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ABSTRACT

AN INVESTIGATION INTO THE REGULATORY

POLICIES OF THE MICHIGAN PUBLIC SERVICE

C(NMISSION IN THE 19505 WITH REGARD TO

THE MICHIGAN BELL TELEPHONE OCIVIPANY AND

THE C(NSIMERS POWER COMPANY

By

James R. Anderson

The purpose of this study is to ascertain the regulatory policies,

developed by the Michigan Public Service Commission in the 19508, by examin-

ing the rate orders approved for two utility con'panies . Rate cases were

becoming a regular part of the yearly activities of the Commission, and

were no longer a relatively infrequent occurrence as in prior decades .

The rate orders indicate that in the early 19505, substantial rate

increases were authorized for the purpose of supplying increased revenues

to utility conpanies to construct additional facilities to provide services

to more customers . However, rate orders issued in the late 19503 indicate

a growing awareness of consumer activism aimed at keeping rates for residen-

tial users of utility services as low as possible.

PhilosoPhically moderate members of the Carmission approved more

substantial rate increases than were supported by more liberal trembers by

utilizing liberal accounting and financial concepts.
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SECTION I

INTRODUCTION
 

The purpose of this master' S thesis is to present a review of the

develognent of the Michigan Public Service Conmission (MPSC) in the 1950s:

and to present an analysis of the policies Of the same state regulatory

agency for the corresponding period of time. The focus of this study is

the 1950s, because this is the first decade for which relatively conplete

primary source materials are available. Many of the documents issued by

the MPSC prior to 1950 are no longer in existence, due to their destruction

in the early 1950s by fire Which occurred in the Lewis Cass Building in

Lansing, Michigan or by flooding within the State Capitol Building in

Lansing, Michigan.

Prior to examining the development of the MPSC in the 19505, a brief

review of public utility regulation in Michigan prior to 1950 will be pre-

sented. 'Ihis master' s thesis will also review the statutory framework for

public utility regulation in Michigan, and will also analyze the fiscal

foundation of this mission.

Since the primary function of the MPSC is to regulate the rates and

charges assessed by the public utility corrpanies for the services they

provide to the public, this study will review several different rate orders

issued by the MPSC in the 19503 so as to ascertain the policy objectives of

the MPSC. In order to limit the SCOpe of this inquiry, the rate orders of

tm n'ajor utility conpanies will be examined: (1) the Michigan Bell Tele-

phone Carpany (Michigan Bell), and (2) