that it 

represented the climax of an investigation. of Colorado's rates which 

the Commission had undertaken on its own motion.

History. * Colorado had been organized in 1928 under the 
auspices of certain oil and public utility companies^ to bring natu

ral gas into the state of Colorado from the Amarillo and Hugoton fields 

of Kansas and Texas. it sold no gas at retail, One of its principal

7&H f.p.c. 32k

"See page 83, supra. 
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customers, and one of its principal stockholders, was Public Service 

Company of Colorado, the electric and gas utility serving Denver* In 

1951 Colorado had merged with its principal natural gas producing af

filiate, Canadian River Gas Company. In the following year Colorado 

became a publicly owned corporation, after certain of its original 

sponsors sold their shares.

As previously noted, the purpose of the rate investigation 

which the Federal Power Commission had instituted was to determine 

whether or not the rates charged by Colorado were just and reasonable. 

The Commission* s finding was in the negative and the company was ord

ered to reduce its rates. The rate reduction aggregated $3,227,000.

Rate base and cost of service* * In the details of the case 

the company and the Commission were not far apart as to the rate base. 

The Commission adopted a value of $57,0^8,988, or only $150,000 less 

than the company had claimed. There was, however, a divergence of 

opinion as to whether Colorado should be permitted to deduct in cost 

of service for the losses which it allegedly suffered as result of 

its operation of a plant which extracted gasoline and other liquid 

hydrocarbons from the *raw* gas before it was introduced into the 

pipe line.

The Commission refused to allow the company to do this. It 

also trimmed various other items entering into the company’s cost of 

service estimates’, including the rate of return,which it cut to 5*3A 

percent.
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The Commission observed that this 5*3/4 per cent return 

seemed fair and reasonable, and adequate to assure confidence in 

the financial soundness of the utility; to maintain its credit, 

and to enable it to attract the capital necessary for the proper 

discharge of its public duties

in arriving at its conclusion that 5*3/4 per cent was 

fair and reasonable the Commission went into considerable detail 

concerning Colorado's capitalization and capital costs.

As of December 31, 1951 the capitalization of the company 

had been as follows*

___ tan pral
Long*tem debt $29,600,000 53.9
Preferred stock 2,000,000 3.6
Common stock and surplus .23.314.OPP,. AS,

Total $54,914,000 100.0

In discussing capital costs the Commission concluded that 

3.21 per cent, the historic cost, was an appropriate allowance 

for debt capital. In the ease of the preferred stock it allowed 

six per cent, the annual dividend rate.

Allowance for common. - In the matter of an appropriate 

allowance for the common stock it should be noted that one of the 

principal hinderances to an accurate determination of this factor 

was that up until a short while prior to the hearings the stock had

^Opinion Kb. 235, Federal Power Commission, mimeographed 
edition, p. 42.



www.manaraa.com

117

been closely held. That is to say, there was no quoted market for 

the stock or indication as to the price at which it might change 

hands. In short "investors' appraisals" were lacking.

To get around this difficulty Colorado sought to show that 

eleven per cent would have been an appropriate allowance. To sup

port this claim it had offered expert testimony based upon the r»* 

latlonship of earnings to the net proceeds resulting from the 

cent sales to the public of th® comen stock of different 

natural gas companies. The Commission rejected this evidence on 

the ground that all but one of the offerings had been to the stock

holders of the companies, through a device known as "rights," and 

at prices belw market .10 It said

Such types of offering do not represent the Wat prices 
that these companies could have received and, therefore, 
the results obtained therefrom cannot be wholly relied 
upon in determining the investors’ appraisal of the cost 
of equity capital.11

Return allowed. - The Commission fixed an appropriate allow

ance for the common at 8.95 per cent, or 8.45 per cent after an allow

ance of one-half of one percent to cover what it described as financ

ing costs. In arriving at the conclusion that this was fair the Gee* 

miselon indicated that it had given consideration to statistics show

ing that a group of publicly traded natural gas pipe line company

^For a discussion of the subject of rights in cost of capital 
determination see Chapter XIII infra.

ÜF.P.C. opinion No. 235, pp. 38-9.
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stocks had been selling on an average earnings*pdeB ratio basis of 

8.2 per cent during the five year period preceding August, 1951.12 

The Commission also indicated that it had given consideration to the 

price obtained on the occasion of a public offering of Colorado's 

own common stock, which had taken place just two days prior to the 

close of the hearings. This stock had been offered for sale at 

$26.75 per share, and the selling stockholders, who were Sinclair Oil 

Corporation and four investment banking concerns, had netted $25«25 

a share therefor, after the payment of all expanses, including under

writing fees. Based on the earnings of $1.88 per share shown at the 

time ,this was on an earnings-price ratio basis of seven per cent. The 

Commission further noted that the offering had been oversubscribed, 

suggesting that in the opinion of those who bought it it was not 

at all overpriced at the offering figure.

No formula - It should be noted that in this Opinion the Com

mission did not allude to a calculation or foraula, such as it had 

used in the Northern Natural and Mississippi River Fuel opinions pre

viously discussed. However the use of such a formula was implicit in 

the data used and conclusions formed. Had such a formula been used it 

would probably taken the form shown at the top of the following page.

Rehearing. - Colorado moved for a rehearing, and a stay of 

the Commission's Order reducing rates. The substance of its complaints

^Later on it will be shown that the oaraings-priee ratio, or 
rate at which earnings are capita Used, is one of the chief clues to 
the cost of equity capital.

%
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Cost of Capital Calculation probably employed in the

Colorado Interstate Opinion

Long-term debt 53.9% 6 3.21% « 1.73%
Preferred stock 3.6% $ 6.00% x .21
Common stock and

surplus 42.5% 8.95% * 3*81

Rate of Return allowed 5.75%

with respect to rate of return were (a) that the Commission had used 

the historic cost of debt capital rather than its replacement cost; 

(b) that in determining the return to be alleged on equity capital 

it had applied its 8.45 per cent to the book value, rather than to 

the market value of the equity; and (c) that it had been cut down to 

the «bare bones* cost of its capital, whereas it needed an «extra 

fillip* In the rate of return to make its offerings more attractive 

to investors in the future <

Review. - In reviewing the case in the light of these com

plaints the Commission yielded nothing on any of these points. With 

respect to the «extra fillip* which Colorado insisted was necessary 

in order to make its securities more attractive to investors the 

Commission said that such an allowance was not even remotely appropri

ate, insofar as debt securities were concerned. With respect to equity 

securities the Commission proceeded to compare the going for equ#y 

capital for natural gas companies, which it found to be 8.3 per cent, 

with the offering #ta on the Colorado Interstate stock sale, which 
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was 7 per cent. The Commission observed that all this had been taken 

into consideration when it allowed 8.^ per cent for the common 

equity. It said:

Our rate of return of 5*70 when broken down by capital 
elements# results in an 8J^ return on the common equity 
after an allowance of for the cost of floating the 
stock, Accordingly we allowed more than the "bare bones* 
cost of capital*13

Concerning the other point# namely# the applicability of the 

rate of 8*M per cent to the market value# rather than to the book 

value# of the common stock# the Commission said:

Such an application would have the effect of departing 
from the investment rate base and substituting# in part 
a fair value rate base according to the proportion of com
mon stock to other capital of the company,^

Appeal* - Colorado Interstate appealed to the Circuit

Court of Appeals for a review of the Commission*s Order# stemming 

from the Opinions in this case* The appeal was made on several 

grounds, rate of return being one.

The Court of Appeals for the Tenth Circuit exmined the mat

ter at considerable length and came to the following conclusion as 

regards the rate of return issue:

While the rate of return of is lower than any 
rate heretofore established which has been called to our

-^F.P.C.Opinion Io. 235-A, September 26# 19$2# mimeographed 
edition, p* 6,

^F.P.C.Opinion Ho. 235-A, p. 17.
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attention, that in itself is not suspect, nor may we 
overturn it merely because we as the trier of facts 
might have established a higher rate* From the record 
we cannot say that a rate of return of 5-3/W properly 
computed is unreasonable and therefore confiscatory .15

The Order of the Commission was reversed and remanded to the

Commission for reasons other than rate of return. The matter was

ultimately brought to the attention of the United States Supreme
Court, but rate of return was not an issue .1^ For all intents and

purposes the Court of Appeals ruling would appear to have been 

final.

The Northern Natural Gas Opinion, the Mississippi River Fuel 

Opinion, and the Colorado Interstate Opinion caused much concern in 

regulatory circles. This aspect of the matter will be examined in

the next chapter.

#u.s.c.A. 10, %. liShl, 731.

a.s. 818
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investor and industry reaction to the opinions outlined in 

the precedlr^ chapter was not favorable. The first cry of alarm 

against them was raised in the September 2, 1952 edition of The 

Outlook, a weekly publication devoted to stock market forecasting, 

security analysis and investment counsel.1

In an article headlined ’Rew Rate Policy Clouds Gas Outlook” 

the editors of that publication observed that the new approach to 

rate-making, exemplified by these decisions, would limit the market 

movements of natural gas equity stocks, put a ceiling upon earnings, 

and rob natural gas stocks of their "growth* appeal. By way of 

remedy the article recommended a change in the personnel of the 

Federal Power Commission, Congressional legislation, and an appeal 

to the courts.

The industry. - Speaking before the Mew Turk Society of Se

curity Analysts during October, 1952, Mr. Paul Kayser, President of 

El Paso Natural Gas Company, a prominent industry unit, said that 

uncertainties due to Federal Power Commission adoption of a formula 

method for setting the rate of return would . cheek the flow of

^Published by Standard & Foor's Corporation, Mew York, M.T. 
A photostat copy of this article is furnished in the Appendix.
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money available for the growth of the pipe lines»*

Investors. * In a paper which was read before the Independent 

Natural Gas Producers Association in conventW at Ctaaha, at about 

the saase time, Mr. B. C. Hagerty, Financial Vice President of the 

Metropolitan Life Insurance Company characterised this procedure, 

which he termed a «cost of money” approach,as being «mechanistic* 

and tending to «establish impossible rateNaaking problens»* since 

it was «tied to price fluctuations of the stock market." He also 

called it faulty because it dealt largely with the historic past and 

refused to recognize that investors were concerned with future pros* 

pacts» He said further that the method provided no oaspensatioB, or 

marginal award, for managerial efficiency, and would result in dif

ferent returns being fixed for different companies, according to 

their capital structures» He, too, concluded that ^e «new ^preaA* 

would «drastically hamper the raising of new capital.®2

the Metropolitan, it might be noted, bad been a heavy investor 

in the bonds of many of the pipe line companies. So far as can be de* 

termined It did not sell any of the bonds which it was hole&ng at the 

time of these decisions and has, as a matter of fact, bought many more.

Editorial. * The concern of the natural gas industry was also 

noted editorially in W&B gwWfMfr» « periodical which,

as suggested by previous ^notations therefrom, acts as a forum. X

%r. Arnold LaForca, another investment officer of the Metro* 
poHtim, who is now Financial Vice President of El Paso Natural Gas 
Company, was co-author of this paper.
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for the discussion of various matter* affecting the public utility 

business, including, particularly, regulatory matters.

Under the caption What Others Think" there appeared in the 

November 6, 1952 edition of this publication the following comment:

Xi is no longer any secret that there is an Increas
ing concern in the natural gas industry over reatrtc* 
live regulatory policies of the Federal Power Comis
sion.

the article cited the Northern, Mississippi and Colorado In

terstate opinions and hinted# darkly, that the industry might 

ize a *task force" to seek remedial legislative action.

In the same edition of publie Utilities lortni^.tly Mr* CVeu 

Ely, its financial editor, inquired as to whether the Federal Power 

Commission was "turning a damper on natural gas expansion, "and report

ed that in the opinion of Many Wall Street observers the Commission 

was paying only perfunctory attention to the Supreme Court objective 

of making it possible for public utilities to raise capital. He con

cluded that such opinions as these would only servie to make it more 

difficult for the industry to finance.3

widens, of sundry "expert^#* - Another commentator on the 

situation in Public Utilitieswas Dr. Ralph E. Badger, a 

professional witness on investment matters. Dr. Badger was critical 

of the new approach because, he said, something which he called the

M1. L, Bo. 10, p. 734 rod p. 727.
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"growth factor" had been neglected in fixing the rate of return.^ It

will be recalled that The Outlook article commenting on the Northern 

Natural Gas opinion voiced a similar complaint.

It appears from Dr. Badger’s testimony in various rate cases 

before the Federal Power Commission that the growth factor is a meas

ure of the rate at which a corporation grows by reinvesting portions 

of its profits in the business, instead of paying them out as divi
dends. This process is sometimes also called "plough back."^

in a series of articles in Public Utilities Fortnightly Dr. 

J. Rhoads Foster, a public utility economist, criticised the new ap

proach from a number of angles, but seemed particularly concerned be

cause allowances were not being made for the depreciation in purchas

ing power which the dollar had suffered since the end of World War II

Numerous other complaints, in similar vein, were expressed 

in various other publications following the issuance of these opinions.

^Badger, R.E., "Impact of the Northern Natural Gas Decision on 
Financing," DsU (November 10, 1952), pp. 751*60.

According to Dr. Clemens’s views, outlined at pp. 39*40, 
supra, "the inclusion within the allowable return of a certain amount 
in excess of dividend requirements to be credited to surplus is of 
doubtful propriety." Accepting the premise that investors generally 
expect a certain portion of profits to be reinvested in the business, 
it would seem as if the "growth factor" resulting from "plough back" 
would be a natter which is up to the board of directors of the enter
prise, rather than the regulatory agency which merely sets the over
all rate of return.

^Foster, J.R., "Capital Cost and Fair Return," Ulis5 (March 4, 
1954) pp. 267-282; 6 (March 18, 1954), pp. 340*346; 7 (April 1, 1954), 
pp. 421-433.
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Federal Power Comission defense * Federal Power Commission 

members were Jnlck to deny that there was anything new or novel about 

what they had done. In an address to the same New fork Society of 

curity Analysts which Mr. Kayser had addressed,Chairman Buchanan of 

the Commission said that financial data, bearing upon the cost of cap

ital# had been introduced in rate cases as far back as he could remem

ber, Dr. Nelson Lee Smith, another member of the Commission, and an 

undoubted authority on rate of return,? told the American Bar Associ

ation that there was nothing novel about what the had done,

or anything fixed or imitable about the six per cent rate, which had 

been undercut in two instances.

The ,<mix of the - it may be that Dr. Smith»® remarks, 

anent the six per cent rate, went to the crux of the issue, and that 

the industry was more disturbed because the six per cent barrier had 

been penetrated on the down side, than it was outraged because a new 

technique was being employed in the rate-making process.

Bp to the end of 1943 the Commission had been allowing natural 

gas pipe Une companies 6& per cent by way of rate of return. Commenc

ing in 1944 the rate of return regularly allowed was six per cent, and 

this much had been allowed as recently as April, 1952, in the Atlantic 

Seaboard case.^ Did the Northern and Colorado Interstate opinions,

^Commissioner Smith was the author of the authoritative Fair Rats 
of Return in Public Utility Rate Kaking quoted from at length in Chap. IV.

?* P.P.C .Opinion No. 225, issued April 25, 1952, in the matter of 
Atlantic Seaboard Corp., Docket No. G-1175.
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then, represent a further trimming of the standard rate ?

Trend of electric ret^rBj^wggggg, * It was a well known fact 

that rate of return allowances for companies in the electric light 

and power business had been and still were in a long-term downward 

trend. Numerous companies serving highly concentrated service areas 

were being required to get along on less than six per cent. There 

was the added fact, to which the natural gas business might have been 

giving special head at this juncture, that as recently as 1949 the 

Federal Power Commission had ruled that 5.25 per cent was an suffi* 

dent rate of return for Pennsylvania Water & Power Company, a well- 

entrenched electric generating company which wholesaled energy to dis

tributors in Pennsylvania and Maiylind.^ Moreover this action by the 

Commission had been upheld in the United States Circuit Court of Ap

peals for the District of Columbia .9

A^rea^uard action T * Thus it could have been that the natu

ral gas business, and investors too, seeing similar possibilities 

closing in on them, were mustering forces to fight a stiff rear-guard 

action against being similarly overtaken. As pointed out earlier it 

had not been too long ago that the "standard" rate of return for natu

ral gas companies had been # per cent. Then it had been cut to six per 

cent, Now, when the industry appeared to be on the threshhold of a

% F .P.O. 1, 76, 

9193 Ml, 230. 
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considerable period of expansion was no time to take a blow like 

this lying down.

Whether or not the Commission had done the business any per

manent harm remained to be seen. Certainly those who expected its 

growth to be stunted were not right. Looking at the business from 

the point of view of 1956, it seems as vigorous as ever. A line is 

just now being completed to carry gas into the Pacific northwest. 

Its estimated cost is $150,000,000, and a good part of the money is 

being furnished by the Metropolitan Life Insurance Company 1 

1er can it be said that natural gas company common stocks 

have failed to give a good account of themselves, marketwise. It 

is pertinent to note that Moody's average of ten natural gas trans

mission line company common stocks was 50 per cent higher at the 

end of 1956 than it was at the end of August, 1952, when the Northern 

Natural Gas opinion denouncement appeared in Standard & Poor's The 

Outlook. This compares with a 35 per cent gain th the Dow-Jones 

public utilities stock price average, between those dates.

Such facts do not, of course, prove that cost of capital is 

a proper measure of the fair rate of return for natural gas pipe line 

companies, although the results to date would not seem to indicate 

that there wmsaanything particularly unfair about it. To arrive 

at a sound conclusion in this respect remains a principal objective 

of this study.
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TABLE VII

RATES OF RETURN ALLOWED NATURAL GAS PIPE LINE COMPANIES

RI Tm FEDERAL POWER COMMISSION PRIOR TO JULI 19#

Date Kano of Con^any Opinion 
No.

Rate of 
Return 
Allowed

7-23-60

7-23-60 
3- 8-62 
5-26-4)2 
9-23-4)2

l)-16-!)3 
7-28-63 
9-21-4)3 
9-22-4)6
11- 9-65 
2-16-66 
3-22-66 
1-10-67 
7-22-67

9— 2—68

6-13-51 
8-10-51 
6-25-52

Natural Gas Pipeline Co. 
of America

Texoma Natural Gas Company 
Canadian River Gas Company 
Hope Natural Gas Company 
Panhandle Eastern Pipe Line
Company

United Gas Pipe Line Company
Cities Service Gas Company 
Memphis Natural Gas C^any
Godfrey L. Cabot, Inc.
Mississippi River Fuel Corp.
Penn-Tork Natural Gas Corp. 
Montana-Dakota Utilities Co.
Ihxited Fuel Gas Company
Tennessee Gas Transmission

Company
Pittsburgh & West Virginia
Gas Company

Ohio Fuel Gas Company
Hope Natural Gas CoBç>any 
Atlantic Seaboard Corp.

69

69 
73 
76
80

90

106 
117 
126
129 
132 
165
153

168

211 
a
225

6» %

6M ii

II

6 %
6 X
6 %
6 %
6 JC

6 X

6 X
6 X
6 X

a * Decision of a Presiding Examiner in F.P.G. Docket 
Ro. G-12#
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CAPITAL ABD CAPITAL COSTS
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CAPITAL AND CAPITAL ISSUES

This part of this study is to be devoted to the technical 

aspects of capital cost determination. However, since capital is 

a word of many meanings it seems worthwhile to devote some time to 

a consideration of this, and certain other related terms.

Economic capital. - Capital in the classical economic sense 

signifies the material things which are placed at the disposal of 

the managers of a business enterprise in order that they may pur* 

sue the objectives for which the enterprise was organised.

Considered in this light the economic capital of a natural 

gas pipe line company would be the gas wells, gathering systems, 

processing plants, transmission lines, compressor stations, meter

ing and regulating stations, buildings, mechanical equipment and 

other accessories which the company needs in order to deliver gas 

to its customers. These things might also be called capital as

sets.

Business capital as a whole also includes certain fbnde, 

earlier called circulating capital, but now called working capital, 

which most business enterprises need in order to keep going while 

they are waiting for their customers to pay their bills.

Genital fund. • Of principal interest here is the concept 

of capital as a sum of money or fund placed at the disposal of the
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directors of the enterprise to be spent by them for the purpose of 

purchasing or constructing such capital assets end other things 

which they need in order to pursue the purposes for which the busi

ness has been formed. As the day has long passed when an individual, 

or even a family, can put up the money necessary to launch an import

ant enterprise of any description, more especially a long distance 

natural gas pipe line, such funds must necessarily be assembled from 

various sources. The manner of doing this will be explained presently*

In accordance with prevailing practices a portion of this 

capital fund will invariably have been contributed to it more or 

less permanently by those who have faith in its profit making possi

bilities. This is the entrepreneurial or stock capital, sometimes 

also called the risk capital.

Another portion of the capital fund will sometimee consist of 

funds which have been borrowed, on a long-term or short-term basis. 

This is called the debt capital.

Capital issues. - To symbolize their claims, and validate 

their interests, those who have loaned money to an enterprise, and 

those who have contributed its permanent or stock capital, are usually 

furnished with curtain certificates or other documents. In the case 

of borrowed or debt capital the documents furnished will usually be 

called bonds, debentures or note. In the case of capital more or less 

permanently subscribed the documents issued will be called stock certif 

ioates.
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Bonds# debentures and notes; preferred and common stocks are 

the securities most frequently issued* Sometimes there are others, 

devised to meet special circumstances or special demands. Sometimes 

they are convertible from one type into another* Debentures and pre

ferred stocks which are convertible int> common stock have a special 

appeal for certain classes of investors* A convertible feature is 

sometimes very useful in keeping borrowing costs down when money rates 

are high, in the post war financing of natural gas pipe lines frequent 

use was made of short term notes which were redeemable at maturity in 

preferred stock, at the issuing company's option. This was to get 

around certain provisions of The Natural Gas Act which forbade the 
payment of dividends out of capital account*^

in what Bonbright calls ° the hierarchy of security issues’* 

these capital issues rank among themselves according to the order in 

which their claims to an interest in the enterprise would be satis

fied out of the corpus of the enterprise in the event that it was 

liquidated. This is the same thing as saying that they are classified 

according to risk*

Nature of securities* * Economists and authorities on invest

ment matters generally accept the theory that the securities described 

above represent, to their owners# a series of expected returns plus, 

in some instances, the promise of the ultimate repayment of

Section 12 of the Act; 15 U.S.Code 717(k).
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the sums advanced ♦ In the case of bonds, debentures and notes the 

returns are called interest; in the case of stocks they are^called 

dividends.

febt capital. - The borrowed or debt capital of an enterprise 

is sometimes referred to ah ♦•hired* capital, a ver} descriptive term* 

It represents, in tïie main, capital funds %, hick the directors believe 

they can use to advantage in furtherance of the ultimate objective of 

the business, which is to make profits* If the return being earned 

on the permanent capital of the business is nine per cent, and debt 

capital can be hired at four per cent, then profits may presumably be 

enhanced by the use of the additional capital funds. A very import 

tant point to be reueaberod is, however^ that debt capital almost al

ways has to be repaid.

Bonds, debentures and notes * From the issuing company’s stand

point the debt in: truments which it issues represent undertakings to 

pay interest at regular intervals (usually semi-annually) for the use 

or hire of the money, and to pay the principal amount borrowed at the 

due date, or over a period of time. Repayment over a period of time 

may be accomplished by a device known as a sinking fund into which 

money is paid at regular intervals, and which is applied by the trus

tee of the sinking fund to the purchase or redemption of outstanding 

securities.

Corporations will sometimes pledge their properties as security 

for such loans, Qy so doing they minimise the risk which the lender as-
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assumes and, at the same time» secure their capital funds at a lower 

rate of interest, Money» like most commodities, has its price, Se

curity of loans is one of its standards.

If a formal obligation is issued without pledge of properties, 

it may be called a debenture in American financial parlance, If the 

due date on an unsecured loan is less than about ten years it may be 

called a note, although there is no hard and fast rule about this, the 

foregoing refers to securities which are offered for sale to the pub

lic; the instrument betokening an obligation to a professional lender, 

like a bank, is almost always called a note.

In the ease of debt securities the undertaking to pay interest 

and repay the principal is usually quite rigid. The issuing company 

may not fail to do the things it agrees to do without running numer

ous risks. A day’s delay in meeting an interest coupon might be ex- 

trebly harmful to the issuing company’s investment credit. Persistent 

failure to meet obligations of this nature can lead to receivership, 

loss of properties or even bankruptcy.

Few managements could ride out such crises and still remain ef

fective. For this reason they are usually reluctant to over extend 

their borrowings of capital without having an adequate cushion of per

manent or equity capital. In the natural gas pipe line business a 

good practical rule is that borrowed capital should never exceed. smM* 

ty-flve per cent of the total permanent capital (short-term temporary 

borrowings excluded), and many of the more conservatively managed com- 
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Ponies strive to keep the debt ratio much lower* Some oompaaies 

avoid debt capital entirely, but this is rare in the public utility 

business*

Entrepreneurial or stock capital - stock capital as a class 

is often subdivided into preferred stock capital and common stock 

capital. The preferred stock capital is sometimes further subdivid

ed as between first preferred stock and second preferred stock, but 

this seems to have gone out of practice in the public utility bus!-* 

ness* Technically both types of stock capital participate in the 

profits of the business but the participation of the preferred stock 

is usually limited to a specific dividend rate. Ordinarily it would 

not receive more out of the profits of the business even if they 

were of bonanza proportions.

In point of fact when everything is going well there is lit

tle discernible difference between the position of a preferred stock

holder in a natural gas pipe line company, and a bondholder. Both 

require payments of specified sums at regular intervals. We are not 

here concerned with tax problems. The only time when preferred stock 

capital takes on different characteristics is when trouble impends* 

A company may defer or fail to make dividend payments on its preferred 

stock without suffering anything greater in the way of consequences 

than damage to its investment credit, insofar as this particular issue 

is concerned, something which it may take years to correct, As pre

ferred stock dividends are usually cumulative, a payment deferred must
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Bement of equity capital. - Participating capital of the 

common share class is aeldm, if ever, repairable unless the enter* 

prise is liquidated.3 It is not unusual for participating capital 

in the preferred stock class to be repaid, either through redemp

tion,or over a period of time by a sinking fund or retirement fund. 

In fact,in the natural gas pipe line business,provisions for the 

redemption of preferred stocks over a twenty-five or thirty year 

period are frequently noted.

Equity. * Equity is a word which is sometimes used to des

cribe all of the participating capital of a corporation, including 

preferred and common stock. At other times it is used to describe 

only the common share capital, including earned and paid-in surplus* 

es. Where used in this study, henceforth, it will have the latter 

significance unless otherwise noted.

Assets and liabilities. - Accountancy differentiates between 

material capital and working capital, on the one hand, and the claims 

representing capital funds on the other, by designating the first 

mentioned type of capital as capital assets, and the other as capital 

liabilities.

The "original cost" doctrine of public utility accounting as

sumes an equivalency between capital assets and capital liabilities,

3&ecognition is given to the fact that certain companies en
gaged in extractive industries, such as mining and oil and gas pro
duction have been able to have portions of their annual dividends 
declared to be a "return of capital" for tax purposes.



www.manaraa.com

139 
an assumption which supports the postulate that the cost of capital 

funds, or money capital, is directly related to the question of fair 

return on economic capital*

Capitalisation* * Capitalisation is a financial or fiscal 

term» One accounting authority says it «consists of the legal and 

economic relationships among and between the corporation and the per* 

sons who have supplied its investment capital»8

From a practical standpoint capitalisation embraces the sum 

total of the book values of all the securities which the corpora

tion has outstanding, including in the book value of the common 

stock all stock premiums; capital, paid-in and earned surpluses.

Short-term debt is not usually regarded as a part of the cap

italisation unless it obviously represents permanent capital; that 

is to say, funds which have been converted into permanent capital 

assets»

Investment credit. - During the course of this discussion 

reference has been made, on occasion investment credit* This is 

a somewhat nebulous,but very important factor which represents a 

company's ability to raise capital funds by selling its securities. 

It is the measure of the issuing company’s character, integrity and 

trustworthiness in the financial world. It is something which every 

company which must obtain its capital funds from the public guards 

as carefully as an honest man guards Ms personal reputation. Good 

investment credit is valuable at all tines, but it is especially 

valuable in times of stress*
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It is axiomatic in the business world that well managed 

corporations will make every effort to meet their obligations* 

including interest and sinking fund payments on their debt se

curities* and dividend payments and other requirements relating 

to their preferred stocks • It is unfortunately true that not all 

of them are able to do these things at all times. Experience has 

shown that corporations can and do fail to pay interest on their 

bonds and debentures, and sometimes cannot meet payments on the 

principal when due. Preferred dividends have often been left un

paid for long periods of time. Such defaults occur with distres

sing frequency during "hard times." Ability to live through such 

periods without untoward financial incidents is one mark of a well 

founded enterprise. Happily it can be stated that most natural 

gas pipe line companies presently seem to be in this category, but 

it is also necessary to observe that several of the very largest 

have not, as yet, been exposed to this test.

Lfree mai^et* - It seems important to emphasize again, 

what has already been stated, that the possessors of savings are 

under no obligation to commit them to any particular form of enter

prise. It is true that some institutions and individuals prefer 

securities to other forms of investment, but generally speaking the 

market is free and the saver has a wide range of choice. A good 

reputation with investors is therefore of importance to enterprises 

which must frequently draw on the capital market.
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THE PROCUREMENT OF CAPITAL FUNDS

According to generally accepted concepts the principal sources 

upon which entrepreneurs may rely for funds with which to finance cap* 

ital expansion are business and personal savings. Business savings 

consist largely of sums set aside out of income for the retirement or 

replacement of capital assets, sometimes called depreciation and de

pletion accruals; and retained earnings, that is to say, profits not 

distributed to stockholders in the form of dividends. Personal sav

ings are the sums which individuals set aside out of their income for 

various purposes and which reappear in the form of bank deposits, 

premiums paid to insurance companies, repayments of mortgage loans, 

investments in stocks and bonds, contributions to retirement funds 

and so on.

When a business is growing, as has been the case with natural 

gas pipe line companies since the end of World War II, its own savings 

will seldom, if ever, suffice for its capital needs. Accordingly, it is 

then necessary for that business to draw upon the savings of others in 

order to meet its capital requirements. This it does by issuing secur

ities and selling them.

The capital market, - The economic region in which securities 

are exchanged for savings is called the capital market or, more narrowly, 

the securities market. The symbol of this market is Wall Street; never

theless the market is nation-wide. It is a market which is maintained
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ty MndiWg of wmrltios de&We, It

ro&cWg into avoiy oowunity within reach of toloph^o^ tel^gra^io

or postal commun! cations.. It is a free market and an extraordinarily

sensitive one. lender ordinary circumstances its ability to absorb

securities, i.e.. «KBhanga thm fbr savings, is #od*

f^r eapital * Such has been the growth of the

natural during the past dee&de tW it Ms been for<W 

to draw heavily upon the savings of others in order to procure the 

necessary capital funds. Over this period natural gas companies w 

a group have issued and sold more than $6 Millen of securities.

Most of this has been new and Mditioml capital; wry little of it 

has been employed for refunMng. More than half the funds raised 

have gone into pipe line construction. Table below, shdWthe 

volume of securities placed on the market by the principal divisions 

of the Industry#

WIE ŸIU

$BCb&ITIES SOLD ^Tha&L GAS GWASW 1%6 19$^

(allllona of dollara)

Division of the industry
Bonds, de
Ventures 
and notea

Preferred
stock

r
Total

Distribution companies
3,016
1,024

So 303
131

3,703
1,265

Molding coapaniw 937 321 1,258

Total 3*977 494 75$ 6,2^
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Saturai gas companies have not, of course, been the only

enterprises offering securities for sale in the capital markets 

during this decade* Several times $6 billion of new securities 

have been offered for sale by railroad companies, electric compan

ies, telephone companies and industrial concerns, to say nothing 

of state, town and city financing and United States government ©f- 

xerings. In short, whatever sums the natural gas companies have 

taken out have been secured in competition with others seeking the 

available savings*

< SglMsg

- For a long period of time, prior to the 

Great Depression, the traditional method of selling securities to 

raise capital funds was for the issuing company to call in certain 

security merchants, variously called investment bankers or under

writers^ and to negotiate with them concerning the terms and condi

tions of the offering. It not infrequently happened that the under

writer summoned was one with which the issuing company had had pre

vious dealings ; it might be that it was a firm which had acted as 

financial adviser to the issuing company over a period of time. It 

might be a firm which had a director or two on the board of the 

issuing company.

When the terms and conditions were decided upon,the issue 

was customarily sold, eg bloc, to the favored underwriter and others
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who became associated with him for the particular purpose of taking 

up the issue. The syndicate, as this underwriting group was some

times called, then proceeded to distribute the issue through its mem

bers' selling organisations and their associated dealers.

This method of selling securities came in for considerable 

criticism following the market collapse of 1929-32. In the reform 

period which followed it was frowned upon for companies having pub

lic responsibilities, such as public utility companies and railroads. 

It is still followed by some industries and companies, including a 

few natural gas pipe line companies to whom it is not prohibited.

Competitive bidding* - One alternative to negotiated sale 

is sale by competitive bidding. States, counties and municipalities 

have used this method of selling their securities for a long period 

of years, and it is now prescribed for railroads subject to the 

jurisdiction of the Interstate Commerce Commission, for publie util

ity companies subject to the jurisdiction of the Securities and Ex

change Commission, under the Public Utility Holding Company Mt, and 

for public utilities generally in about half the states.

Under competitive bidding the issuing company makes ready its 

issue, leaving such details as the interest or dividend rate, and 

call prices to be determined at the time of the bidding. The security 

is registered with the Securities and Exchange Commission and the issu

ing company advertises for bids, to be opened at a specified place at 

a given time and date. PreHminaiy copies of the registration statement
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and bidding papers are furnished interested bidders» A briefing ses

sion is held at which questions are answered and additional informa

tion furnished concerning the security about to be offered.

At an assigned date and time the bids are opened and the offers 

analyzed to determine which is the most advantageous one from the issu

ing company's point of view. The award is made# a contract closed and 

shortly thereafter the issuing company receives its money. The offering 

will usually be offered for sale as soon as possible after the closing.

If the underwriters have gauged the market correctly they may 

sell the issue within a few hours. If not, and the issue is "sticky” 

it may "stay on the shelf" for a number of days, during which the orig

inal public offering price will be maintained, When the syndicate 

"breaks up" any portion of the issue which remains unsold may be of

fered for sale for whatever price the underwriter or dealer thinks he 

can get for it. This may entail a loss.

The particular virtue of competitive bidding is that it sup

posedly secures the highest obtainable price to the issuer* A collat

eral feature is that it gives officials of the issuing company a sort 

of automatic absolution from any suspicion of evil doing# such as con

sorting with investment bankers* Public utility officials# particularly# 

have been extremely sensitive to such charges since Sew Deal days. It 

sometimes works to the disadvantage of smaller and less well known 

utilities whose offerings may not attract the interest of the under

writers best able to distribute the issue.
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Private placement. * Another alternative to negotiated sales 

of securities is a sale by private placement. Under this method the 

issuing company sells its securities directly to one or more purchas

ers who buy for investment purposes, and not for resale. The trans

action is often consummated without benefit of middlemen, such as 

underwriters, brokers or dealers. Sometimes, however, an underwriter 

may arrange the sale, for which he may be paid a fee.

The principal purchasers of securities at private placement 

have been the so-called "institutional" investor. Among these are 

life insurance companies, fire and casualty companies, trustees of 

pension funds, educational and charitable foundations and benevolent 

and fraternal orders. Of all these the life insurance companies have 

been, by far, the most important group.

Private placement is said to have been inspired by the desire 

of many companies to avoid the inconvenience and expense of register

ing their offerings with the Securities and Exchange Commission. 

Another reason was the realisation by the life insurance companies 

that since they were the ultimate buyers of senior securities anyway, 

and that the middleman's profit could thus be eliminated or reduced 

with profit to both buyer and seller. Finally there is the fact that 

in recent years the insurance companies have been under tremendous 

pressure to find profitable employment for the millions of dollars 

in premiums flowing into their treasuries.
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Tu 19M> fer exaspls, the life insurance companies aime bought soie 

than $2*7 billion of corporate securities,and at the and of that year 

held securities of business and industry totaling $37 billion.

Priyate ulacmonts ^natural cas amnios. « More than 

five per cent of all the senior securities sold since the end of World 

War II ly all natural gas companies, and considerably more than half 

the bonds sold during that period by the pipe line companies were pri

vate placements. (See Table 8 on the following page) It has not been 

uncommon for one insurance company to take an entire issue, although it 

is far more common for them to divide up an offering among six to a W

en companies.! There are several natural gas pipe line companies none 

of the senior securities of which have ever been offered for sale pub
licly. 2

Though Wall Street, and the financial community generally, looks with 

disfavor upon private placement» ^few will deny that the natural gas 

pipe line business could not have made the progress which it has, dur* 

lag the past decade had this method of obtaining capital funds not been 

available. This is because the procedures of investment banking are

^The largest single transaction which has come to the author's 
attention was the purchase In 1952 by The Prudential Insurance Company 
of America of a #110,000,000 promissory note of Lone Star Gas Company.

^Among them are: SI Paso Natural Gas Co., Lone Star Gas Co., 
Mississippi River Fuel Corp., Texas Gas Transmission Corp, and Trans
continental Gas Mpe Line Co.
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«ATURJUL GAS BOKDS SOLD TRROtBB PUBLIC CgœmGS

A^D PBI9AT% FUŒamrBS

1W - 19$S

Type of 
Compaq?

Method 
of 
Sale

Amount 
Sold

Per cent 
of 

Total

$(000,000)

Pipe line Public 1,190 23.9

Pipe line Private 1,819 36.3

Distribution Public 626 12.5

Distribution Private kA

Integrated Public 821 16.2

Integrated Private 117 2.3

Total 4,997 100.0

Note - the integrated companies included in the above 
summary are those which combine production, transmis
sion and distribution functions under holding company 
control.

not adapted to the flotation of construction loans of the size re

quired in the pipe line business. To appreciate this it is merely 

necessary to note that most of these Unes have required one to two 

years to build, that construction is costly, and that no gas can 

move through a line and be sold, until it is complete, from be-
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ginning to end.3 in the absence of earnings, or prospect of earn

ings during the construction period, it has been necessary for 

those financing the undertaking to appraise the investment risks on 

the basis of engineering studies, accounting forecasts, confidence 

in the promoters and general experience with similar undertakings.

Few but the large insurance companies have been equipped to do this, 

and advance the money, on the scale required. Consequently it is 

difficult to perceive how the pipe line business could have gotten 

under way without their cooperation and financial support,

^uuity caoital procurement, * Because it represents the pro

prietary interest special procedures govern the procurement of equity 

capital. In many jurisdictions companies seeking to raise this class 

of capital are required to offer the new shares first to existing 

stockholders. This give rise to the familiar practice whereby season 

stockholders are offered the right to subscribe to their proportionate 

share of a new offering at prices somewhat below the market priw. The 

subscription price is usually set so that the 'rights* have a nominal 

value and may be sold by those stockholders who do not wish to add fur

ther to their holdings,

%he 30-inch pipeline completed by Gulf Interstate Gas Company 
in 1954 is carried on that company's books at $128,000,000 original 
cost. It is about 860 miles long, indicating a cost of about $148,000 
per mile, The estimated cost of the 1,466-mile pipe line being con
structed by Pacific Northwest Pipeline Corp, was $118,850,000 or about 
181,000 per mile. By the time it is completed it probably will have 
averaged about $100,000 per mile.
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As Table X, on the following page, indicates, approximately 

$166,000,000 of equity capital was raised by natural gas pipe line 

companies through rights offerings during the period from 1946 down 

to the end of 19^* In addition to this, virtually all the $321,

000,000 of equity capital procured by the integrated holding com

pany systems was raised in this way. (See Table VIII, page )

By contrast only about $86,000,000 of pipeline company equity 

capital was raised through direct public offerings of common shares 

up to the end of 19% and about 180,000,000, or almost all of this, 

was raised by one unit, namely Tennessee Gas Transmission Company. 

(See Table XI, on the second page hereunder)

While there have been other public offerings of the stocks 

of natural gas pipe line companies, as this latter Table indicates, 

they have not been capital raising issues for the account of the com

panies involved.

Private placements of the common stocks of natural gas pipe 

line companies are rare. Many of the life insurance companies are 

prohibited from purchase common shares of any type, while some others 

avoid doing so as a matter of policy.

Preferred stock. Preferred shares are sometimes placed pri

vately, if a buyer can be found. More often than not, however, they 

are offered for sale publicly, and most of the $384,000,000 of pre

ferred shares, shown in Table VIII to have been sold by pipe line 

companies during the decade covered, were marketed in this way.
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TABLE X

PRINCIPAL PUBLIC OFFERINGS OF NATURAL GAS COMPANY COMMON STOCKS

Per Share Latest available Ratio of earnings to

1946 TO DATE

Approximate 
Offering

No. of 
Shares

Size of 
Offering

Price 
to

Price to 
Under-

earnings Price to 
Under- NetNet Per Pric^ to

No. Common Stock Of Date Offered -%) Public writer Expenses Proceeds 12 Mos. to Share Public writers Proceeds
(a) ’ ■ - (b) (c) (d)

I.

(e)

Pipe line

(f) (g)

companies

(h) (i) (j) (k) (1) (m)

PL-1 Tennessee Gas Trans. Co. Jan. 1946 812,10(i/

484,4444s
3,55o,ooc&/

710,5002/

$ 9,745 $12.00 $11.10 $0.09_ , 
.034/

$11.01 Nov. ’45 $2.07 17.3% 18.6% 18.8%
PL-2 Tennessee Gas Trans. Co. \ Apr. 1946 9,568 19.75 18.65 18.62 Dec. ’45 2.46 12.5 13.2 13.2
PL-3 Texas Eastern Trans. Corp. Nov. 1947 33,725 9.50 8.50 .05 8.45 5/ 5/ — — —
PL-4 Northern Natural Gas Co. Dec. 1947 19,183 27.00 25.80 .10 25.70 Sept. '47 3.43 12.7 13.3 13.3
FL-5 Tennessee Gas Trans. Co. Sept. 1948 400,000 12,100 30.25 28.60 .19 28.41 Dec. ’47 2.40 7.9 8.4 8.4

PL-6 Miss. River Fuel Corp. Jan. 1949 144,2002/ 4,326 30.00 28.00 .49 27.51 Dec. '47 2.46 8.2 8.8 8.9
PL-7 Miss. River Fuel Corp. Apr. 1949 435,2820/ 13,058 30.00 8/ 8/ 8/ Dec. '48 3.49 11.6 — —
PL-8 Texas Gas Trans. Corp. Aug. 1949 218,6257/ 2,624 12.00 11710 718 10792 May '49 0.75 6.3 6.8 6.9
PL-9 Tennessee Gas Trans. Co. Sept. 1949 400,000 , 12,100 30.25 28.80 .12 28.68 July '49 2.24 7.4 7.8 7.8
FL-10 Texas Gas Trans. Corp. Mar. 1950 193,3061/ 3,528 18.25 17.13 .41 16.72 Dec. '49 0.81 4.4 4.7 4.8

PL-11 Tennessee Gas Trans. Co. Oct. 1950 250,000?/ 7,500 30.00 28.55 .21& 28.31 Aug. ' 50 1.84 6.1 6.4 6.5
PL-12 Tennessee Gas Trans. Co. Apr. 1951 400,000 , 

966,0001/
9,600 24.00 22.75 .11 22.64 Dec. '50 1.73 7.2 7.6 7.6

PL-13 Colorado Interstate Gas Co. Apr. 1952 25,841 26.75 25.75 n.a. — Dec. '51 1.88 7.0 7.3 —
PL-14 Tennessee Gas Trans. Co. May 1952 250,000 7,375 29.50 28.10 .12 27.98 Mar. '52 1.73 5.9 6.2 6.2
PL-15 Texas Gas Trans. Corp. Aug. 1952 350,000 6,081 17.38 16.48 .13 16.35 June '52 1.49 8.6 9.0 9.1

PL-16 Tennessee Gas Trans. Co. May 1953 1,000,000 22,750 22.75 21.25 .06 21.19 Feb. '53 1.86 8.2 8.8 8.8
PL-17 Texas Gas Trans. Corp. Mar. 1954 200,0001/ 3,450 17.25 16.35 .17 16.18 Dec. '53 1.59 9.2 9.7 9.8
pl-18 Tennessee Gas Trans. Co. Sept. 1955 400,000 16,550 41.375 39.475 N.A. - June '55 2.01 4.9 5.1 -
PL-19 Colorado Interstate Gas Co. Nov. 1933 256,503 7/ 14,729 57.50 5^.50 - Aug. '55 3.85 6.7 6.9 -

Footnotes to Part I

n.a. Not available
1/ Of which 238,000 represented a sale by the issuing company, and 374,100 shares represented a disposition by certain stockholders.
2/ Of which 134,444 shares did not represent new financing.
3/ Company’s Annual Report to the r.P.C. (Form 2) for the year 1946 shows Common stock expense for the year as $31,382; SEC report shows expense applicable 

stock issued during January 1946 (No. PL-1, above) as $21,420, leaving expenses applicable to this offering $10,412 or $0.03 a share.
4/ The total offering was 3,364,000 shares of which 3,330,000 shares represented an offering in behalf of the issuing company.
5/ Company had been operating less than a year when this stock was offered so earnings on a 12 months basis were not available.
5/ Represents a disposition by North American Light & Power Co.
7/ Represents a disposition by certain stockholders; does not represent financing by the issuing company.
B/ Represents, as to 303,688 shares, a disposition by United Gas Corp. and as to 129,394 shares, a disposition by underwriters of stock which they had 

acquired by exercising rights which they had purchased from United Gas Corp. The rights offering, which preceded this public offering, consisted 
of 327,610 shares which had been offered to stockholders of record April 12, 1949 on a l-for-2 basis at $27.23 per share. The Company’s Annual 
Report to the F.P.C. (Form 2) for the year 1949 shows $111,971 or $0.34 a share as the cost of issuing this stock.

2/ Offered at the same time as 100,000 shares of 4.64% Preferred stock; expenses includes $60,000 relating to both issues as no breakdown of this item 
as between Preferred and Common stock was available.
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TABUS II
PRINCIPAL PUBLIC OFFERINGS Œ NATURAL GAS COMPANY COWON STOCKS

Per Share_____________ Latest available Ratio of earnings to

1946 TO DATE

No. Common Stock Of

Approximate 
Offering 

Date 
------- (b)-------

No. of 
Shares 
Offered

Size of 
Offering 

(00?)

Price 
to

Public 
(e)

Price to
Met 

Proceeds

earnings
Pricg to 
Public

Price to 
Under
writers 
ar

Net 
Proceeds 

(m)

Under
writer Expenses 12 Mos. to

Per 
Share

(a) (c) (d) (f) (g) (h) (i) Ü) '(k:)

I. Pipe line companies

PL-1 Tennessee Gas Trans. Go. Jan. 1946 812,100^ $ 9,745 $12.00 $11.10 $0.09^, $11.01 Nov. ’45 $2.07 17.3% 18.6% 18.8%
PL-2 Tennessee Gas Trans. Co. \ Apr. 1946 484,444% 9,568 19.75 18.65 .03% 18.62 Dec. '45 2.46 12.5 13.2 13.2
PL-3 Texas Eastern Trans. Corp. Nov. 1947 3,550,000% 33,725 9.50 8.50 .05 8.45 5/ % — — —
PL-4 Northern Natural Gas Co. Dec. 1947 710,5002/ 19,183 27.00 25.80 .10 25.70 Sept. ’47 3743 12.7 13.3 13.3
PL-5 Tennessee Gas Trans. Co. Sept. 1948 400,000 12,100 30.25 28.60 .19 28.41 Dec. *47 2.40 7.9 8.4 8.4

PL-6 Miss. River Fuel Corp. Jan. 1949 144,200% 4,326 30.00 28.00 .49 27.51 Dec. '47 2.46 8.2 8.8 8.9
PL-7 Miss. River Fuel Corp. Apr. 1949 435,282g/ 13,058 30.00 8/ 8/ 8/ Dec. '48 3.49 11.6 — —
PL-8 Texas Gas Trans. Corp. Aug. 1949 218,6257/ 2,624 12.00 11710 718 10792 May ’49 0.75 6.3 6.8 6.9
PL-9 Tennessee Gas Trans. Co. Sept. 1949 400,000 , 12,100 30.25 28.80 .12 28.68 July '49 2.24 7.4 7.8 7.8
PL-10 Texas Gas Trans. Corp. Mar. 1950 193,3061/ 3,528 18.25 17.13 .41 16.72 Dec. '49 0.81 4.4 4.7 4.8

PL-11 Tennessee Gas Trans. Co. Oct. 1950 250,000% 7,500 30.00 28.55 .2 b»/ 28.31 Aug. *50 1.84 6.1 6.4 6.5
PL-12 Tennessee Gas Trans. Co. Apr. 1951 400,000 9,600 24.00 22.75 .11 22.64 Dec. '50 1.73 7.2 7.6 7.6
PL-13 Colorado Interstate Gas Co. Apr. 1952 966,0001/ 25,841 26.75 25.75 n.a. — Dec. '51 1.88 7.0 7.3 —
PL-14 Tennessee Gas Trans. Co. May 1952 250,000 7,375 29.50 28.10 .12 27.98 Mar. ’52 1.73 5.9 6.2 6.2
pl-15 Texas Gas Trans. Corp. Aug. 1952 350,000 6,081 17.38 16.48 .13 16.35 June '52 1.49 8.6 9.0 9.1

PL-16 Tennessee Gas Trans. Co. May 1953 1,000,000 22,750 22.75 21.25 .06 21.19 Feb. ’53 1.86 8.2 8.8 8.8
PL-1? Texas Gas Trans. Corp. Mar. 1954 200,0001/ 3,450 17.25 16.35 .17 16.18 Dec. '53 1.59 9.2 9.7 9.8
PL-18 Tennessee Gas Trans. Go. Sept. 1955 400,000 16,550 41.375 39.475 N.A. - June '55 2.01 4.9 5.1 —
PL-19 Colorado Interstate Gas Co. Nov. 1955 256,503 7/ 14,729 57.50 55.50 ”.A. - Aug. '55 3.85 6.7 6.9 -

Footnotes to Part I

n.a. Not available
1/ of which 238,000 represented a sale by the issuing company, and 974,100 shares represented a disposition by certain stockholders.
?/ Of which 134,444 shares did not represent new financing.
1/ Company’s Annual Report to the F.P.C. (Form 2) for the year 1946 shows Common stock expense for the year as $31,382; SEC report shows expense applicable 

to the stock issued during January 1946 (No. PL-1, above) as $21,420, leaving expenses applicable to this offering $10,412 or $0.03 a share.
4/ The total offering was 3,964,000 shares of which 3,990,000 shares represented an offering in behalf of the issuing company.
7/ Company had been operating less than a year when this stock was offered so earnings on a 12 months basis were not available.
F/ Represents a disposition by North American Light & Power Co.
7/ Represents a disposition by certain stockholders; does not represent financing by the issuing company.
7/ Represents, as to 305,688 shares, a disposition by United Gas Corp. and as to 129,994 shares, a disnosition by underwriters of stock which they had 

acquired by exercising rights which they had purchased from United Gas Corp. The rights offering, which preceded this public offering, consisted 
of 327,610 shares which had been offered to stockholders of record April 12, 1949 on a l-for-2 basis at $27.25 per share. The Company’s Annual 
Report to the F.P.C. (Form 2) for the year 1949 shows $111,971 or $0.34 a share as the cost of issuing this stock.

_9/ Offered at the same time as 100,000 shares of 4.64% Preferred stock; expenses includes $60,000 relating tb both issues as no breakdown of this item 
as between Preferred and Common stock was available.
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Preferred stocks can usually be purchased on a yield basis 

one half to one per cent higher than that afforded by the next senior 

debt capital issue of the same company. For this reason, principally, 

they have a distinct appeal to investors in the "widow and orphan" 

category, who live wholly or partially on the return from invested 

funds. For somewhat similar reasons they are also of interest to vari 

ous minor institutional investors^such as universities and colleges, 

fire and casualty insurance companies, pension funds and fraternal or

ders* Such purchasers are usually best reached through public offer* 

ings.

Preferred stock financing is often undertaken for the purpose 

of giving better balance to a company* s financial structure. It pro

vides an additional means of "trading on the equity" without running 

up the debt

Convertible preferred stocks. Convertible preferred stocks 

are sometimes employed as an indirect means of raising equity capital* 

The sale of such shares is often governed by the rule which requires 

that all additional common stock, or securities convertible into com

mon stock, be offered first to existing stockholders, via rigtits.

The notes payable in preferred stock, which some pipe line 

companies have issued to see themselves through the construction

^"Trading on the equity" is a financial expression meaning 
employment of senior capital funds at a rate of return higher thin 
their cost in order to increase the profits of the residual share 
owners. See H.GèGuthmann and H.E.Dougall, Corporate Financial Policy 
(New Yorks Prentice-Hall,Inc.) 2d ed, c. 1945$ pp. 99-101.
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period, have usually been sold privately*

Favorable conditions. • Generally speaking, the natural gas 

business, and the pipe line business particularly, have been especially 

fortunate as regards their capital procurement programs* This is be* 

cause their major expansion has taken place during a period in which 

public utility securities generally have been in high favor with all 

types of investors, more importantly the life insurance companies which 

are the trustees of the bulk of personal savings*

During this period the natural gas companies have also been 

benefitted by the excellent investment credit already established by 

allied public utility enterprises, more particularly the electric light 

and power companies. The excellent credit standing achieved by the 

natural gas companies which ease into existence during the late 1920s 

and the early 1930s has also helpted the late comers with their finan

cing*

The natural gas pipe line companies have also been fortunate, 

in that they have been able to offer investors of a speculative frame 

of mind, such as prefer common stocks to bonds, an opportunity to par

ticipate in a dynamically growing industry, not all of which was sub

ject to regulatory control* The ultimate test of the industry’s stamina 

awaits, of course, the next depression. It is the author’s prediction 

that it will weather it well,and in such a way as to indicate that in

vestor confidence in the business, as indicated by heavy purchases of 

its securities, has not been misplaced»
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CRAPTGR IH

TRE COST OF CAPITAL FORMULA

The Cost of Capital formula, which has been referred to many 

times in these pages, represents a sort of statistical procedure 

for obtaining the weighted average cost of the capital employed by 

an enterprise. This is accomplished, as will presently be shown, 

by determining the weighted average cost of each type of capital 

employed by the enterprise, and combining them all in the manner 

shown by the formula. There is nothing mysterious or sinister about 

it.

Type of capital. - By type of capital is meant debt capital, 

preferred stock capital and common stock capital, the latter to in

clude premiums and surplus. Occasionally the capital structure of 

a public utility will include other types of capital, often hybrids, 

such as the short term notes convertible into preferred stock, or 

debentures convertible into common, mentioned in Chapter XII. The 

classification of such issues for formula purposes is usually a mat

ter of judgement. Short-term debt, such as bank loans due within 

less than a year, or bonds and debentures maturing within a year, 

is not usually considered a part of the permanent debt capital.

Cost. - It will suffice for the moment to describe the cost 

of capital, which is what we are seeking, as the interest rate, using 

this term in its broad sense. More specifically, cost may be de* 



www.manaraa.com

1#
scribed as the interest rate agreed to be paid on debt securities, 

and the dividend rate agreed to be paid on preferred stocks* In 

the ease of common stock the cost of capital has a somewhat dif

ferent significance* All will be discussed in greater detail in 

subsequent chapters dealing with the determination of the costs of 

these various classes of capital* For the present it is necessary 

to assume that the costs have been determined; what is to be shown 

here is how to put them to-gether so as to bring forth the over-all 

cost of capital*

The formula* - The working form of the cost of capital formu

la is shown in Figure 3 on the following page. For the purpose of 

deriving the formula in abstract form, or ’’filling in* this working 

form let:

Long-term debt capital be represented by * * * D 

Preferred stock capital be represented by * * F 

Common stock capital, including surplus, 

be represented

r Total eapitâVbe represented by •••*•♦• I

It is assumed for the purposes of this calculation that

9 + P + 8 « %

If additional types of capital were involved they would be 

represented among the foregoing by an appropriately chosen letter*

The next step in the development or explanation of the for

mula is to assign symbols to represent the ratio which each type of
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Class of 1
Capital j

Amount of 
Capital

D

Portion of 
Total 

Capital^ 
isation

d

Cost 
.... . ■

Bate
' 1 of this 

class of 
Coital

*

of this 
portion of 
Capitali
sation

d x

Preferred 
stock

■ T, “t1 v<

r p y py

Ï Comos
■ equity E e s e %

TOTAL K 1 r

T * Overall Cost of Capital

m, 3 COST OF CAPITAL FORHBIA

capital bears to the total capitalisation, K. Accordingly, let8

D/&» or the ratio of debt capital to total capitali

sation,be represented by ■*»****•**• d

P/K, or the ratio of preferred stock capital to total 

capitalisation, be represented by • » » • • p

E/K, or the ratio of common stock and surplus, i.e., 

the common equity, be represented by • • • • e

If D ♦ F ♦ E * K, then d ♦ p ♦ e * unity, or !•
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The final step in the development of the cost of capital for

mula is to assign symbols to represent the cost rate of each type 

of capital* For these purposes let:

the weighted average cost of debt capital (D) be 

represented by . .........  ....... x

the weighted average cost of preferred stock cap

ital (F) be represented by .......... y

the "cost" of common equity capital (E) be repre

sented by,,, ................ a

The foregoing quantities having been determined, numerically, 

according to the particular problem in hand, the weighted average 

cost of debt capital, to which the symbol "r" may be assigned, will 

be the result of combining them according to the pattern or formula 

shown in Figure 3 on the preceding page.

In developing data for application in accordance with this pro

cedure items falling under "amount of Capital" would be expressed in 

dollars (for use in the United States and Canada)3 items falling under 

"Portion of Total Capitalisation" would preferably be expressed in 

decimal fractions, to avoid confusion with data to be inserted under 

"Cost Rate," and items falling under the last named headings should 

be stated in percentage terms* The resultant "r" will thus be a per

centage, also.

Example* - An excellent example of the application of this 

formula to the solution of a problem in cost of capital détermina*
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... . . ..
: Class of 
' Capital

Amount of
Capital

Portion of
Total -

Cost Bate

Capitali
sation

of this 
class of

|of this
portion of

_ __________
$ (000)

wewriiM' JM

Capital Oapitali 
cation

%

Debt 63,2110 .55k 3,68 : 2.03

Preferred iS,ooo .131 5.50 0.72
stock

Common 35,927 .315 10.30 1 3.25
equity

TOTAL 1111,167 1.000
L _ ___________

4—-------
!
; 6.oo

...
emu COST OF C&PM, - 6.00

FIG. & OF COST OF CAPITAL CALCULATIOg

From Federal Power Commission Opinion No. 275, issued July 
30, 195k In the matter of Xiohigan-Wisoonsin Pipe Line Coagpasy 
(p* 2k, fh. 5)* 

nation is to be found in Federal Power Commission Opinion No. 275, 

issued July 30, 195k in the matter of Michigan-Wisconsin Pipe Line 

Company. This is shown in Figure 4, above.

As will presently be demonstrated, a calculation such as this 

one has been in the background of nearly every important rate of re

turn ruling of the Commission since mid-1952, when the Northern,

Mississippi Elver Fuel and Colorado Interstate opinions appeared.
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The techniques for determining the cost rate components, 

”x,n V and *%*, for the several classes of capital, will be 

discussed in the next three chapterse
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CHAPTER XV

DETERMINATION OF TRE COST OF DEBT CAPITAL 

AND PREFERRED STOCK CAPITAL

Before endeavoring to arrive at a figure to represent the 

cost of debt capital (x) in the cost of capital formula developed 

in Chapter XIV, or a figure to represent the cost of preferred stock 

capital (y) in that formula, it is necessary to decide whether the 

rate sought is to be the historic cost of those types of capital, or 

whether it is to be some other figure, such as current or replacement 

cost.

Historic cost, sometimes also called experienced cost, means 

the contract cost of capital already obtained. Thus if an applicant 

has $2^,000,000 of debt capital, which it had procured by selling 

bonds on such a basis that the ration of annual interest charges to 

net proceeds was 3.72 per cent, this 3.72 per cent would be the his

toric or experienced cost of this portion of total capital, regard

less of what it might cost to raise that much capital some other time.

Current cost, by contrast, means what it would cost as of 

to-day for the same company to raise a limited amount, say $12,000,000, 

of debt capital. The cost rate might be more or less than the 3.72 per 

cent cost rate experienced when the 122,000,000 was raised.

Replacement cost means the probable cost to a company, in 

terms of the effective interest rate, to replace all the outstanding 
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debt capital, or preferred stock capital, as the case night be. Thus 

a company needing, say #0,000,000 of additional debt capital, might 

find the security markets so receptive to an offering that it would 

repay the company to retire all its outstanding debt securities, or 

all debt securities of a particular class. The effective interest 

rate obtained through such a wholesale refunding operation would be 

the replacement cost rate.

An important difference between historic or experienced cost on 

the one hand, and current or replacement cost on the other, is that 

historic cost can usually be determined with a high degr ee of accuracy 

from the books and records of the issuing company, whereas current or 

replacement cost inevitably remains a matter of some conjecture until 

the new or refunding issue is placed on sale. In short, it is a matter 

of fact or fancy, and conservative regulatory practice usually gives 

greater o nsideration to readily ascertainable facts; that is to say, 

to historic costs of debt capital and preferred stock capital. This 

practice is consistent with the original cost doctrine. Exceptions 

are somtimes made in cases where additional financing is imminent and 

it is possible to estimate the probable net cost of the additional 

capital closely.

Data furnished. * The data necessary for the ascertainment of 

historic cost is not complicated,and companies seeking rate increases 

from the Federal Power Commission are required to furnish it with their 

applications.
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Cost of Debt Capital

The information essential to the determination of the historic 

cost of debt capital (*x* In the cost of capital formula, page 157) is 

as follows*

!• The nominal interest rate, sometimes called the coupon 

A&te;

2. the term of the issue ; that is to say, the number of years 

from the issue date to the maturity date;

3, the exact net proceeds realised by the issuing company from 

the sale of the issue in question; and

4» other circumstances tending to advance the redemption date, 

or increase the redemption price.

Minai interest rate qnd terns,. - The nominal interest rate, 

or the coupon rate# as it is sometimes called, are usually evident in 

ths title of the issue as, for example: ^her, ga&SZÜ §86 SSE336

£B2à ^4^66: M 1974 •
net proceeds. - "exact net posséda8 is meant tee 

sum realized by the issuing company from the sale of the issue to the 

underwriters, or other purchasers, after the deduction of all expenses 

relating to the issuance of the security in question.

Mote that it is ggt the price at which the issue is offered to 

the public, if there is a public sale, This would be the public
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The public offering price, less what is called the 

undgyriterig deteralnes the underwriter's prise. This 

is what the underwriter pays the issuing company for the secur

ity, The spread is the underwriter's gross profit on the trans

action, Out of it he must pay his own expenses, commissions to 

his salesmen and so forth. If he sells to a dealer he will do 

so at some concession or discount from the public offering price, 

which concession will normally amount to a fraction of the spread.

The underwriter*s price is not the net proceeds, insofar 

as the issuing company Is concerned. From what it receives from 

the underwriter the issuing company must deduct its own expenses 

in connection with the issue. These may include legal and account

ing fees, trustee*s fees, new issue taxes, registration fees (if 

the security must be registered with the Securities and Exchange 

Commission), and printing and engraving costs. Only after all 

these items have been ascertained and deducted can the ^t proceeds 

be determined. All this may be summed up as follows8

Public Offering Price - Underwriter*» Spread «

Underwriter1» Price 

Underwriter*s Price - Issuing Company's Expenses %

Set Proceeds.

If the issue is sold directly to the ultimate investor,

which is what takes place in private sales, there will be no under

writer*» spread. However, if an underwriter or dealer is paid a 
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fee for assisting in the placement of the issue, that fee will be

come one of the issuing company’s expenses.

An estimate of the issue expense is usually provided in the 

offering prospectus, if there is one, but the actual expenses, asso

ciated with an offering very often cannot be determined until many 

months after it is sold. In the case of natural gas pipe line com

panies (and electric utilities) reporting to the Federal Fewer Com

mission, it will eventually appear in the detailed annual reports 

which these companies file with that Commission.

- The information essential 

to the determination of the historic cost of debt capital having been 

ascertained, and reduced to a percentage of the principal amount, or 

per value, of the security in question, the desired factor may then 

be ascertained by reference to a standard table of bond values, some
times known as the “amortised yield tables.*^ The latter is a refer

ence to the fact that these tables have been calculated on the theory 

that the discount or premiums resulting from the sale of redeemable 

securities at values below or above par, is to be amortised over the 

term of the issue.

In general the historic cost so determined will be greater 

than the nominal interest rate, or coupon rate, when the net proceeds

1As, for «canpl. « Comprehensive Bond TalmjaaOiW, published 
in various forms by Financial Publishing Company, Boston.
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have been less than the principal amount, or par* and less than

the coupon rate when the issuing company has netted a premium above 

par from the sale»

jinking funds» - The principal device tending to advance 

the maturity date of an issue, or increase its redemption price, is 

the sinking fund of the type which commences operations during the 

early life of the issue, and is scaled so as to retire a substantial 

portion thereof prior to maturity at a premium.

Such sinking funds are frequently a feature of natural gas 

pipe line issues. They serve the purpose of keeping the debt more 

or less abreast of the theoretical «slue of the pipe line, assuming 

the value of the line to be declining as the gas reserves which it 

taps are drawn down. The present convention is that a pipe line com* 

pany’s debt should be extinguished in twenty years* geologists appar

ently being unwilling to forecast the availability of gas reserves 

beyond that term, in the 1930s a fifteen year term was considered 
prudent. Two of the principal natural gas holding companies2 give 

their debentures 25-year terms, and scale the sinking funds so as 

to retire about two-thirds of the issue prior to maturity, thus giv

ing the debentures an average term of about sixteen to seventeen years 

Effect on capital costs» - The effect of such sinking funds 

is to increase the capital costs if the net proceeds from the sale of 

the issue originally was less than par, and to lessen capital costs 

if the net proceeds were above par. The first mentioned situation is

^The Columbia Gas System, Ine, and Consolidated Natural Gas Co
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2F2EGT ON CCbT RŒ 0? SHORTENING THE TERM OF A DEBT CAPITAL ISSUE 

Coupon rate • . . 3^ Hominal tern « « « 20 years 

Average term - due to sinking fund action • « • 11 years

Net proceeds from sale of issue __ 98 _ _ 100 102

Cost rate to nominal maturity - 20 yrs. 3.6# 3.50* 3.36*

Cost rate to average maturity - 11 yrs. 3.77* 3.50* 3.27*

the one usually encountered in cost of capital analysis. The example 

shown above is intended to illustrate the point.

Effect of a redemption premium. - If a premium is required 

to be paid to redeem a bond for sinking fund purposes it will have 

the effect of increasing the cost of debt slightly. If, as is often 

the case, the issuing company has the option of buying up its bonds 

in the market, and tendering them to the sinking fund trustee at 

their nominal or par value, in lieu of cash, the issuing company may 

be saved this premium. Whether it will elect to do this or not de

pends upon market conditions, for the cost of acquiring the bonds in 

the market must obviously be less than the cost of having them re

tired by sinking fund, if the company is to take advantage of such a 

device. Under the circumstances the effect of these transactions 

can never be taken into account in advance ; hence, when these provi

sions exist,the cost of "hiring" a particular sum of debt capital 

can never be ascertained with accuracy until the last bond has been 
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redeemed. As a practical matter, however, the effect upon the capi

tal cost of this feature is usually de minimis.3

Illustration of data* * Natural gas companies seeking rate 

increases from the Federal Power Company are required to submit the 

data necessary to a determination of their debt capital costs with 

their applications. Table VII on the following page is an illus

tration of the data furnished. It was furnished by Northern Natural 

Gas Company, in connection with a recent rate proceeding <4

Unless there was persuasive reason for doing otherwise the 

cost rates adopted with respect to each debt capital issue would be 

those set forth on line 7a of this table.

It will be noted that the cost rates given in this line dif

fer in only one instance from the cost rates set forth on Line 7b, 

which rates are said to be “after consideration of refunding costs.” 

It will be noted in the column headed, “Sinking Fund Debenture 3^," 

and refers to the issue due Nov. 1, 1973. The cost rate based on 

net proceeds per unit is 3*252# before consideration of these re

financing costs, and 3.532% after giving them consideration.

%n certain studies recently undertaken by the author to de
termine the precise cost of debt capital to The Columbia Gas System, 
Ine*, it was found that the difference in the cost rate assuming all 
sinking fund retirements at prescribed premiums and the cost rate as
suming all sinking fund redemptions at par was 0*04%

Ain the matter of Northern Natural Gas Company, F.PCÇ, Docket 
No. G-2505? Exhibit Relating to the Fair Rate of Return (No.16) spon
sored by Dr. Henry Herz.
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TABLE VII
NORTHERN NATURAL GAS COMPANY

ANNUAL COST OF DEBT CAPITAL OUTSTANDING AT DECEMBER 31, 1954,
COMPUTED AS AT JUNE 30, 1955

1. Designation of Issue (Series and Rate) UNIT

__________________________ SERIAL DEBENTURES, DUE MAY 1________

2-3/8%
l-5/8s AND

2-3/Ss COMBINED 2-1/2% 3-1/8% 2-5/8%

2. Approximate offering date - Oct. 31, 1945 Oct. 31, 1945 April 23, 1947 Dec. 1, 1948 June 14, 1950
3. Maturity - 1956 - 1965 1950 - 1965 1956 - 1967 1966 - 1969 1953 - 1970
4- Principal amount offered $ 16 000 000 25 000 000 10 000 000 6 000 000 40 000 000
5. Proceeds of offering

a. Gross proceeds, per unit $ 99.95 99. 82 100.99 101.07 100.11
b. Gross proceeds, aggregate $ 15 992 000 24 955 100 10 098 724 6 064 040 40 044 360
c. Underwriters’ commission, per unit $ .55 .48 .79 .65 .55
d. Underwriters’ commission, aggregate $ 87 360 120 750 78 674 38 840 220 000
e. Issuance expense, per unit $ - .45 . 56 .88 .36
f. Issuance expense, aggregate $ 111 454(a) 55 785 52 532 142 992
g. Net proceeds, per unit $ 99.40(b) 98.89 99.64 99.54 99.20
h. Net proceeds, aggregate $ 15 904 640(b) 24 722 896 9 964 265 5 972 668 39 681 368
1. Transferred cost of refinancing $
j. Net proceeds after refunding costs

(1) per unit $
(2) aggregate $

6- Average term to maturity from date of offering Yrs. -Mos. 15-0 14-8 19-4 12-3
7. Cost rate based on net proceeds per unit,

calculated to average maturity
a. Before consideration of refunding costs % 2.423(b) 2.530 3.157 2.702
b. After consideration of refunding costs % 2.423(h) 2.530 3.157 2.702

8- Principal amount outstanding at June 30, 1955 $ 16 000 000 10 000 000 6 000 000 34 000 000
9. Unamortized debt discount, premium and

expense at June 30, 1955
a. Excluding refinancing costs $ 62 884(a) 15 885 17 904 184 688
b. Including refinancing costs $ 62 884 15 885 17 904 184 688

10. Net proceeds and accumulated amortization at
June 30, 1955 - aggregate
a. Before consideration of refinancing costs $ 15 937 116 9 984 115 5 982 096 33 815 312
b. After consideration of refinancing costs $ 15 937 116 9 984 115 5 982 096 33 815 312

11. Net proceeds and accumulated amortization
per unit, at June 30, 1955
a. Before consideration of refinancing costs $ 99.61 99.84 99 70 99.46
b. After consideration of refinancing costs $ 99.61 99.84 99.70 99.46

12. Remaining average term to maturity at
June 30, 1955 Yrs. -Mos. 5-4 6-6 12-8 8-7

13. Adjusted cost rate for remaining average
term to maturity
a. Before consideration of refinancing costs % 2.454 2.527 3.154 2.696
b. After consideration of refinancing costs % 2.454 2.527 3.154 2.696

14. Annual carrying charges on capital used at
June 30, 1955
a. Before consideration of refinancing costs $ 392 600 252 700 189 200 916 600
b. After consideration of refinancing costs $ 392 600 252 700 189 200 916 600

SINKING FUND DEBENTURES

3-5/8% 3-1/4% 3-1/4%

Nov. 10, 1953 May 11, 1954 July 14, 1954
Nov. 1, 1973 Nov. 1, 1973 Nov. 1, 1974
25 000 000 40 000 000 25 000 000

101.00 101.45 100.50
25 250 000 40 580 000 25 125 000

.80 .70 .70
200 000 280 000 175 000

.36 .35 .42
90 000 140 000 105 000

99.84 100.40 99.38
24 960 000 40 160 000

1 171 937

97.47
38 988 063

24 845 000

12-11 13-1 12-3

3.672(c) 3.252^) 3.33q(c)
3.672(c) 3.532M 3.330(c)

25 000 000 40 000 000 25 000 000

34 847 (145 725) 142 350
34 847 921 675(d) 142 350

24 965 153 40 145 725 24 857 650
24 965 153 39 078 325 24 857 650

99.86
99-86

100.36
97.70

99.43
99.43

11-3 11-11 11-3

3.681(c) 3.253(c) 3.337(’
3.681(c) 3.556(c) 3.337C

920 300 1 301 200 834 300
920 300 1 422 400 834 300

COMPOSITE 
FOR ALL 

DEBENTURES

171 000 000

156 000 000

155 687 167
154 619 767

4 806 900
4 928 100

15. Composite annual cost rate
a. Before consideration of refinancing costs %
b. After consideration of refinancing costs %

3.088
3.187

(a) Breakdown not available, expenses treated as applicable to 2*3/8% series.
(b) Before expenses of offering.
(c) Giving effect to call premiums on bonds to be redeemed from sinking fund.
(d) Reflects application to costs of refinancing of same rate of amortization 

as that applied to premiums less expenses to obtain figure in line 9a•
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The refinanoigg costs for which the higher cost rate pur

ports to allow were incurred in 3954# and consisted, in the main, 

of the redemption premiums and unamortised discount and expense 

relating to the Northern Natural Gas Company debenture 4js» due 

1973, which the debenture 3#, due 1973, were intended to replace. 

One theory of cost of capital analysis holds that these redemption 

premiums and the remaining unamortized discount and expense, less 

tax savings, should be amortized over the life of the replacement 

Issue» The Federal Power Commission, however, has been unwilling 

to concede that provisions for the amortization of these costs 

should be made through the rate of return.

of debt capital. - Shown below ie

an example of the calculation of the weighted average cost of debt 

capital, based on data furnished in Table

ToW 6156,000,000 #4,800,080

KEISHIEB AVSaâGB OCT OF BOBSHS® HAIBSM. GAS CO. DEBT CAPITAL

Ser .Deb. W/8a 1956-65 >, 116,000,000 2.423# $387,680
Ser .Deb. a-l/Zs 1956-67 10,000,000 2.530 253^000
Ser .Deb. >1/8* 1966-69 6,000,000 3*157 189,420Ser.Deb. 2-5/8* 1956-70 X,000,000 2.702 918,680
S.F.Deb. >5/8* 1973 25,000,000 3.672 918,000S.F.Dob. 3-2/48 1973 «1,000,000 3.252 1,300,800S^.Deb. >1/4* 1974 3.330

The weighted average cost of )
«dUl L tta J M



www.manaraa.com

171

Cost of Preferred Stock Capital

The procedure for determining the cost of preferred stock 

capital (By* in the cost of capital formula) is essentially the same 

as that prescribed for determining the cost of debt capital» except 

that the calculations do not usually involve a fixed term. The essen

tial elements are:

1* The annual dividend rate of each preferred stock 

issue, expressed in dollars per share;

2. The net proceeds resulting from the sale of each 

preferred stock issue, expressed in dollars per share; and

3» The net proceeds resulting from the sale of each 

preferred stock issue, expressed in dollars per share.

The dividend rate, divided by the net proceeds, will deter* 

mine the cost rate for each issue, and the weighted average cost of 

all preferred stock capital may then be obtained in the same way that 

the weighted cost of debt capital is obtained, as illustrated on the 

preceding page.

Effect of retirement funds. * If there is a retirement fund 

designed to secure the retirement of a preferred stock issue over a 

period of years — and in the natural gas pipe line business such re

tirement funds are a common practice — then the cost should in 

theory, be calculated by use of the amortized yield tables. However 

the result obtained by following this procedure is unlikely to be ma

terially different from the result obtained by following the above method,
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unless the retirement period is unusually short. in the natural gas 

pipe line business twenty-five and thirty year retirement ted periods 

have been noted*

Table VHI , appearing on the following page, illustrates 

the sort of information regarding preferred stocks which applicants 

for rate increases are required to make available to the Federal Pow

er Commission. If there is more than one preferred stock issue the 

value »y*, used in the cost of capital formula, would be the weighted 

average cost of all preferred stock capital, calculated in a manner 

similar to that illustrated on page 170 , supra.

It may be noted that the difference between the annual cost 

of this particular increment of capital calculated at the current 

rate, and the animl cost calculated on the limited life, or bond 

table basis, is 0.11 per cent. Unless the preferred stock consti

tuted a very substantial portion of the total capital, a difference 

of this order would not affect the ultimate result more closely than 

to the second decimal place*
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TABI# VIII

NORTHERN NATURAL GAS COMPANY

ANNUAL COST OF PREFERRED STOCK OUTSTANDING AT DECEMBER 31, 1954

Cumulative, S.F.
1. Designation of issue 5-1/2 Percent,

(Series, rate and par value) par $100
2. Date offered September 23„ 1953

3. Number of shares offered 250 000
4. Gross proceeds of offering

a. Aggregate $25 000 000
b. Per share 100 00

5. Underwriters’ discount or commissions 
a. Aggregate $ 625 000
b. 1er share 2.50
c. Percent of gross proceeds 2.50%

6. Expenses of offering
a. Aggregate $ 76 431
b. Per share .31
c. Percent of gross proceeds .31%

7. Net proceeds
a. Aggregate , $24 298 569
b. Per share 97.19

8. Annual cost of net proceeds available
a. Current rate
b. Pate giving effect to limited life of issue

5.66%

because of sinking fund redemptions 
(bond table basis) 5.77%

Sourcei IWMt 16 sponsored by Dr. Henry Hers in the Northern Hetn- 
ral Ges Coe^amy site «ue Wore the Federal Power Ceaste- 
siw, PAG. Docket Ho. 0-2505.
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SETEMHATIO» OF THE COST OF COMMON STOCK CAPITAL

Finding a figure to represent the cost of equity capital — 

*«« in the cost of capital formula — is as difficult and devious 

an undertaking as the finding of the costs of debt capital and 

preferred stock capital was straightforward, simple and relatively 

easy, The principles are the same, but the technique is different. 

One reason for this is that the series of expected returns, which 

investors are said to be seeking when they buy common stocks, is 

never stipulated by contract in this class of securities. Instead, 

comon stockholders1 returns depend upon the vagaries of business 

profits. Another difficulty is that the rate at which these ex* 

pected returns, whatever they may be, are capitalised in the mar

ket, which is what gives rise to prices, is subject to constant 

and continuing readjustment. Moreover it is often influenced by 

developments, or anticipated developments, having little or noth

ing to do with the company in question.

This is not to say that debt capital costs and preferred 

stock capital costs are waff acted by these influences; the point 

is that it is the common stock which is most sensitive to them*

So historic .cost. * For these reasons, and others, there 

is no appropriate historic cost of common stock capital, in the 

sense that the income per share being earned, or the dividend being
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paid, when stock was being offered for sale represented an under

taking on the part of the issuing company to the effect that it 

would continue to earn and pay dividends at those rates. On the 

contrary, most everyone concerned usually hopes that earnings will 

increase, and that dividend payments will do likewise. Analytical 

procedures may be applied to appraise the possibilities that earn

lugs will improve, remain stable, fall behind or vanish altogether. 

Statistical methods may be employed to determine the probabilities 

of the capitalisation rate remaining stable, or rising or falling. 

But analytical procedures will produce, at best, only ^educated 

guesses,” and a heart attack in Washington, or a careless word in 

Moscow, may alter the capitalization rate outlook over night. In 

consequence of all this one of the most important things which must 

enter into the determination of the cost of equity capital is judge

ment.

The common stockholder's position. - Foster and Rodey, in 

their volume Public Utility Accounting, to which reference has been 

made previously in this study, describe the position of the camon 

stockholder in a business enterprise thus:

The essence of the position of the common stockholders 
is that they receive the residual earnings, the balance 
that remains after interest, preferred dividends and all 
other prior requirements have been provided.

Cjt e » Pp.192—3.
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If profits are good ths common stockholder may, presumably, 

take all. If profits are poor, or nom-exi étant, the common stock

holders get nothing, nor have they cause for complaint because man* 

agement of the enterprise is presumed to be in their bands by virtue 

of their power to choose the directors; at least, so the theory goes.2 

Their position is thus in sharp contrast with that of the bondholders, 

who must be paid, else they may seize the capital assets.

JSf„ stock capital. * In the matter of the cost 

of common stock capital the same authors go on to say*

The existence of a cost in the economic sense does not 
depend upon whether or not dividends are currently being 
paid. A cost of capital cannot be avoided merely by the 
nonpayment of dividends. So one would say that, every
thing else being equal, the more stable the dividend the 
lesser the cost of common stock capital, since in fact 
the contrary tends to be true. A margin of current 
earnings over current dividends commonly is a necessary 
condition of prospective ability to pay stable dividends 
at the current rate and is therefore an important compo
nent of the cost of common stock capital^

cost of capital 

analysts seem to agree that the best evidence of the cost of equity 

capital is the rate at which investors capitalize prospective cc®-

&s a matter of fact the directors of most large corpora
tions are virtually self-perpetuating trustee^.and it is extremely 
difficult for dissident stockholders to unseatWhcm. This is especial
ly true in the public utility field where the law prohibits a concen
tration of cosmea stock holdings. Recent years have witnessed a num
ber of ”proxy battles* which seems to prove that established manage
ments are not necessarily invulnerable.

SoutOit,.,p.193;
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mm share retw, These returns accrue in various ways» The most 

important one is the dividend. This is the share of the profits 

which is distributed to the common stockholders at the behest of 

the directors* Returns also accrue on eandngs whites are not paid 

out as dividends but which are, instead, "ploughed back" into the 

business, thereby increasing the common stockholders' equity therein.

Returns to stockholders also accrue when stock purchased 

at one price is sold at a higher price. By the same token negative 

returns result under reverse circumstances* Such returns come un

der the heading of capital gains, or losses, for income tax purposes. 

Returns also accrue when a stockholder derives some valuable right 

or privilege as result of hie investment* A return of this sort 

would result if the company in question offered its common stock

holders the right to subscribe for additional shares at a price

below market. This has already been mentioned in Chapter III* Other

less tangible returns may also accrue*

rafo- - Mr. Tatham,

in his contribution to the Third Edition of Graham and Dodd's

Bays that the various factors which influence

the capitalisation rate may be grouped under three headings, as fol

lows s

1* Those associated with the prospective growth of the

enterprise;
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2. Those reflecting the known or expected stability of the 

business$ and

3» Those relating to the distribution of earnings, or dl^- 

âsaâ BKcsSf 4

With a little is^imti^x about anything which can happen to 

a business enterprise, or the business world in general, can be class* 

ifled under one or more of these headings.

Were it possible to assign numerical values and weights to 

each of the above factors, and subfactors contributory thereto, and 

to set up a formula tying them in to the capitalisation rate, our 

task would be finished. But the techniques of security analysis, 

which is what is involved bars, have not progressed that far. In 

point of fact the only factors which can be so expressed are earn* 

Ings and dividends. Payout, another mathematically expressible 

quantity, is the percentage relationship between these two. There 

is also market price and book value.

Market-price. - The chief clue to the appropriate capital

isation rate is the price at which the common shares of the company 

sell in a free and open market, such as the stock exchange. If at 

the same time that a price was ascertained it were possible to de* 

termine what a company was going to earn for as many years ahead 

as one cared to lock, then the capitalisation rate might be dote*

^1* P* 50% 
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mined from the following formula

81 * % * e3 * ♦ * • x 100 » r 

a P

where Bj, Eg* etc. are the earnings per share for as many years 

ahead as it is desired to look; wn® is the number of years, "P is the 

present market price, and NrH is the capitalization rate. Multiplica

tion by 100 puts the results on a percentage basis.

But peering into the future in this manner is difficult if not 

impossible, though many security analysts attempt it; some successfully, 

others not. Lord Keynes says:

Our knowledge of the factors which will govern the yield 
of an investment, some years hence, is usually very slight 
and often negligible. If we speak frankly, we have to ad
mit that our basis of knowledge for estimating the yield, 
ten years hence, of a railway, a copper mine, a textile 
factory, the goodwill of a patent medicine, an Atlantic 
liner, a building in the City of London amounts to little, 
and sometimes to nothing; or even five years hence. In 
fact, those who seriously attempt to make any such esti
mate are often so much in the minority that their behavoir 
does not gavera the market «5

Eamingg-price. ratios. - It being, as Lord Keynes says, vir

tually impossible to forecast future earnings, at least successfully, 

most persons concerned with determining the cost of equity capital 

fall back upon the assumption that the next best clue to the capital

ization rate is the rate at which current market prices capitalize 

the best available indications as to

^3, M. Keynes, The Genera]. Theory gf Interest 53d
Money (Wav forks Barcourt Brace and Company, n.d.) pp. 149*150.
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earning power, that is to say, earnings per share available for 

common dividend payments*

Snob an assumption» of course, runs counter to the belief, 

generally entertained by economists and practical men of finance, 

that to-day *s prices for the stock of a particular company die* 

count: to-morrow1» earnings, and other developments, rather than 

yesterday*s results* Nonetheless seme sort of assumption, such 

as this, is a necessary one if the analyst is ever going to get any* 

where in his search for an appropriate capitalisation rate to use 

as *2" in the cost of capital formula, the use of which is here 

being examined» The approach can be justified, if somewhat weakly, 

on the grounds that the beat guide to the future is the past, and 

that the public utility business, because of its traditional sta

bility, is more amenable to short-term forecasts that are most In

dustries*

The earnlngs-eapltaHsed formula may be expressed thus:

X 1W a $ 

where W represents earnings per common share; *?" is the market 

price, and *eR is the capitalisatiom rate* The purpose of multi

plying by 100 seems obvious* The relationship thus expressed is 

also called the earnings-pMc© ratio* In its reciprocal form, as 

the pMowarningu ratio, it is a tool employed by Wall Street ana

lysts and other financial writers to compare stocks and groups of 

stocks one with the other. Another way of describing it is as
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13» Eilsa esc sësxs «hlsà lœsiaEa H1U ai far a SeUaE ses Aazs 

tiC a*-
What earnlnza ? What price ? - Proceeding upon the ass«ep- 

tion that the eamings-priee ratio is the best available due to the 

capitalisation rate* the next thing to be determined is what earnings 

and what prices should be compared to produce the most pertinent 

ratio.

On the theory that stock market prices discount the future 

the best eamings-priee ratio within human capabilities would seem 

to be that which compares to-day'r beet estimate of to-morrow's 

earnings with to-day's most recent price for the stock. But to 

assemble such estimates, and make them of even quality, is a task to 

which few persons, capable of making them, would care to give their 

time* Once again the analyst is confronted with the necessity for 

compromise.

latest earnings, latest price. - To this end a very common 

practice is to use the latest available reported earnings, and the 

latest available market urice for the stock. Most public utility 

companies publish their earnings quarterly, on a twelve months basis, 

so information as to the earning power of the company under scrutiny 

is brought up to date with reasonable regularity. Moat public utility 

company common stocks are listed on a stock exchange, or traded ac

tively in the over-the-counter market, so race t prices are almost al

ways available. This permits successive solutions of the "earnings-
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capitalized” equation to be made at whatever interval the analyst 

desires. In the author’s experience monthly calculations serve 

practical purposes very well.

This method possesses a basic defect. which will presently 

be discussed. Its advantages are that it is factual, can be con

veniently assembled with the aid of a few current financial publi

cations, and can, at all times, be kept up to date Also the judge* 

ment factor, which would necessarily be involved in any series of 

ratios based on estimates, is eliminated. Illustrations of the re

sults to be obtained by following this method will be supplied, 

presently.

Defect. - The basic defect in this method is that the earn

ings and prices which are being combined to obtain the ratios are 

always out of phase with one another. It results in a series of 

comparisons of yesterday’s earnings with to-day’s prices, whereas 

the ideal would be a comparison of to-day’s prices with to-morrow’s 

earnings, as has just been stated.

This out-of-phase-ness is due, partly, to the inevitable but 

unavoidable lag in the publication of corporate earnings statements, 

which means that by the time a natural gas company, or any public 

utility, for that matter, is ready to make known to the public what

Nn assembling such ratios the author makes use of IM Wall 
inL for stock market prices, and Moody’s Oi EMMS 

for earnings. Standard & Poor’s 
Guide is also useful.
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it earned» say during the 12 months ended March 31, it may already 

be six weeks to two months into its next reporting period, and the 

factors which are going to affect the earnings statement for the 

12 months ended June 30 have already become apparent to alert db- 

servers. On the theory that the stock market always looks ahead, 

an earnings-price ratio calculated as of the end of May, for example, 

would be two months out of step; at the end of June it would be three 

months out of step, and so on.

"Forward basis* . ratios. * To correct this defect some stu

dents of the capitalization rate use what is son times called the 

"forward basis" ratio. By this process, and referring back to the 
%

example cited above, the ratio would be developed by referring 

March stock prices to the earnings for the yearly period ending 

with March 31, June prices to the June 30 earnings, and so on. For 

intervening months' ratios seme authorities go so far as to inter

polate to obtain intermediate months' earnings, market prices being 
usually always available.?

Illustration. - To Ulus rate the difference between the 

latest-available-earnings over latest-available-price type of ratio,

?lf a company which reports quarterly, on a 12 months basis, 
reported that it had earned 13.30 per share of its eemmon stock during 
the 12 months ended March 31, and later reported that it had earned 
$3.60 per share during the 12 months ended June 30, interpolation 
would lead to the assumption that it had earned 03.40 per share dur
ing the 12 months ended April 30, and 13.50 per share during the 12 
months ended May 31»
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earnings and prices of El Paso Natural Gas Company, one of the 

prominent western pipe line companies, for the year 1956. El Paso 

publishes earnings statements monthly. Its common shares are listed 

on the New York Stock Exchange.

Latest-available basis ratio. - As of December 31, 1955 the 

latest information available to the investing public was that this 

company had earned $2.50 per share of its common stock during the 

12 months ended October 31, 1955. The last price at which its com

mon stock had sold on the New York Stock Exchange on the final trad

ing day of the year was 48. Combining these figures according to 

the earnings-eapi tali zed formula would have produced the following 

results

x 100 = 5.2%

This 5.2% would have been the eamings-price ratio as of 

that date.

Forward basisratio. - During April, 1956, El Paso published 

its Annual Report for the year 1955. Among other things this report 

showed that the company had earned $3.08 per share on its common stock 

during the year 1955; that is to say, during the 12 months ended De

cember 31, 1955* The forward basis ratio would then be calculated by 

comparing, mathematically, the 1955 earnings for 1955 with the price 

as of the end of 1955. The calculation would have been as shown at 

the top of the next page.
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3.08 x 100 * 6.# 
T

It is significant to note that it was impossible to evaluate 

the 1955 year-end market price# thus, until four months later, after 

the 1955 earnings had appeared. The difference between the two ratios 

is striking. Which has the greater significance as a measure of the 

cost of common equity capital T

Comparison. - Table XIV, on the following page# has been de

signed to facilitate comparison of the results obtained from following 

the two systems of earnings-price ratio determination over a single 

year, and over a somewhat longer period. As will be noted the differ

ences seem, at times, to be marked. At other times they seem insignifi 

cant. In 1956, for example, the difference is 0.7 of 1 per cent, a 

significant quantity if applied to a large equity.

On the other hand the differences in other years, as will be 

seen from the lower half of Table XIV are smaller, while the differ

ence between the five year averages on the * latest available* basis 

and the «forward* basis is only 0.3 of 1 per cent.

In the author’s mind there is no doubt as to the theoretical 

superiority of the forward basis ratio over the latest-available basis 

ratio, as a measure of the cost of equity capital. Yet the system by 

which the former is created has its drawbacks, in that it is less con

venient to assemble. Also, as has been observed previously, it is



www.manaraa.com

136

tABIB XIV

COMPARISON OF EARNIBOS«PRICe RATIOS CALCULATED ON THE

"LATEST AVAILABLE* BASIS AND THE "FORWARD" BASIS

El Paso Natural Gas Company Common Stock

"Latest* 
available" 

basis

■ "Forward* 
basis

(a) For the year 19^6 

As of the last day of

January 5.9 £ 6.k %
February 6.2 7.7
March 6.3 8.3
April 6.3 7.6
May 7.5 7.$
June 7.2 7.4
July 6.5 6.8
August. 6.9 7.2
September 7.U 8.1
October 6.9 7.U
November 7.8 7.8
December 6.7

Average 6.8 (a)7.5 %

(a) 11 months

(B) Average of monthly ratios

1951 9.0 % 10.0 %
1952 8.5 8.4
1953 
195k

8.3
7.2L «

8.1»
7.3 
À 117»

Averse ($ years)

M. i

7.5 X

OWL

7.8 %



www.manaraa.com

w 
never quite up to date. As result of this and other studies of this 

type of ratio versus the sore commonplace latest-aval lable-earnings> 

latest-available-price type of ratio It is his conclusion that the 

latter serves the use to which it is put adequately, and that the dif

ferences between the two tend to become minimis as the record is 

extended. Determination of the cost of equity capital is by no 

means the precise science which some students of the subject seemingly 

like to make it.

To facilitate further study a Table showing the earnings- 

price ratios registered by SI Paso Natural Gas Company common stock, 

calculated by the simpler method for the period 1945 through 1956 is 

furnished on the following page.

What about contingent earnings ? - Another problem with which 

the cost of capital analyst sometimes has to struggle is the matter of 

contingent earning*. Public service companies frequently have to ad* 

vise their stockholders that a certain portion of the earnings which 

they are reporting are contingent upon the outcome of certain rate 

eases, or litigation, in which they may be involved. The usual rea

son for this is, as suggested in Chapter IX, that they are collecting 

bills from customers at rates which are in effect under bond, and they 

will not know, nor will anyone else know, whether or not they are go

ing to be able to keep the money until the rate cases are decided.

What, then, is the proper figure to use in such cases in cal

culating the eamings-price ratio 1
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EL PASO NATURAL GAS MEANT

Sarnings-Price Ratios*

19& 1946 19li7 W W 1950

January 10.061 6.M 6.# 7.9% 9.7% 6.#
February 9.5 6.3 7.1 8.2 9.8 6.9
March 10.lt 6.8 7.k 8.0 9.1 6.9
April 9.8 6.2 7.5 7.7 9.1 6.8
May 9.5 6.0 8.1 7.6 8.8 6.4
June 9.6 5.6 8.2 8.7 9.2 6.9
Ny 9.8 6.0 7.9 9.1 9.5 7.9
August 9.3 6.2 8.$ 8.7 9.1 7.9
September 8.7 6.9 8.1 9.5 8.5 7.8
October 8.0 7.0 8.3 9.2 8.3 8.4
Nove^er 7.3 6.9 8.1 9.9 7.1 9.0
December 7.2 6.8 8.2 10.1 6.8 8.0

Average 9.0% 6.1t% 7.9% 8.7% 9.7% 7.W

1951 1952 1953 195k 1955 1956

January 7.3% 6.8% 7.8% 8.1% 4.M 5.9%
February 7.3 9.2 7.9 8.1 4.6 6.2
March 8.8 8.6 8.3 8.3 4.1 6.3
April 8.6 9.2 8.7 8.$ 3.9 6.3
May 10.2 8.2 8.2 7.9 3.9 7.5
June 10.2 8.1 9.1 6.9 Ui 7.2
July 9.6 7.9 8.0 6.8 k.7 6.5
August 9.5 7.9 a.k 6.7 5.0 6.9
September 9.2 8.8 8.4 6.6 5.3 7.h
October 9.1 8.5 8.1 6.7 5.0 6.9
November 9.3 8.1 7.9 5.7 5.? 7.8
December 8.9 8.1 8.4 5.5 5.2 6.7

Average 9.0% 8.5% 8.3% 7.2% k.7% 6«#

*Based on latest available earnings at the wnth-end#
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Very obviously only someone with intimate knowledge of each 

rate ease, including the fine points of law involved, company poll* 

dee and personalities would be in a position to even guess what the 

outcome might be. And if a person of such wisdom were sufficiently 

injudicious to venture a guess, such guesses could even then be wrong, 

or only partially right.

Generally speaking the analyst's "out," in such cases, is to 

use whatever figures are available, and assume that investors are 

aware of the circumstances, and are forming their own judgements as 

to the outcome, all of which will find its ultimate expression in 

market price. If more than one figure as to earnings per share are 

made available, the analyst may very well consider all. This will 

produce a range of values which may have a temporary usefulness. In 

any event, it will be a "best available" appraisal, and that may be 

about as close as the analyst may be able to get to what he is seek

lag. Determination of the cost of common stock capital, a % has been 

remarked earlier, and may be remarked again, is not a precision under

taking.

Industry,-4fide_caniteli%ation rat#. - In addition to the sort 

of data shown in Table XV , for an individual company, it is often 

useful to consider the industry-wide record. In a certain sense this 

may be considered as bringing into play the "corresponding risks and 

uncertainties" precept of the Bluefield and Hope decisions .
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Twa an

LONG IBbfdK h&GW) GF GAPllALIZAUOa «USES

BAÏÜAAL GA& PI# LIKE (WHPA9IES

■A%a. JM. ..ua. -2242. .1345..
January 10.5% 11.8% 13.7% 12.4% 10.4% 9.4%
February 9.8 12.3 13.3 11.8 10.3 9.1
March 10.0 12.4 15.0 11.6 10.6 9.4
April 10.2 13.6 16.1 11.3 1D.9 9.1

Hay 12.9 13.1 16.2 10.5 10.8 9.3
June 11.3 12.7 16.3 1C.6 10.8 t.5
July 13.3 11.5 15.7 10.3 10.7 8.9
August 1S.3 11.5 15.1 10.3 10.3 8.8

September 13.0 11.5 14.8 10.1 10.4 8.7
October 12.3 11.9 14.6 10.1 10.0 8.2
November 11.9 14.2 13.8 10.6 1C.3 7.5
December , JS^L J^SL

Average u.%; 12.7% 14.%^ 10.9% 10.5% 8.7%

J24L -J242- 1948 -X2£L -1250, J22L
January 6.6{& 7.6% 9.4% 8.9% 6.8% 7.4%
February 7.2 7.8 9.9 9.2 6.8 7.3
March 6.8 8.3 9.2 8.8 6.7 7.3
April 6.7 8.4 8.7 9.1 6.9 7^t

w 6.8 9.2 8.5 9.1 6.7 7.6
June 6.9 9.1 8.4 9.3 7.2 7.6
July 7*1 8.9 8*5 9.1 8.5 6.7
August 7.6 9.4 8.4 8.5 8.0 6.6

September 8.1 9.2 8.7 8.3 7.7 6.5
October 8.0 8.9 8.6 7.6 7.9 6.4
November 8.1 9.0 9.8 7.3 8.0 6.6
December .-ZÆ. -M. . ..ao. _na. 6*4^

Average 7.» 8.7% 9.0% 8.5% 7.4$ 7.0%

(table continued on following page)



www.manaraa.com

TABLE XVI * Continued

LONG TERM RECORD OF CAPITALIZATION RATES

NATURAL GAS PIP _ LINE COMPANIES

J&Z. -1255- _U2L .xm.
January 6.2% 5.% 6.8% 6.0% 6.4%
February 6.4 6.3 6.8 5.5 6.8
March 6.0 5.5 6.-3 3.4 6.7
April 6.3 7.0 7.0 5.3 6.9

May 6.2 7.0 7.0 5.5 7.4
June 6.2 7.3 6.9 5.5 7.2
July 6.0 7.1 6.8 5.7 6.5
August 6.3 7.6 6.4 6.0 6.8

September 6.6 7.7 6.4 6.4 7.0
October 6.4 7.1 6.8 6.3 6.7
November 6.2 7.0 6.2 6.4 6.9
December 6.0 7.1 6.1 6 #4_ 6.4

Average 6.2$ 7.O$ 6.7% 5.9$ 6.8%

Notes the foregoing values are based on the closing mar
ket prices as of the end of each nonth and the latest aviatable 
earnings for a 12 months period preceding that particular month. 
For a list of the stocks used, and an example of the manner of 
calculating an entry, see Appendix

Sources Exhibits used in rate cases involving natural gas 
pipe line companies by members of the staff of the Division of 
Finance and Statistics of the Federal Power Commission.
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For such purposes the analyst might very well turn to a tabu

lation# such as the one shown on the preceding page, which sets fort^i 

a sort of composite earnings-price ratio, based on the earnings and 

month-end stock prices of several leading natural gas company stocks.

A long-term record, in summary form, comparing the average 

annual capitalisation rates for this, and two other groups of natural 

gas companies, is provided on the page following this one.

Representative period of time. - Tn drawing conclusions from 

data such as is provided in any of these tables the time selected is 

of great importance. It is patently unfair, for example, to select 

any single entry and say that that represents the cost of equity capi

tal which will be figured into the cost of capital formula and used 

as a basis for determining the fair rate of return. The better prac

tice is to take a range or average of a series of ratios, covering 

what is sometimes described as a Mrepresentative period of time."

Here, again, the dilemma is compounded. What is a represen

tative period of time ? Is it one year, two years, five years, or 

ten ? Obviously, any figure within the range of these tables could 

be adduced therefrom by careful selection, but unless the rationale 

is sound and convincing, the choice is certain to be challenged.

Economic cycle ? - In theory, probably, the representative 

interval should be that which encompasses a full swing of the economic 

cycle as, for example, the period from 1921 through 1932. But the 

natural gas business as it existed during that period bears little or
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TABLÉ XVII

CAPITALIZATION RATES INDICATED BI THE PRICES

OP NATURAL GAS IRDUSTRT STOCKS

(Average of monthly composites)

19kO - 1936

Tear ! Pipe Line 
Companies

Pipe Line 
Companies

(Group B)

Integrated
Co^anies

(Group A)

w 11.7%
191*1 12.7 4*

191*2 14.8 ■w *

191*3 10.9
IM 10.5

191*5 8.7
1946 7.3
191*7 8.7 •ea
191*8 9.0 9.2%
191*9 8.3 7.# 8.3

1950 7.1* 7.1* 8.1
1951 7.0 8.9 8.7
1952 6.2 7.3 7.1
2953 7.0 6.8 7.2
1951* 6.7 6.6 6.7

1955 5.9 5.9 6.7
1956 6.8 7.0 7.5

For a list of companies comprising each group see 
the Appendix,
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a© resemblance to the business as it has existed since 1932, or even 

since 1945, for that matter* Moreover, it would appear that the econ

omic cycle which started at the nadir of the depression in 1932 has 

never run a full course in what might be termed the classical sense,

^ost-war sra T - Again, from another point of view the end 

of World War II seems an appropriate take-off point for the consider»» 

tion of business indicia. This proposition is based on the theory 

that the end of that war ushered in a new economic era, which indeed it 

did, insofar as the natural gas pipe line business is concerned, How

ever, the sensational growth demonstrated by that business during the 

1946-1955 decade seems unlikely to be repeated, if for no other reason 

than that the frontiers of service, insofar as natural gas pipelines 

are concerned, seem now to have been extended to their limits* In 

short the business has reached the limits of the extensive phase of 

its development, and is now entering the intensive phase.

For reasons such as these it seems unfair to the industry to 

base its common equity capital allowance entirely on a period when its 

business has been booming, The leavening effect of leaner years is 

needed. However, the attempt to give consideration to leaner years, 

through statistical media such as has been shown in the last three 

tables runs into the practical difficulty that only four common stocks» 

representing companies which are now prominent in the natural gas pipe
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Mae business, were available to investors at large prier to 1940, 

and of these only one had been on the market for any length of time.

* For present purposes, then, the 17^@ar 

record of eeminge-price ratios, suMariiaed in Table X^H, seems to 

be the best available indication of what the appropriate allowance 

for common equity capital should be. The over all average for this 

period is about nine per cent. It does not, of course, follow that 

this is a satisfactory allowance for all natural gas companies. The 

individual circumstances of each company must also receive consider

ation, From the regulatory agency viewpoint, of course, the longer

the record which is available for study, the sounder and more con* 

wincing will be the result*

MS Any allowance for common

equity based on earninge-price ratios must take into consideration 

the matter of financing costs. This is because the net proceeds re

alised by a company issuing and selling oomon stocks is going to be 

less than the going market price for its shares. This is because the 

offering creates a temporary over-supply which puts the going market 

price under pressure.

^According to Moody’s Public Utility Manual (1940) these wares 
leas Star Gas Corporation common, predecessor of the present Lone Star 
Gas Company; Il Paso Natural Gas Company common, Panhandle Eastern 
Pipe Line Company m and Consolidated Gas Utilities Corporation 
common. Of these only the Lone Star Gas Corporation common had been 
on the market for any pst length of time.
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Thus, for example, if the earnings-price ratios indleate that 

nine per cent is an appropriate allowance for the common equity oom» 

lisent of capital, the rate to be taken into consideration in fixing 

a reasonable rate of return should be increased by a financing in

crement. Conversely, if the over-all rate of return were fixed at 

nine per cent, the nine per cent would have to be reduced by the fi

nancing increment in order to discover the net common equity return.

The amount of this financing increment is, once again, a 

matter of experience and judgment. Tables % and XX of Capter XXIX 

represent the accumulated experience of a decade with offerings of 

natural gas company stocks. Where public offerings are involved & of 

1 per cent would appear to be adequate, based on this experience. 

Where rights offerings are involved, and the subscription price must 

be noticeably less than the going market price in order to give the 

rights value 1.3 per cent appears appropriate.

To sum ups earnings-price ratios are useful as indications 

of the cost of or, as the rate which should be allowed for the com

mon equity portion of total capital only when they are adopted with 

judgment, and with due regard for other factors which may influence 

common stock prices. Some of these factors will be presented and 

discussed in the next chapter.
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Chapter XVII

of the cost of common stock capital

Continued

What are some of the other ways of determining common stock 

capital costs ? What are some of the other things which need to be 

taken into consideration in arriving at the final figure ?

Measurement by recent offerings, - It is sometimes possible k 

to take a direct approach to the question of equity capital costs when 

the company in question, or another one like it, has made a recent pub* 

lie offering of additional shares of its capital stock* There have 

been about thirty-five such offerings since 1946 by prominent pipe 

line companies, not all of which have been offerings in behalf of 

the companies themselves*

About half of these sales have been offerings via underwrit

ers; the other half have been offerings to existing stockholders via 

rights. Tables X and XI of Chapter XIII sumaarise these offerings*

One of the difficulties encountered in making use of this 

type of evidence, relative to equity capital costs, is that such of

ferings have not occurred with sufficient frequency to be useful as 

the sole guide to the cost of equity capital for a particular company. 

They are, however, very useful as a check on the results obtained by 

other methods. It should be noted that in cases where a stock is of

fered via rights, a discount from market price is invited which usu-
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ally increases the increment which must be included, to cover

financing costs»

Procedure when no -market exists» - It sometimes happens 

that ear Rings-price ratios for a particular pipe line company are 

not determinable, due to the fact that all of its stock is owned 

by another company, and never comes on the market. This is a com

mon occurrence when the applicant company is a subsidiary of a 

holding company, such as The Columbia Gas System, Inc., or United 

Gas Corporation»

When this happens the usual practice is to fall back on 

the earnings-price ratio record, capital ratios, dividend payout 

record and so on of the holding company, for an indication as to 

an appropriate allowance or cost rate for common stock capital.

Holding company earnings-price ratios, it has been found, 

run somewhat higher than operating company earnings-price ratios. 

This may reflect a lurking distrust of the holding company form 

of enterprise. Table XTII reflects this.

Whenever there is no clear indication of equity capital 

costs to the operating company or to the holding company resort 

must be had to industry-wide averages for indications of equity 

capital costs. Table XVI affords information of this sort.

Yield, and other factors. - What is the significance of divi

dends, yields, book values, capital structure and other factors which 
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public utility analysts weave into their examinations of public util

ity stock prices ? Some authorities, for example, conceive that yield, 

which is the percentage relationship of the dividend rate being paid, 

to the market price for the shares, is a most appropriate measure of 

the cost of common stock capital.

A basic objection to this use of yield is that the dividend 

rate, upon which it partially depends, is something which is under the 

control of the board of directors. Thus it is susceptof manipu

lation to a limited extent, if the directors believed that that would 

serve any useful purpose. Also complete reliance on yield, as a meas

ure of the cost of common stock capital could lead to the absurd con

clusion that the cost was zero when no dividends were being paid 1 

Actually a company paying no dividends usually has a much harder time 

raising equity capital than a company with a good dividend paying 

record.

As a matter of experience it may be noted here that over the 

past decade natural gas pipe line company stocks have, on average, 

sold on a yield basis of slightly less than five per cent. This re

flects considerable investor confidence in the business. However, it 

is very doubtful if any natural gas pipe line company would settle 

with the regulatory authorities for a rate of return which allowed as 

little as five per cent on its common equity. As will presently be 

seen, Federal Power Commission allowances (for equity) have been about 

twice that figure.
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It is the author* s view that yield has its greatest useful

ness as a collateral indication of what the proper return on common 

equity capital should be. If the yield is below industry averages it 

may be reasoned that the company in question is on good terms with in* 

vestors# that its stock is highly regarded and that it will probably 

have little difficulty in raising additional common stock capital on 

favorable terms.

If# on the other hand, the yield is above industry averages# 

it would seem to be obvious that investor confidence in the company 

was lacking; but an alert regulatory agency might do well to inquire 

into this aspect of the matter carefully before accepting this fact 

as evidence of need for a higher rate of return.

Payout. - Closely related to dividends is the matter of 

payout; Graham and Dodd define this as the percentage of available 

earnings paid out as common dividends.They say it has an important 

effect upon investors’ attitudes towards the issue in a typical case*

In the author’s experience low payout# where so long con

tinued as to represent deliberate management policy# has a tendency 

to depress stock prices*

Nenj * Graham and David L. Dodd# Security Analysis (New Torkt 
McGraw-Hill Book Co*»lnc»#1951) 3rd M. p* 200.



www.manaraa.com

Excessive paycuts might have & similar tendency because 

investors are prone to suspect that liberal payments my not be long 

continued, and tend to Md less for the stock concerned than they 

might pay had they confidence in the continuation of a more conser

vative rate of dividend,

On this point Graham and fodd say:

"Retained earnings are valued by investors at a much 
lower rate than those which are distributed.” %

They go on to develop the theory that the optimum payout, in 

the case of a public utility, should be a function of the margin 

whereby a company covers its fixed charges.

According to the examples which they cite, a company covering 

its fixed charges about ten times could afford to pay cut about ninety 

per cent of the balance available for common as dividends, A company 

covering its fixed charges three times could af-ord a payout of about 

eighty-five per cent, and a company whose fixed charges were really 

burdensome should not pay out more than two-thirds of its common share 

earnings as dividends.3

By these standards the natural gas pipe line business, which 

has been covering its fixed charges three times or better, on average, 

over the past decade, could afford an eighty-five per cent payout *

•> P♦ 273—6.
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As a matter of fact, the payout in the natural gas pipe line business 

has been much more conservative than this# having averaged sixtyAseven 

per cent over the 1946-19^5 decade.

Speculative returns. - Many who purchase common stacks da 

cause they hope to profit from appreciation in the market value of 

shares. There is no doubt that many who have purchased the common 

stocks of natural gas pipe line companies, since 191*6 or earlier, have \ 

had this purpose in mind. Some venturesome individuals likewise seek 

capital gains through w short selling,n but it is doubtful if there has 

been very much profit of this sort to be had in natural gas compas^ 

shares, of late. Profits of this sort are as much a part of the return 

as the dividends received to this class of investors.

There is no doubt but what speculative buying (or short sell

ing) having capital gains in view has a decided influence on market 

prices from time to time. Thus, to some extent# speculative activity 

may diminish (or enhance) the apparent rates at which other, more ob

vious forms of expected returns are being capitalised. But it is ex

tremely difficult for anyone not intimately identified with trading 

activity, either on the f^or of an exchange, on in the over-the- 

counter market to detect speculative activity of this sort. It is 

even more difficult to isolate its effect.

Book value. - The complaint is often heard that use of cost 

of capital as an approach to fair rate of return is an erroneous pro* 
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eedure because it takes a factor which is derived from the market value 

of the common equity, namely an earnings-price ratio, and applies it to 

the value of the common equity, in order to determine a fair re

turn. Such complaint is heard most frequently when the market value 

exceeds book value. If the situation were the other way around, earn

plaints of this nature might be expected to subside.

MriBâLSSSÈ* * The situation in this respect is the outcome

of the application of the doctrine of original cost. Thus the book val

ue of a common stock represents capital which has been paid in, or re* 

talced out of earnings over & period of By contrast the market 

value of the common equity may be accepted as representing the present 

day valuation of the properties bought with those dollars. Inflation 

has disturbed the nominal equivalency between these two values. To 

allow the return on the common equity to be applied to the market value 

of that equity, rather than to the book value, would be to allow pres* 

ent value and reproduction cost to come in through the back door.

Gapital stri3532g * The capital structure of a pipe line 

company has both a direct effect and an indirect effect upon the cost 

of capital to that company. The direct effect results from the fact 

that the proportions of debt capital, preferred stock capital and com* 

mon equity capital are multipliers in the cost of capital calculation. 

This was explained in Chapter XIV.

The indirect influence of the capital structure is felt when 

one type of capital is present in disproportionate quantity, in which
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ease it will have a noticeable effect upon the cost of that particu

lar type of capital,

^IWt jsf debt - When new natural gas pipe line

companies apply to the Federal Power Commission for certificates of 

public convenience and necessity they are required to show that they 

will start out with no more than 75 per cent of total capitalization 

represented by debt capital, and no less than 15 per cent common 

equity > The 10 per cent in between may be filled with preferred 

stock capital, or additional common, as the applicant elects. Gener

ally speaking, then, 75 per cent represents the top limit of debt 

capital for companies of this type.

Ideal capital structure. - There does not seen to be any 

such thing as an ideal capital structure for natural gas pipe line 

companies• Such standards as there are are, perforce, largely empir

ical. A composite balance sheet of all pipe line companies reporting 

to the Federal Power Commission as of the end of 1956 showed the fol
lowing industry wide proportions*^

Long-term debt ...... 59.# 
Preferred stock ...... 8.5
Common stock ....... 20.5 
Surplus .........

TOTAL CAPITALIZATION . 100.#

Nased on figures furnished the author by the staff of the 
Federal Power Commission in advance of their publication in Statistic^ 
&f (Federal Power Comission, Washington^.)
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- Oœ reason id? œstpantes 

the employment of debt capital is that the interest charges tharscm are 

fhlly deductible^ as a business expense, for Federal income tax pw* 

poses. As this works out increasing the proportion of debt capital 

minimises the Federal income tax liability, and mxW^es the return 

earned on the common equity. This la one of the additional manifestas 

tiens of leverage.

The author considers that the proportions set forth at the 

botte of the preceding page represent fair working standards for 

natural gas pipe line companies» If the debt capital exceeds 90 per 

cent of total capital, the risk factor in the senior securities will 

be increased to the extent that they will receive lower investment 

ratings, and increase borrowing costs. At the other end of the 

scale, however, borrowing rates are not greatly reduced by keeping 

the debt capital ratio below 35 per cent,

- G» the Batter of com® equity 

capital it is the author*s belief that it should never amount to 

less than 25 per cent of the total capitalisation. Bxoe tions to 

this may be made when the company is new*. At the same time there 

seems to be nothing gained by building up a teg equity position* 

While stocks of this character have investment appeal because of 

their large stake in the properties, they are lacking in speculative 

appeal because of the lack of leverage. Additionally a situation of 

this sort lays a company open to the charge of not using its invest* 

ment to best advantage*
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Growth. - Growth is attractive to investors; they feel 

there are profits to be made through association with an industry 

which is on the upgrade. It seems unnecessary to observe that the 

natural gas pipe line business has been growing at a rapid rate dur

ing the past decade; this fact has already been demonstrated in Chap

ter VIII of this study. The effect of investor interest in growth 

industries is to make it easy for participating units to attract cap

ital, and thus lessen its cost.

Stability. - So long as growth is manifeststability of earn

ing power is a minor consideration; during depressions, however, it be

comes very important.

The electric light and power business and the telephone business 

have enviable records of stability of earnings and maintenance of divi

dend payments during depressed periods of general business. For such 

reasons the stocks of these companies are highly regarded investment 

media.

As a regulated public utility business, with promising pros

pects, the natural gas business shares to some extent in the feeling 

of confidence which investors display towards these other regulated 

businesses, although possibly not in the same degree. The natural gas 

business has to its credit the fact that the companies which were organ

ised in 1928, 1929 and 1930 came virtually unscathed through the Great 

Depression, and are in very strong positions to-day. Any present mis

givings which investors may have concerning the stability of this 
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business seem to relate principally to fears of exhaustion of the gas 

reserves and fears of the effect of competition with other fuels. Fear 

of the effect of ill-advised regulation may also be a factor, but the 

author doubts that it is a serious one. It is difficult to say when, 

if ever, investors in natural gas issues will be as completely reas

sured on any of these points as they presently seem to be with respect 

to electric and gas stocks.

Summary

Many factors, some of the more important of which have been 

discussed above, influence the prices at which the shares of natural 

gas companies sell in the market5 hence the rate at which investors, 

collectively, capitalize the prospective returns from these shares. 

When all the evidence in a rate case has been submitted some appro

priate authority, meaning a hearing examiner, commission or court, 

must decide upon the basis of all relevant factors what rate of re

turn is necessary in order that a company may be enabled to 

maintain and support its credit and ... raise the 
money necessary for the proper discharge of its public 
duties .5

They must, at the same time, be sufficiently lucid in explaining their 

determination so that it will stand the test of judicial review.

^Bluefield W.W. & Imp. Go. v. West Va. Pub. Serv. Com.
262 o.s. W35T(W)7---------------------------------
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Cost of capital is not here offered as a mechanistic method 

for the solution of the rate of return issue in public utility rate 

eases nor can it, in the present stage of its development, be applied 

to the solution of this problem without liberal allowances of the all 

important factor of judgment. What it does is to narrow the area in 

which that judgement must be exercised.

Certain of the most critical factors which need to be studied 

when forming judgments in this area have been outlined in this chapter 

and in the preceding chapter. Some of the results of the application 

of judgment to these factors, as exemplified by opinions of the Fed

eral Power Commission in natural gas pipe line company rate cases 

will be examined in the two chapters to follow.
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APPLICATIONS OF THE COST OF CAPITAL PRINCIPLES
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TABLE Xmi
RATES OF RETURN ALLOWED NATURAL GAS PIPE LINE COMPANIES 

BI THE FEDERAL POWER CCMŒSIGN SINCE JUZT 1%2

Date Nam® of Company

Opin
ion 
No.

Over-all 
Rate 
of 

Return 
Allowed

Return
Allowed 

on
Common
Equity

8 -7-53 United Fuel Gas Co. 258 6.25% 10.2%

M5-5& Panhandle Eastern 
Pipe Line Company 267 5.75% 11.#

7- Home Gas Co. and 
Manufacturers Lt. 
and Heat Co. 272 6.25% 9.7%

7-26-5U Ohio Fuel Gas Co. 273 6.25% 9.7%

7-28-% Mchigan*Msconsin 
Pipe Line Co. 275 6.00% 10.3%

10- 1-51* Hope Natural Gas Co. (a) 6.25% 7.9% - 9%

11-10-511 Texas Illinois Natu
ral Gas Pipeline Co . (a) 6.0Q% 10.2%

11-26-51» El Paso Natural Gas 
Co. 278 6.00% 11>.W

7-27-55 Natural Gas Pipeline 
Co. of America (b) 6.00% 9.0%

8«»1â*5^ Olin Gas Transmissia 
Co.

a
(c) 6.50% 6.5%

(a) Decision of a Presiding Examiner adopted by the Commission.
(b) Decision of a Presiding Examiner modified by the Commission»
(e) Decision of a Presiding Examiner on which action is pending.
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CHAPTER XVIII

OPINIONS ISSUED AFTER 19# INVOLVim RATE OF RETURN 

FOR NATURAL GAS PIPE LINE COMPANIES

Since 1952 > when it made its introductory attempts to deal 

with the rate of return issue in terms of capital costs, the Federal 

Power Commission has promulgated about ten more opinions in which it 

has treated importantly with this question* The 19# trilogy, which 

involved Northern Natural Gas Company, Colorado Interstate Gas Com

pany, and Mississippi River Fuel Corporation, was discussed in detail 

in Chapter X of this study*

In contrast with what has been a more or less general regula

tory approach to this question, namely to slide over the question with 

a few perfunctory gestures towards considerations of this sort, most 

of these opinions go into considerable detail on the rate of return 

issue, and the rates allowed in individual eases* Moreover, in al

most every instance, capital cost considerations have been cited in 

the discussions Leading up to the rates of return allowed.

A list of these opinions is set forth in fable XVIII, on the 

preceding page* In this chapter, and the next one, it is proposed to 

undertake a brief examination of the rate of return sections of certain 

of these opinions for the light they throw upon the application of the 

principles developed in this study*
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United Fuel Gas Company

The first of these post-1952 opinions to appear was one deal* 

ing with the rate increase application of United Fuel Gas Company, a 

wholly-owned subsidiary of The Columbia Gas System, Inc. This was 

Opinion Ho. 258, adopted July 31, 1953*

The Columbia system, consisting of ten companies, of which 

United Fuel Gas was one, conducted an integrated operation, by which 

it produced, transported and distributed g as 5 it also sold gas for re* 
sale to non-affiliated distribution companies.^ Columbia’s service 

area included portions of Ohio, Pennsylvania, Hew fork, Maryland, West 

Virginia and Virginia. In pre-war days Columbia was able to supply 

system demands with gas produced and purchased in the Appalachian re

gion. Since the war, due to rising demands,it had contracted for sub

stantial quantities of "southwest" gas. This gas came by pipe line 

from Louisiana and Texas. United Fuel Gas was a key company in system 

operations by reason of the fact that it received and redistributed a 

good portion of the incoming gas.

Function of the holding company. * Financially speaking United 

Fuel Gas and its affiliated system subsidiaries w&e wholly dependent 

on Columbia, the holding company. Whenever any one of them needed cap

ital funds they drew on Columbia’s treasury, offering promissory notes

^Atlantic Seaboard Corporation, another Columbia subsidiary, 
supplies Washington (D.C.) Gas Light Company.
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and stock in exchange for cash, Columbia replenished its treasury 

from time to time by selling debentures and stock to the public»

Columbia's capital costs» * Because of this situation neither 

United Fuel Gas nor any of its affiliates had any securities outstand

ing in the hands of the public. Their investment credit was untested, 

and the problem of determining capital costs, preliminary to finding 

a fair rate of return, resolved itself into an analysis of the capital 

structure of the holding company, that is to say, Columbia itself» 

Columbia's capital structure at the time of the hearing coas

sisted of 54.5 per cent debt, and 45*5 per cent common equity. Debt 

was represented by three series of debentures, which had been sold to 

the public in 1950 and 1952. The weighted average cost of the debt 

capital, represented by these three issues, was 3 per cent. There was 

no preferred stock. The common stock was selling on the Mew York 

Stock Exchange at around 15, and was paying a dividend of 90 cents a 

share, annually.

Earnings, too, were around 90 cents a share, which meant that 

Columbia was paying out about all it was earning as dividends, a some

what questionable practice. The earnings-price ratio was about 6 per 

cent. Over a period of years since 1948 it had averaged 7.6 per cent. 

On a strict cost-of-capital basis a rate of return of leas than 6 per 

cent could have been justified. Nevertheless, the staff recommended 

6 per cent, which would have provided a return of 9*6 per cent for 

the common equity, or 9»% per cent after an allowance of & of 1 per 

cent for financing costs.
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ÿwarisw of Allowances for Coamon - United Bml gag ga* case

..  ...Basis ,

Over all
Rate of
Return

Ar ÆoMW
Nominal
Return

Effective
.Return.,,

*#Oo8t of Capital 5.3» 8.156 7.6%

Staff Recommendation 6.0056 9.6% 9.156

Allowed by Commission 6.2556 10J4 9.656

*If a company is to be permitted to earn an effectif return upon 
its common equity of, say, 9.6%, es in this instance, the re
turn to be taken into consideration in fixing the over-all rate 
of return must be increased in ma® measure in reognition of 
the fact that the net proceeds received from the sale of a stock 
is invariably less than the actual selling price because of fi
nancing cos^. This increased allowance is here described as 
the nominal return.

When working from "cost of capital” to "fair return" and the ba
sis of cost of capital is an earnings-price ratio, the customary 
method of accomplishing this adjustment is to add 0.5% to the 
earnings-price ratio, as shown above. Similarly if the overfall 
rate of return fixed by a regulatory agency indicated a nominal 
return for the common equity of, say 10.1%, the ;^ffaetiw return 
would then be obtained by subtracting this cost of financing adjust
ment.

Where stock is sold under rights the differential is often greater, 
due to the fact that the stock is usually priced under the market 
in the first place, in order to give the rights value.

** On the basis of a 5-year average earnings-rriee ratio of 7.6%

The Commission allowed United Fuel Gas a rate of return of 61 per 

cent. This was exceptional, because the Commission had been "holding the 

line" at 6 per cent for almost ten years.

Analysed on a cost of capital basis 61 per cent was sufficient to 

allow a nominal return of 10.1 per cent on the common equity of Columbia, 
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or that portion of it which represented United Fuel Gas Company's 

jurisdictional business* The effective return, meaning the return 

after an adjustment for financing costs, was 9.6 per cent. This 

was about & of 1 per cent more than United Fuel, or Columbia, would 

have received had the Commission accepted the staff's recommended 

6 per cent. (See comparisons in table on the preceding page.)

The Commission did not go into detail as to why it allowed 

more than its staff had recommended, or more than careful consider

ation of the record might have justified, except to remark than 6 per 

cent would have made "little or no allowance beyond the bare-bones 

cost of money to United Fuel and the Columbia system."%

Opinion No. 258, mimeographed edition, page 28  A.
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The Opinion went on to say:

We have never held that our responsibility for determin
ation of the fair rate of return can be discharged properly 
through the mere application of a strict co st -of-money form
ula to produce the minimum return which might be nonconfis
catory; rather we must exercise a fair and enlightened judg
ment having regard for all relevant facts.3

One of the facts which the Commission evidently considered 

relevant was prospective financing, for there were several references 

in the Opinion to "large and imminent9 capital requirements. Evident

ly also, the Commission was impressed with Columbia’s pleadings to 

the effect that it was endeavoring to maintain a 9balanced" capital 

structure; that is to say, one in which debt and equity capital 

would be represented in approximately equal proportions. The Opinion 

observed, in laudatory terms, that Columbia has "resisted the lure 

of an undue thinning of the equity,9 and had "maintained a conserva

tive capital structure." Of course, capital costs and, therefore, 

the needful rate of return# probably could have been lowered had 

Columbia increased its debt capital to 60 per cent, or higher.

Amortisation of debt discount and expense. - One of the 

special issues taken up in this Opinion was the question of inclu

sion in the rate of return of an allowance to cover unamortised 

debt discount and expense on issues which had been previously re

tired. Some time prior to 1950 Columbia had undertaken a

3Ibid.# p. 29*
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wholesale refunding of its debt securities, so that as of August, 1952, 

or so it claimed, there remained some $165,89h of unamortized premiums 

and expenses related to these retired issues which it felt it was en

titled to recover through the permissible return, even though the 

amount involved had been charged off to earned surplus when the refund

ing operation was completed»

The Connais si on turned this down with the following remark:

The cost of getting rid of uneconomic debt is little 
different from expenses resulting from unexpected disas
ters, fires, hurricanes, transmission line breaks or 
technological displacements, such as the substitution of 
natural gas for manufactured gas in a utility's distribu
tion system. Such occurrences are among the risks inher
ent in the junior or equity stock position and they are 
properly chargeable against earned surplus as of the time 
they occur.

Whether or not the Commission was on firm ground in so ruling 

is debatable » It could be argued that the refunding was for the ul

timate benefit of the rate payers, and would not have been undertaken 

by management, representing the common stockholders had they expected 

that they would not be able to recover the costs»

Other Columbia System Subsidiaries

About a year after the United Fuel Gas Opinion was issued 

the Commission decided rate cases involving three other Columbia 

system subsidiaries. The companies involved were? Heme Gas Company,

^Ibid*, page 26.
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The Manufacturers Light and Heat Company, and the Ohio Fuel Gas Com

pany.

There was nothing new or unusual in any of these Opinions. All 

three allowed 6^ per cent on the basis of the cost of capital to Colum

bia. Opinion Io. 272# adopted July 1, 195k# which dealt with Home and 

Manufacturers, took cognizance of flotation costs, something which 

Opinion Ho. 258 had omitted to do. It said*

The cost of flotation experienced by Columbia in its 
common stock offerings in recent years suggests that an 
allowance on the order of one-half a per cent should be 
added to the earnings market price requirements.5

in the matter of rate of return Opinion Io. 273, adopted July 

26, 1954, in the matter of The Ohio Fuel Gas Company, merely said:

For reasons stated in the Home Gas Company case, Opin
ion lo. 272, we conclude that a 6% rate of return for 
Ohio Fuel is just and reasonable.°

Even though the Commission did not tie the rate of return 

down to capital costs in these Opinions, it is evident that such 

costs were, nevertheless# prime factors influencing the choice of 

the rate of return allowed. The Commission* s decision to give basic 

consideration to the capital structure and capital costs of the hold

ing company# rather than to the companies immediately concerned in 

the rate proceedings, is perhaps the most significant feature of all.

^F. P. C. Opinion Io. 272, page 9.

&F. P. C. Opinion Io. 273, page 9.
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Hope Natural Gas Company

A presiding examiner's decision rendered in 195k, in the 

matter of the rate increase application of Hope Natural Gas Com* 
?

pany, is of interest for several reasons, One is that it followed 

the lead of Opinion No. 2$8, in the matter of United Fuel Gas Com* 

pany, just discussed, In referring matters of capital cost to the 

holding company. Another is the historical one, that Hope was the 

natural gas company immediately concerned in the lp^ decision of 

the United States Supreme Court, which put the fair rate of return 

issue in a new light, judically. This decision has already been 

reviewed in Chapter VII.

The holding company referred to was Consolidated Natural 

Gas Company. It had taken over control of Hope Natural, East Ohio 

Gas and their affiliates in 19U3 when Standard Oil Company (New 

Jersey) was forced to relinquish them because of the Public Utility 

Holding Company Act. Consolidated was, in every technical sense, 

a publicly owned company. Its debt securities had been sold publicly, 

at competitive bidding, and its stock (which had been distributed to 

Standard Oil stockholders as a special dividend) was listed for trad* 

ing on the New York Stock Exchange.

^Presiding examiners are officers designated by a commission 
to preside at hearings. They usually render an intermediate decision 
which may or may not be adopted by the Commission.
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laaeeSf - Matters at issue la the 1954 proceedings included 

rate of return# and the amount of Federal income taxes to be included 

in the cost of service. The latter is outside the scope of this 

study.

Bate of return, - In the matter of rate of return Hope in

sisted that it be allowed 6*3/4 per cent. In this connection it is# 

perhaps, of interest to recall that when the first Hope case was de* 

sided by the Federal Power Commission in 1942 the rate of return al* 

lowed was 6& per cent. This was the case which ended up in the Su

preme Court. In a subsequent rate case, decided in 1950# Hope’s 

rate of return had been cut to 6 per cent.^

Risks. * Hope endeavored to substantiate its claim to 6-3/4 

per cent by referring to the heavy commitments it had made in order 

to obtain a supply of “southwest* gas for its territory; to the heavy 

industrial and house heating loads which it was carrying# to the pro

visions which it was making for the storage of gas,9 and to the warmer 

weather which was being experienced in its territory.

Capital structure. * The consolidated capital structure of 

Consolidated Natural# which was the only company of the group which

^Decision of the Presiding Examiner in k.P.C. Docket No. G* 
1292, issued August 10, 1951. -

storing gas in exhausted fields in the Appalachian region, 
Hope was able to take gas on a full load factor basis during the sum
mer months, and have it available to meet winter peaks.
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had any securities outstanding in the hands of the public, was ar

ranged as follows8

Debt securities 37$
Common stock and surplus 63

Total capitalization 100$

This capital structure was unusual, in that common equity, rath* 

er than debt, predominated. This meant, for one thing, that while the 

common stock held a greater equity in the properties, it was lacking in 

leverage $ that is to say the profits to be realized from the employment 

of a larger proportion of relatively low cost debt capital.

Debt securities in the capital structure consisted of four 

issues of debentures. The weighted average cost of debt capital was 

3.04 per cent. Equity securities consisted of 3,683,285 common shares. 

Between 1948 and 1953 these shares had sold on the Hew Tork Stock Ex

change on an earnings-price ratio basis which had ranged from a high of 

10*1 per cent (in 1951) to a low of 7.6 per cent (in 1953) ; over this in

terval the earnings-price ratios had averaged 9 per cent.

Rights offering. * During 1952 Consoliated had offered addition

al common shares to its stockholders on a 1-for-j 8 basis at 52 . This 

was a 9*7 per cent eamings-offering price ratio basis $ the earnings* 

net proceeds basis was 10.8 per cent. The over-all rate of return neces* 

nary on the basis of this offering would have been 7.9 per cent (see : < 

table on the next page) .

Cost of capital. - By strict application of the capitalization 

percentages, shown above, using 3 per cent as the cost of debt capital,
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AUarnm. £2 ’ Natural 5aa Se» sass.

-..... Basis

Over all 
Rate of 
Return

Allowance 
Nominal 
Return

for Comoa 
Effective 
Return

*Cost of Capital 7.41% 10.0% 9.5$

Rights Offering in 1952 7.90% 10.8% 9.7%

Requested by Company 6.75$ 9.0% 8.5%

Allowed in Decision 6.25% 8.2% 7.7%

*Using a 5-year average earnings-price ratio of 9.5% for Consol* 
idated Natural Gas Company common stocks

9 per wWas the nominal coey of equity capital (which would have 

meant 8,5 per cent, after adjustment for financing) the 6*3/4 per 

cent rate of return claimed by Hope might have been justifiede 

However, the Examiner refused to accept Hope’s claims at their face 

value. The capital structure, he said, was more conservative than 

it needed to be. "The evidence is persuasive,* the decision said, 

"that Consolidated could probably increase the proportion of the 

relatively less expensive debt capital employed without materially 

affecting its ability to borrow capital at low rates."

Nor was he impressed with Hope’s arguments about increased 

risks, for he countered them by pointing out the favorable market 

areas served by Hope and its affiliates. They were, he said, part 

of the normal hazards of the natural gas business. No additional 

return was justified on their account.
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Bate of return allowed» - After considering all these possi

bilities , and possibly others, the Examiner concluded that a 6^ per 

cent rate of return would be 8fair, reasonable and equitable, and would 

provide Consolidated with an additional incentive over and above bare 

capital costs so that it could continue to serve the public efficiently, 

and at reasonable rates,0 The basis of choice was not further explained, 

and there was no cost of capital calculation, such as had featured other 

decisions or opinions. As shown by the table on the preceding page, such 

a return would provide a nominal return of 8,2 per cent for the common 

equity of Consolidated, or 7.7 percent after an allowance for financing 

costs* The allowance was not as generous as the earnings-price ratios 

indicated was necessary, but the Exminer observed that the situation 

in this respect was somewhat of the empany^ own making, because of 

its conservative dividend policy and could thus be corrected*

The examineras decision was adopted by the Commission about a 

month after it was issued. It was not further challenged by Hope.

Natural Gas Pipeline .Company of America 
Texas Illinois Natural Gas Pipeline Company

Tso other companies whose rate increase applications have been 

disposed of since 19^2 are: Natural Gas Pipeline Company of America, and 

Texas Illinois Natural Gas Pipeline Company. Both are subsidiaries of 

The Peoples Gas Light and Coke Company, the distribution company serving 

Chicago. Peoples Gas owns all of the stock of Natural Gas Pipeline Com

pany and about 80 per cent of the outstanding common stock of Texas Illi- 
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nota* when orgsnlBed, about 1930, Saturai Gas Pipeline Company ws 

hailed as the first company to build a pipe line 1,000 miles or more 

in length. Texas Illinois had been organised, later. Peoples Gas was 

the principal customer of both companies. Both companies also furnished 

gas to other companies in the Chicago metropolitan area.

Both companies had been privately financed under Peoples Gas 

auspices with debt and common equity capital. Hovever^Texas Illinois 

also had some preferred stock outstanding, and some of its common stock 

had found its way into the hands of the public.

In rate cases which were heard during 1954 both companies were 

allowed 6 per cent. While this did not provide generously for the eorn- 

non equity of either, the Commission reasoned that because of their 

«sheltered positions” as subsidiaries of Peoples Gas Light and Goke 

Company risks were minimised and larger returns were not necessary* 

There is little that is significant in either opinion, except that in 

prescribing 6 per cent as an appropriate rate of return for Batumi 

Gas Pipeline Company the Commission overruled a presiding examiner who 

give consideration to something other than the actual capital 

structure of that compel and the «anticipated* cost of debt capital, 

rather than the actual cost thereof.
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CHAPTER XIX

OPINIONS ISSUED AFTER 1952 BATE UP RETURN

FOR NATURAL GAS PUE LINE CCMPANIES * Continued

Certain ether opinions of the Federal Power Commission are re* 

garded as significant because of their approach to the fair rate of 

return issue via the cost of capital route.

Panhandle Eastern Pipe Line Company

One of these involved Panhandle Eastern Pipe Line Company, 

another "old Une* natural gas pipe line company,which had been organ

ised as early as 1929» At the time of its formation, as later, its 

principal objective had been to bring gas to Michigan from the Hugoton 

fields, of Kansas, and the Texas Panhandle fields. in 1952, when it 

appUed for rate reUef, it was the principal supplier of Michigan 

Consolidated Gas Company, serving Detroit, and Consumers Power Company, 

serving the rest of Michigan. it also sold gas to utilities serving 

communities in Ohio, Indiana, Illinois and Michigan, 

Panhandle Eastern was also the owner of substantial gas reserves. 

At the end of 1952 the reserves which it owned were estimated Rtttwo 

trillion cubic feet; It also controlled an additional 7,5 trillion cubic 

feet under contract with numerous independent producers and other sup

pliers, Much of the owned reserves had been acquired in the early years 

of the company's histozy when gas was abundant and leases were cheap. 

They thus constituted an important source of potential profit. They
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were als© to catch the eye of investors seeking hedges against in* 

flation. In 1949 some of the owned gas reserves had been transferred 

to Hugoton Production Company, a subsidiary of Panhandle, and the stock 

of Hugoton Production was then distributed to the stockholders of Pan

handle as a dividend.

Capitalization. - The capitalization of Panhandle as of De

cember 31, 1951 was arranged as follows8

Debt capital $125,000*000 65.7
Preferred stock capital 13,262,500 7.0
Common stock and surplus —siaswm.

Total capitalization $190,246,000 100.0

Debt securities were represented by several serial and sink

ing fund debentures, carrying low coupon rates. The average cost of 

this debt was 2.90 per cent. The preferred stock was represented by 

a single 4 per cent issue> the cost rate was 4*02 perccent. There 

were about 3,379,000 shares of common stock outstanding. The shares 

were listed for trading on the lew York Stock Exchange. The company 

had enjoyed a long period of prosperity, during which it had paid good 

dividends.

Reeowaendad and claimed reiwane. - In the matter of rate of 

return Panhandle claimed that the return on its common equity should 

be 12 percent, and actually put in for a rate of return of % per cent, 

which would mean about 14.5 per cent for the common equity, on the 

basis of the above caleulatioiu
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ikgMaam tes amas - WW# âM&m jMk

........................ _ ........■,............ ■■—,■■■

Over all 
Rate of 
Return

Allowance for Cosmea
Nominal
Return.

Effective 
.. .Wum . .

«Cost of capital 4.5056 8456 7.956

Company*a request 6.50* 14.9% 34*4%

Staff and City of Detroit reo- 5.50* 10.6% 10.1%
commeniatim

Allowed by Opinion Ho. 269 5.7556 114% 10.956

•Sa the basts of a 6*year average eamingseprloo ratio for Pamhandlo 
Gcaaaioa sto^c of 7.9%

The staff of the Ccaalssica, and the City of Detroit, which la* 

ierveaed la the proceedings, reoommençeW 5.50%. On a strict cost of 

capital basis, taking into account average eamings*priee ratios for 

Panhandle oossm stock over a 6j*-year interval, 4.50 per cent shcsld 

have been all that was necessary. This would have permitted an effect 

tive return to the ecroon equity of 7.9 per cent (see table above).

mowM rate. * Opinion So. 269, issued by the federal Power 

Coroisslcm April 15, 1954, allowed Panhandle 5.75 per cent. The Con- 

missis ruled, as it had continued to do, that the historic cost of 

debt capital, and of preferred stock capital were «proper measures of 

the cost of borrowed money and of preferred stock funds in bearing upon 

a fair rate of return for Panhandle. ” Such over-all rate was to allow 

a net effective return upon the common equity if 10.9 per cent. Even 

this was in excess of that suggested by the 6W$ar average earnings* 
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price ratios for Panhandle stock, or the 6&-year average for the 

Federal Power Commission’s 8-stock earnings-price ratio conposite»^-

Position of Panhandle * s common stock» - Panhandle’s need for 

a higher rate of return than the one allowed might have been easier to 

establish, had it not been for the popularity which the stock seemed 

to be enjoying with investors# It had, for a time, sold on an earnings- 

price ratio basis which was distinctly below the prevailing rate for 

most other pipe line stocks. It was also selling at about times 

its book value. Much of this was attributed to Panhandle’s ownership 

of substantial gas reserves. This point has already been mentioned.

Witnesses for Panhandle claimed that if these reserves were 

not considered the market price for the common would have been less, 

and the earnings-price ratios correspondingly greater than those 

which had been registered. Their efforts to establish this point were 

only partially successful. The Commission said that it was aware that 

speculation, engendered by the ownership of gas reserves, had resulted 

in higher market prices for Panhandle’s shares, than it had produced in 

the case of companies which were otherwise situated. However it said 

that it did not considered that adjustments for this state of ^affairs 

could be made mathematically, as Panhandle witnesses had attempted to 

do.

In coming to the conclusion that 5.75 per cent was an adequate 

rate of return the Commission discussed the history of the en-

^ee Table XVI, p. 190. 
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terprise* Panhandle’s position in the industry* its gas reserves* 

earnings-price ratios* and the return, averaging 23*7 per cent, which 

it had averaged on the book value of its stock. There seemed to be a 

brisk demand among investors for Panhandle’s stock; the company was 

obviously able to borrow money at low rates. The success of the ven

ture was all against it.

The discussion concluded with the following statement:

In the final analysis, the determinatio^of a fair 
rate of return is a matter of informed judgWhnt based on 
our consideration of numerous known and predictable ele
ments dealt with in the evidence of record. In keeping 
with the foregoing we conclude that a rate of return of 
5-3/1# is fair* reasonable and adequate for Panhandle in 
this proceeding.

This rate of return « . • will service the outstand
ing debt and preferred stock and permit a return of 11. 
on the common equity associated with the jurisdictional 
plant and business. This rate, which compares favorably 
with that allowed on the common equity of several other 
natural-gas companies in recent cases, in our opinion is 
here justified by the differences in capital structure. 
A rate of return of 5-3/4% is sufficiently high to take 
care of the shortcomings of earnings-price ratios affect
ed by ownership of natural-gas reserves as well as con
tingencies. 2

A footnote to the above quotations set forth a cost of

capital calculation which, in abbreviated form, is as follows $

Debt 60.7% A 2.90% • 1.76%
Preferred stock 6.7% © 4.02% • .27
Common equity 32.6% © 11.41% * 3^2

100.0% 5-75%

^F.P.C. Opinion Ho. 269, In the Matters of Panhandle East
ern Pipe Line Company, et al, mimeographed edition, page 77.
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Allowances associated with the redemption of retired.issues. * 

In the Panhandle opinion the Commission also took occasion to reiter

ate and affirm the stand which it had taken in the United Fuel Gas 

ease, against including in the rate of return an allowance intended 

to permit recovery of discount and expenses associated with retired 
issues ? It said that its attitude towards these charges would be 

the same in reverse circumstances, i.e., had the company secured a 

windfall profit through disposition of an asset for more than its de

preciated book value. The Commission also asserted, with what seemed 

to be a degree of complacency, that the charge-off to surplus of 

$7,777,786 of unamortized debt discount and expense^and call premiums 

which Panhandle had sought to recover, had worked no hardship of its 
stockholders, who had been well rewarded in other ways J*

Fair field price» - The Panhandle opinion, presently under 

discussion, is of additional interest because of the adoption there

in of the principle of nfair field price.* This issue has little to 

do with rate of return; actually it affects another element of the 

cost of service. However, because it has become a sort of regulatory 

cause celebre, it seems worthwhile to devote a few lines to it here.

Fair field price is a method of accounting for gas drawn 

from company owned properties for rate making purposes. What it does,

%ee also under the dissuasion of the United Fuel Gas Company 
opinion at page £12 supra.

^Opinion Mo. 269, p. 70»
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or attempted to do, was to permit such companies to reckon their 

self-produced gas into their cost of service estimate for rate* 

making purposes as if that gas had been purchased outside the sys* 

tern, from independent producers.

The price at which such gas would be taken into cost of ser

vice would be the going competitive price for gas in the field, hence 

the expression "fair field price." The alternative method is to in

clude the cost of producing such gas in cost of service, plus a re

turn on the capital investment in the producing properties. Necessa

rily where fair field price is allowed, production costs are not in

cluded in cost of service, and the ne^, investment value of the produc

ing properties would be deducted from the rate base.

One thing fair field price was supposed to accomplish was 

to encourage pipe line companies to explore for more gas, something 

they might otherwise omit to do, if they were only allowed to recov

er production costs plus taxes and return.

Though Opinion No. 269 was welcomed by the pipe line com

panies as a realistic approach to one of their chief problems, it 

was challenged by the City of Detroit and Wayne County, Michigan, 

representing consumers. This challenge was upheld in the Circuit 

Court of Appeals which ruled, in effect, that it was all right to 

consider the field price of gas, but production costs could not be 

ignored.$ As the United States Supreme Court has recently refused

%0 F.2d 810 - 
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to review the Circuit Court’s decision, the fair field price doc

trine seems a dead issue, at least for the present*

The rate of return of 5-3 A per cent allowed Panhandle in 

the basic Opinion was not challenged by the company, or any of the 

intervenors, and was not at issue in the court proceedings.

El Paso Natural Gas Company

El Paso Natural Gas Company was another of the pre-depres

sion pipe line companies the rate increase applications of which 

have been decided by the Federal Power Commission since 1952* The 

company’s principal business is to gather natural gas in the Texas 

Panhandle, and in the Permian and San Juan Basins, and transport it 

westward for sale to a limited number of public utility customers 

and industrial concerns in Texas, Arizona and New Mexico» It has 

the further distinction of being the chief source of out-of-state 

gas for the two most important California distributors, namely Pa

cific Gas & Electric Company, serving the Bay area, and the two Pa- 

ficic Lighting Corporation subsidiaries which serve southern Cali

fornia*

El Paso has recently added to its responsibilities by ac

quiring stock control of Pacific Northwest Pipeline Corporation, 

now serving the Pacific northwest states, and having connections 

with Canadian outlets and sources of gas* However this latter un

dertaking did not figure in the 1952 proceedings*
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During 1952 El Paso filed an application for gas rate in* 

creases with the Federal Power Commission. The new rate schedule 

was immediately suspended, and hearings were held the following 

year. The ease was decided lay Opinion Io. 27#, issued during Mo* 

vember, 1954.

Capital structure. * El Paso's capital structure as of 

August 31, 1953» consisted of the following!

Amount.... Per cent 
Long-term debt.......................................................... 58
Preferred stock 65,548,000 13
Common stock and surplus 100,622,000 ,19

Total HWili W

As will be noted from the foregoing, El Paso was operat

ing on a relatively thin equity. Additionally, the capitalisation 

was exceptional because of the number and variety of the security 

issues outstanding. There were, for example, seven series of mort

gage bonds outstanding, with coupon rates ranging from 3 per cent 

toward to 4-1/8 per cent. There were also three series of debentures, 

with coupon rates of 3 per cent, 3t per cent, and 4*5/8 per cent. 

The weighted average cost of all debt capital was 3.76 per cent.

There were also five issues of preferred stock, with divi

dend rates ranging from 4.1 per cent, upward to 5.65 per cent. There 

were also four issues of convertible second preferred stock, having 

various dividend rates. The weighted average cost of all preferred 

stock capital was 5.29 per cent.

The common equity was represented by 4,439,989 15 par value 

shares. The shares were listed for trading on the lew York Stock Ex* 
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change. Dividends were being paid at the rate of $1.60 per share 

annually; the payout rate was about 50 per cent.

Mo other prominent pipe line company had such a wide vari

ety of securities outstanding. Ho other company seemed to be oper

ating with such a slim equity. The financing pattern, as well as 

other aspects of the company's affairs, reflected dynamic growth.

Current costs rejected. - For the purposes of determining 

a fair rate of return the Commission was urged to take into consider

ation "current conditions*1 in the securities market. Current condi

tions, so it appeared, meant taking into account high interest rates 

on bonds and debentures sold during the period of temporary strin

gency in the money market, which occurred during that year. The Com

mission refused to accede to this request, and in so doing reaffirmed 

its determination to stick to historic experience in the matter of 

debt and preferred stock capital costs.

Claime&rate of return. - In conjunction with its claim for 

a rate of return of per cent, El Paso contended that a fair re

turn for equity capital would be 12f per cent. Investors* require

ments, it said, were 11-3/4 per cent, and the financing adjustment 

should be 3/4 of 1 per cent. It sought to justify this claim by 

Computations designed to measure, and to eliminate from 
the market price /"of the common stock 7 that portion which 
is claimed to be attributable to unrealised future earnings 
and unmatured future prospects, such as those which may re
sult from ownership of natural gas reserves. (Opinion No. 
276, mimeographed edition, page 35)
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ratW, * M rejecting this request the Cm* 

mission launched forth into a recital of earnings-price ratios for 

natural gas pipe line companies in general, and El Paso in particular, 

which it held to be the only worthwhile evidence of investor’s appr&l* 

sale.

El Paso common, it appeared from the record, had been selling 

on an average earnings-price ratio basis of 8.9 per cent, going bank 

to 19M (a matter of 6 years), and on an 8.5 per cent basis during 

1952.

An 8-stock coaposite earnings^prioe ratio, on which the Cm* 

mission had frequently relied, displayed a 6*year average indication 

of the cost of equity capital of 7.1 per cent.

Hsing the latter figure as the cost of equity capital, with 

an adjustment for financing costs, an overall rate of return of as 

little as W per cent could be justified. Hsing the 8.9 per cent 

figure, with an adjustment, a 5 per dent over-all rate of return 

could have been justified (see table on following page).

Stock offerings. - Since 19M three offerings of additional 

shares of common stock had been made to the stockholders of 11 Paso 

via rights. The latest of those had been made during March, 1953, 

or right crowd the time of the hearings. It had been made on an 

8.1 per cent earnings-market price ratio basis, or a 9.3 per cent 

earnings*net proceeds basis. Such spreads were characteristic of 

rights offerings, in contrast with the narrower spreads usually
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Comparison of Allowances for Common * El Paso Natural Gas case

Basis

Over all
Rate of 

Return

Allowance 
Nominal 
Return

for Common 
Effective 
Return

El Paso’s claim 6.5# 17.# 16.#

Staff recommendation 5.5# 11.# 11.3%

Cost of capital, based on

B-stock average earns.-pr. ratio k»70£ 7.# 7.#

El Paso Raturai ave. earns.- 
price ratio 5.0# 9.# 8.#

1953 Rights offering 5.0# 9.# 8.#

Allowed by Opinion Ko. 278 6.0$ IL# lit.#

experienced in connection with public offerings of stock (see Tables 

X and XI). To supply the 9.3 per cent effective allowance for the com* 

mon indicated bÿ ^O^nimhlofethis latest offering an over-all rate of 

return of 5 per cent would have sufficed (se* table above). 

nate of return allowed. - notwithstanding these various 

valid excuses for keeping the over-all rate of return of El Paso at 

a relatively low level the Commission was evidently determined to be 

generous, for it proceeded to allow an over;all rate of 6 per cent. 

%» analysed on a cost of capital basis, taking into account historic 

cost of debt capital and preferred stock capital, it resulted in a re

turn to common equity of 14.5 per cent before any allowance for finan

cing costs, or Ik per cent thereafter.
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The Commission m^r have been struck with its own generosity,

for it concluded the discussion of rate of return in pinion No, 278 

with the following statement:

The rate of return which we herein allow to El Paso 
should permit and encourage it to make further improve— 
ment in its capital structure. We have observed that the 
allowance of a similar rate of return to other companies 
in recent rate cases has enabled them to issue additional 
securities, as required, on most favorable terms,®

Michigan Wisconsin Pipe Line Company

The Michigan Wisconsin Pipe Line Company rate case, which was

decided by Federal Power Commission Opinion No. 275, adopted July 28, 

1954, could have been described as a classic application of cost of 

capital to rate of return determination, had it not been for the fact 

that in this instance the Commission departed from its usual practice 

of adhering to actual capital structures and resolved the rate of re

turn issue on the basis of a capital structure which never materialised.

Michigan Wisconsin is a subsidiary of American Natural Gas

Company. Two other subsidiaries of American Natural, which are sup

plied with gas brought up from the Hugoton Field by Michigan Wisconsin, 

distribute gas in Detroit and Milwaukee.

At the time of the hearings upon its rate increase applica

tion Michigan Wiscon3i| was employing long-term debt capital of 

240,000, and common equity capital of 130,927,000. The debt capital

cit.>p»38«
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^assisted of ^63,2^0,000 of First Mortgage 3-$/W bonds, ehich had 

been sold privately, to two insurance companies. The historic cost 

of this item of debt capital was 3.68 per cent. Debt capital also 

included $20,000,000 of 3% bank loans. These loans had been taken 

out in 19^0, originally, but they had been renewed so often? that they 

seemed to constitute part of the company’s permanent capital, The an* 

tire common equity was owned by American Natural Gas Ccsapaay^

Go this basis the capitalisation of the company was àppprtic^ed 

as follows!

long-term debt 72.9%
Common stock and surplus 27.1

Total

Recommended return. * The Staff of the Commission reccwendod 

that Michigan Wisconsin be allowed a ^.7$ per cent rate of return, 

over-all, and pointed out that on the basis of the above capital 

structure, and assuming 3.57 per cent as the cost of all debt capi

tal, this would result in a return to the common equity of about 11.6 

per cent before, and 11.1 per cent after, an adjustment for financing 

costs.

Michigan Wisconsin's claim. - Michigan Wisconsin represented to 

the Commission that it was on the verge of replacing the $20,000,000 

of bank loans with $15,000,000 of 5# preferred stock, and $5,000,000 

of common. On this basis (and with some adjustments) the capital 

structure, pro forma, would have been as shown at the top of the fol

lowing page.
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Fro forma Capitalization of Michigan Wisconsin Pipe Line Company

Giving effect to the replacement of $20,000,000 short-term 
debt with preferred and common stock

_____ Amount
Long-term debt
$$ Preferred stock 1^,000,000
Common equity, as adjusted 3^,927,000

Fer cent 
...W 

13.1

r

Return to equity. * On the basis of the capitalisation shown 

above the 5.75 per cent over-all return, recommended by the Commission 

staff, would have resulted in a return to the common equity of only 

9.5 per cent, before financing costs, or 9 per cent after adjustment 

for financing costs. Thus 8

3.6#
5.50

- 2.Q#
* 0.72

Michigan Wisconsin was evidently successful in convincing the 

Commission that 9 per cent for the common equity was not enough. On 

the strength of its representations that it would shortly be replacing 

the $20,000,000 of bank loans with more expensive preferred stock cap

ital, and common stock capital (with the effect shown above), the Com

mission allowed 6 per cent. This would have raised the return to com

mon equity from 9.5 per cent, to 10.3 per cent. This was a not unrea

sonable allowance, judging from some of the Commission's previous ac

tions.
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The "joker" in the situation was that Michigan Wisconsin never 

did put any such plan of financing into effect. Instead it temporized, 

and delayed, and in the end decided to pay off a part of these notes, 

instead of funding them. Meanwhile it enjoyed the 12.5 per cent return 

on the equity which the 6 per cent rate of return permitted, on the 

basis of its old capitalization. Thus:

72.9# 8 3.57# • 2.6C# 
JU » 12.50 * 3J|0

The foregoing concludes the present examination of recent Fed

eral Power Commission opinions in natural gas pipe line company cases. 

À final decision on the part of the Commission as to whether or not 

to accept the 6^ per cent rate of return allowed by one of its hear

ing examiners in the Olin Gas Transmission Corporation rate case was 

still pending when this study reached the present stage. It will be 

of interest because Olin was a company without debt; whatever return 

is allowed becomes, ipso facto, the entire return for the common 

equity. Is 6& per cent adequate in the light of prevailing stock 

market capitalizations of natural gas pipe line company returns 7

An illuminating discussion of the Commission's findings in the 

matter of South Carolina Generating ecstasy# an interstate purveyor 

of electrical energy, will be found in the Appendix.
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SUMMARY ARD COBGIDSIOBS

In the many pages of this study which have gone before the 

author has been exploring the proposition that a fair rate of re

turn for a regulated public service company can be determined can 

be determined by combining certain aecouting, statistical and fl- 

nancial data in accordance with certain principles set forth in 

Chapter XIV hereof and there described as the "cost of capital for* 

aula.* A field for this study has been found in numerous recent 

decisions of the Federal Power Commission, a regulatory agency of 

the United States government which is charged, among other things, 

with responsibility for regulating the rates fixed by natural gas 

pipe line companies . The Federal Power Commission has been employ

ing the cost of capital in its efforts to fix a fair rate of return 

for such companies since 1952. The question posed is whether or 

not the rate of return determined by this method is fair and equit

able and satisfies economic, legal and political concepts of what a 

fair rate of return should be and do.

This study has had little to say concerning the political 

concepts of fair return. The author considers that political influ

ences and concepts ultimately make themselves felt in the form of 

legislation and the attitudes of regulatory agencies. Eventually, of 

course,legislation submits to judicial review.
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The principal function of the return according to most of the 

eminent economists consulted is to reimburse capital; indeed it is 

sometimes referred to as the wages of capital. The author considers 

that this does not go far enough and is inclined to accept the views 

of Dr. Blaeser to the effect that from an economic standpoint a fair 

return is one which will attract m^l jntg thg Ml

Ai AM®* The difference between attraction and mere 

is of considerable significance ; it is a difference for which appro

priate allowances can be made as of a given moment, and on the basis 

of current experience, but not without the exercise of a certain 

amount of judgment.

At this point it may be pertinent to repeat that in almost 

every other line of business other than a regulated public service 

business the return which will accomplish this economic end is more 

or less automatically established by the free play of economic forces. 

If a business is successful it will attract capital; if it is not suc

cessful capital will go elsewhere. The question of fairness does not 

intrude. In the public utility business, on the other hand, competi

tion is absent and the fixing of a rate of return is one of the prin

cipal tasks of the regulatory agency. To be fair it must be fixed 

with due regard for the interests of the consumer of the services 

rendered, the investor who provides the utility company with its cap

ital, and the community at large.
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TM author is not a lawyer and my» therefore» speculate 

freely c<meemlng the probable fate of the cost of capital doctrine 

at the hands of the courts. The judicial process is notoriously sW; 

it my be years before cost of capital as a means of fair rate of re* 

turn determination will be examined on its merits by the Waited States 

Supreme Court» and an opinion rendered thereon.

Certain Courts of Appeals have had an opportunity to examine 

the issue in the Colorado Interstate and Panhandle Eastern opinions» 

discussed in Chapters X and XXX» respectively. In neither instance 

did the Court take exception to the Commlesions findings in the mat

tar of rate of return although in the former instance it hinted that 

it found the return allowed (5-3/4%) rather low.

Exercising his layman* s prerogative the writer guesses that 

the Federal courts will ultimately welcome cost of capital M & means 

of determining fair return and will uphold any regulatory agency 

which applies it to this purpose with consistency and logic. Judges 

are also human and it seems reasonable to expect that they will be 

wholly agreeable to this method of rationalising what has heretofore 

been a difficult judgment issue.

CcnecmiAg tM general proposition» to the effect that a 

fair return can be developed from capital costs by application of 

techniques such as have been illust^ author is optimistic, 

although it is his opinion also that the techniques require consid

erable refinement*
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At the present time these techniques emphasize three principal 

factors. These aret the historic cost of senior capital (bonds, deben

tures and preferred stocks), the ratios in which each class of capital 

appears in the capital structure of the enterprise immediately con

cerned j, and earnings-price ratios which are considered to be signifi

cant of the cost of common stock capital. Major or minor consideration 

is sometimes given dividend payments, depending upon whether or not the 

regulatory agency which has to make the decision considers earnings or 

the dividends paid out of earnings to have the greater significance. 

Everything relates to the past; little concern is shown for the future.

While future capital costs seem to have made little difference 

at the time the Federal Power Commission was considering fair rate of 

return for the companies named in his study, by reason of the abun

dance of capital then available, conditions have changed* It is a mat

ter of common knowledge that the next sizable segment of capital which 

any public utility procures is going to cost considerably more than 

that which it already has cimmitted to its business* This prospect is 

certainly as deserving of immediate consideration as is the possibility 

that capital committed can sometimes be replaced at lower cost, when 

the trend is downward.

Again the technique of utilizing earnings-price ratios as 

measures of common stock capital costs, or ^appropriate allowances 

for the common equity,n as it is sometimes called appears to be deserv

ing of extensive study in an effort to evaluate the influence of the
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mazy non-statistical factors which have a bearing in this area, What 

happens to the ” formula,f when the company concerned in a rate proceeds 

ing has an all-common-stock capital structure ? At the other end of 

the scale, what is to be done when the company has 90 per cent of sen

ior capital ? What, exactly, is the effect of high or low payout ? 

What is to be done when the common stock of a company is closely held, 

and there is no objective measure of common stock capital costs ?

Again there would seem to be a need for arriving at some 

standard concept as to what constitutes a "representative period of 

time" for the consideration of earnings-price ratios, Perhaps this 

would be the biblical, mystical seven. What weight should be given 

to a company's own earnings-price ratios, and what weight should be 

given to industry earnings-price ratios, such as are illustrated in 

Tables XVI and XVII ?

There seems to be no doubt but what the cost of capital ap

proach has been a useful tool in the determination of appropriate 

rates of return for natural gas companies. Nevertheless it is begin- 

nin^ to seem curious how, after giving solemn consideration to these 

many factors, purporting to represent the cost of capital, the return 

finally deduced turns out to be the traditional six per cent I Unless 

further research is undertaken, in an effort further to narrow the 

area of judgment, cost of capital may turn out to be merely a tran

sient influence in the matter of rate of return.
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APPENDIX A

xvi

Photostat copy of the article concerning Northern Natural 

Gas Company which appeared in The Outlook for September 2, 1952» 

and which precipitated the controversy ofer the cost of capital 

approach to fair rate of return.

See Chapter XI.
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NEW BATE POLICY CLOUDS GAS OUTLOOK
FPC Adopts Cost of Money as Major Factor in Determining Natural 
Gas Rate Structure—Formula Restricts Industry Earnings Potentialities

THE recent FPC rate case decisions in respect to 
Northern Natural Gas and Colorado Inter

state Gas indicate the adoption by the FPC of an 
entirely new policy in determining rate structures. 
The Commission has apparently thrown overboard 
the generally accepted principle of a 6% overall re
turn on net property and has come out with a new 
“cost of money” formula as the sole yardstick. The 
FPC applied this principle to cost of money raised 
through all types of securities.

In the case of Northern Natural, the Commis
sion broke down this cost of money into 2.55% in
terest on the company’s debt, which amounted to 
56% of capitalization, and this figure was all it 
would allow as a rate of return on that part of the 
capitalization. As indicated in the Colorado Inter
state decision, the same procedure with respect to 
allowable return is to be followed in the case of 
preferred stock financing.

The cost of common stock money was determined 
by taking the average “earnings-price” ratio for 
seven natural gas companies from 1946 to the conclu
sion of the hearings in 1951. and their average yield 
for the period and as of the end of the period, with 
consideration given to the earnings pay-out. The 
same figures were compiled for four companies 
“relied on by Northern as indicative of investor re
quirements.” Finally, the same set of figures was 
calculated for Northern Natural itself.

Earnlngs-Priee Ratio — Dividend Yield
1946 to and Pay-out — Yield at
Close of April 30, April 30,
Hearings 1951 1946-1951 1951

7 Companies .. .. 8.1% 7.5% 5.1% 57.5% 5.3%
4 Companies .. . 8.5% 7.3% 5.3% 59.1% 5.2%
Northern Natural.. 5.6% 62.7% 5.1%

The report then stated that a 5%% rate of return 
on the allowable rate base would provide a return 
of 8.75% on Northern’s common stock, after allow
ance of %% to cover the cost of financing, and 
9.25% before such cost. The breakdown of this 5.50% 
return is

56% bonds x 2.55% interest cost .................... 1.43%
44% common equity x 9.25% return................ 4.07%

- Total .......................................................... 5.50%

Further, the Commission stated that “An 8.75% 
allowance for common equity, with a 62.7% pay-out, 
will result in a yield of 5.49%, which is in excess of 
average yields of the seven companies since 1945.”

Would Affect Market Movements

This cost of money theory applied to rates ties in 
FPC findings with the market price of natural gas 
equities and conditions in the money market. If 
carried to its ultimate conclusion, it would tend to 
limit market movements of natural gas equities. 
Through limiting the rate of return on borrowed 
money to its interest cost, the leverage factor is 
eliminated from the common equities, thus detract
ing from the appreciation possibilities of common 
stocks of companies with relatively heavy debt ratios.

Also, a definite ceiling is put on per share earn
ings potentialities. A rise in the market price of the 
equity would lower the “earnings-price” ratio, and 
thus place the company in a vulnerable position with 
respect to its rate structure. Contrariwise, a break 
in its market price would open the door for the 
company to apply to the FPC for higher rates. Thus, 
both earnings per share and market price become

Page 638 THE OUTLOOK
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criteria in rate structures and in problems of raising 
new money.

The growth factor, so far as it could be reflected 
in per share earnings of natural gas common stocks, 
would largely be eliminated. The FPC would be 
placing both a ceiling and a floor in restricting the 
range of market fluctuations. If such a policy were 
allowed to persist indefinitely, the Commission 
would succeed largely in eliminating appreciation 
prospects of natural gas equities, in establishing im
possible rate-making problems, and in hog-tying 
the natural gas industry in its all-important task of 
raising new capital to finance the vast expansion 
program. From the practical standpoint, the time 
lag with which the industry has been plagued in the 
past under FPC delays in granting rate relief would 
be further complicated, and adjustments of rates 
promptly to rising costs would be made even more 
difficult than at present.

Possible Remedies

It is obvious that any effective remedy for the 
difficulties growing out of this 1952 model of FPC 
rate making must come through a fundamental 
change in Commission policy. This could emerge 
from (1) a significant change in the personnel of 
the Commission, (2) from relief secured by the 
natural gas companies through the courts, or (3) 
from Congressional legislation.

Company officials give us every assurance that 
the industry is not going to take this FPC develop

ment lying down. Indications are, however, that the 
industry has been caught off guard, and that the 
FPC has been picking off the companies one by one 
in dealing unreasonably with their problems. The 
industry will undoubtedly start its fight in the courts 
within a short time, and await political developments 
before launching a Washington offensive after the 
first of the year.

Vulnerability of Stocks

Meanwhile, the stock market will probably reason 
that there is at least some chance that the new 
departure in rate making may be permanent. To 
that extent, natural gas transmission stocks lose their 
“growth glamour” and tend to become pure invest
ment vehicles. And to that extent they are vulnerable 
pricewise.

Companies most vulnerable are those with low 
ratios of common stock to total senior capitalization, 
such as Tennessee Gas Transmission, Texas East
ern Transmission, El Paso Natural Gas, and 
Transcontinental Gas Pipe Line. Companies least 
affected by the rate-making innovation are those with 
high common stock ratios, such as Consolidated 
Natural Gas, and those with a large proportion of 
industrial sales (exempt from FPC jurisdiction), 
among which are Southern Natural Gas, United 
Gas Corporation, and Mississippi River Fuel. Cli
ents who hold issues of the first group as growth spec
ulations might well accept their profit.
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APPENDIX B

STOCKS COMPRISim THE GROUPS SHOW IN TABLE XVII

Pipe Line Ce^eniee * Group A * Stocks listed on stock exchangee

Name of Company Exchange where listed

Consolidated Gas Utilities Corporation 
El Paso Natural Gas Company
Lone Star Gas Company

* Mississippi River Fuel Corporation 
Mountain Fuel Supply Company 
Northern Natural Gas Company 
Panhandle Eastern Pipe Line Company 
Southern Natural Gas Company

American 
New York 
New York 
New York 
Pittsburgh 
New York 
New York 
New York

* Since 1952 only.

Pipe Line Companies - Group B - Stocks traded Over-the-counter

1 Colorado Interstate Gas Company
Tennessee Gas Transmission Company
Texas Gas Transmission Corporation
Texas Eastern Transmission Corporation

@ Texas Illinois Natural Gas Pipeline Company
Transcontinental Gas Pipe Line Corporation 

# Since 1953 only
© Since 195b only

Integrated Companies (Holding company systems)

American Natural Gas Company 
The Columbia Gas System^ Inc. 
Consolidated Natural Gas Company
National Fuel Gas Company 
Pacific Lighting Corporation
Salted Gas Corporation

New York 
New York 
New York 
New York 
New York 
New York
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APPENDIX G

Long-term record of the composite capitalisation rates 

of eight natural gas pipe line companies used by the author in 

Federal Power Commission proceedings as indications of the cost 

of common equity capital for such companies.

This record is the basis for the valuesfshown in the col* 

man headed "Pipe line companies, Group A” in Table XVII, The 

method of calculating a single monthly entry is shown in Appen

dix D»
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23EARNINGS-PRECE MTTC6 OF UNLISTED CCMION STOCKS OF SIX NATURAL GAS COMPANIES 1/ 
JANUARY 1949 TO DATE

Footnote:

1949 _ 1950 1951 . 1952 1953 1934 1955 1956

January 7.6 2/ 6.3 7.6 7.8 7.1 6.4 6.0 6.2
February 7.1 2/ 6.0 8.0 7.8 6.9 6.5 5.8 6.8
March 7.3 6.0 8.4 7.3 6.5 6.9 6.0 6.7
April 7.0 6.3 8.9 7.1 6.8 6.6 5.9 7.3

May 7.5 6.4 10.0 6.8 6.8 6.6 6.0
June 8.8 7.4 10.0 7.4 7.3 6.8 5.8
July 8.5 9.0 9.5 7.3 6.9 6.7 5.8
August 8.3 8.7 8.7 6.8 6.6 6.6 5.9

September 7.5 8.1 8.8 7.9 7.0 6.3 5.8
October 7.7 7.9 9.1 8.0 6.5 6.5 5.8
November 7.0 8.7 8.9 7.0 6.8 6.8 5o7
December 6.4 8.3 8.3 . 6.8 6.7 __ 6.0

Strai ^it
Average 7.% 7.4% 8.9% _.-7^ , 6.8% 6*6% 5.9%

Note: The above data are based on the closing market quotati ans at the end of the month
and the latest available earnings for a twelve months period immediately preceding
the particular month. Also, the earnings--price ratios are based on weighted figures.

1/ Tennessee Gas Transmission Company, Texas Eastern 
Transmission Corporation, and Texas Gas Transmission 
Corporation included from January 1949 through 
December 1952. Colorado Interstate Gas Company 
and Transcontinental Gas Pipe Line Corporation 
added January 1953. Texas Illinois Natural Gas 
Pipeline Co. added January, 1954.

2/ Excluding Texas Eastern Transmission Corporation.

Source of Data: Standard & Poor’s Stock Guide and Moody’s Cumulative Supplements.
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APPimn D

xxil

Method of calculating a monthly, composite capttliza- 

tion rate (earnings*price ratio) appearing in the table shown 

in Appendix C.
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EARNINGS-PRICE RATIOS, YIELDS, AND PAYOUTS ON 11

EIGHT NATURAL GAS COMPANY COMMON STOCKS

APRIL 30, 19#

No. Shares Market Price____________ Earnings

Company
Outstanding 

(000) 4/30/56
Total 12 Mos • 
(000) Ended

Per 
Share

Total 
(ooo) :E.P.R.

Div.
Rate Yield Payout

(a) (b) " (o) (d) (e) (f) (g) (h) (17 (j) m

Cons. Gas Utilities Corp. 886 $14.00 $ 12,404 1/31/56 $1.36 $ 1,205t 9.7* $0.75 5.4* 55.1*

El Paso Natural Gas Co. b,968 48.75 242,190 12/31/55 3.08 15,301 6.3 2.00 4.1 64.9

Lone Star Gas Company 5,521 30.50 168,391 12/31/55 2.14 11,815 7.0 1.60 5.2 74.8

Miss. River Fuel Corp. 3,39h 32.88 111,596 12/31/55 2.02 6,856 6.1 i.4o 4.3 69.3

Mountain Fuel Supply Co. 2,189 25.50 55,820 12/31/55 i.5o 3,284 5.9 1.20 4.7 80.0

Northern Natural Gas Co. 3,654 42.00 153,468 12/31/55 3.% 13,008 8.5 2.20 9.2 61.8

Panhandle Eastern P. L. Co. 3,379 78.25 264,407 12/31/55 5.01 16,929 6.4 3.00 3.8 59.9

Southern Natural Gas Co. 3,666 35.13 128,787 3/31/56 2.70 9,898 7.7. 1.80 5.1 66.7

Totals $1,137,063 $78,296

Based on latest available income statements, April 30, 19^6.

Sources : Moody's Cumulative Supplements and Standard & Poor’s Stock Guide.



www.manaraa.com

x xxlt 

APPamn %

South Carolina Generating Company

A recent application of the cost of capital approach to the 

fair rate of return issue is to be found in Federal Power Commission 

Opinion No. 297, issued October 24, 1956, in the matter of South Caro

lina Generating Company. Although the company concerned is an electric 

company, rather than a gas company, the Opinion is, nevertheless, de

serving of attention because of the consistency with which it followed 

out the principles heretofore employed in connection with natural gas 

pipe line companies only*

This particular proceeding arose under Sections 205 and 206 of 

the Federal Power Act* South Carolina Generating, a wholly-owned sub

sidiary of South Carolina Electric & Gas Company, owned and operated a 

steam electric generating station (Plant Urquhart) which supplied only 

three customers. One was South Carolina Electric & Gas Company itself5 

another was Georgia Power Company, a non-affiliated utility, and the 

third was an industrial concern which was the contract operator of an 

Atomic Energy Commission plant on the Savannah River, near Aiken, South 

Carolina.

Cause of action. - The cause of the action, which brought South 

Carolina Generating before the Federal Power Commission, was a complaint 

by the Georgia Public Service Commission to the effect that Georgia Power 

Company, under its jurisdiction, was paying South Carolina Generating 

more for energy than the latter was charging its other two customers.
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XXV

It Md not matter that the rates were mutually satisfactory to both 

parties; consumer protection seemed to require that the issue of dis* 

crimination be exmWM.

Ms of - The access'ty for determining just

what rates would be fair, reasonable and non*discrlminatoiy required, 

among other things, an examination of the matter of rate of return. 

South Carolina Generating claimed that thia should be 6 per cent, and 

that it should be applied to a rate base of $13,089,000. It based thia 

claim upon a cost of capital deduced from a hypothetical capital strum* 

ture, and replacement cost, rather than historic cost, of debt and pre* 

ferred stock capital.

Glass &R^tigB GeeLMs GaaLZasW

Long-term deb» 5# 3,5# 1,7#
Preferred stock 15 4,75 .71
Cowon equity __ 3L_ 10.00 J^&U.

10#

Over-all Bate of Return • . .................... ...  * 6.0#

Actually, so the record showed, South Carolina Generating had 

been financed 90 per cent with debt capital; this had been done In order 

to get costs down so that Generating might take on the industrial plant 

as a customer. Actually, the weighted average cost of debt capital was 

3.99 per cent, rather than the 3.50 per cent, shown above. Kb preferred 

stock capital had been used. Bad the cost of capital formula been set 

up on this basis the claim for 6 per cent, over-all, would have led to 

the conclusion that the common equity was entitled to a return of 26 

per cent, or more, something quite absurd, and clearly unsupportable.
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xxvi 
$S95SaS$3B Ss^Sa^. gM^WSg.

Long-term debt 90% 3.99% 3.59%
Caraoa equity _J&_ 26.10 —ML

100% 6.0056

Over-all rate of return ....... 6.00%

S^mpqlidqted eppitql .Mtjfi. - The Catsiisal<m solved the prob- 

Im by adopting the consolidated capital structure of South Carolina 

Electric & Gas Company a subsidiaries, including South Carolina Gener* 

ating, and South Carolina Natural Gas Company, a relatively small unit

The weighted average cost of the system debt capital was 3.46 

per cent which was not, after all, very such less than Generating had 

asked. The proportions of debt, preferred stock, and common equity in 

the consolidated capital structure were 62.8 per cent, 9.4 per cent 

and 27.8 per cent, respectively. Combined with capital costs they pro* 

dueed the following computation, which appears as a footnote to page

13 of the Opinion, wherein South Carolina Generating was allowed a 

rate of return of 5.55 per sent.

Debt 62.8% e 3.46% 2.17%
Preferred stock 9*4 @ 4*90 .46
Cameo NM* -JLL A 10.* 

100.0 5.55%

The Opinion rationalised that 10.5 per cent, as an allowance 

for the common equity, was not too great even though earnings-prlee

ratios on South Carolina Electric & GantWsiag for the years 1950 

throng 1954 had averaged 7.9 per cent. The additional alitmance, it



www.manaraa.com

xxvii
aaidt would cover financing costs and compensate for

The relative thinness of the equity, competition from pub
lic peer and adverse weather conditions affecting a system 
with a high percentage of hydro capacity. This margin » • • 
also gives appropriate weight to the present upward trend in 
the money market.

The appearance of this Opinion, in 1956, may be taken as an 

indication that the Federal Power Commission has not been at all dis

satisfied with its reliance upon cost of capital as a means of resolv

ing the fair rate of return issue and was, in fact, settling down to 

its use.
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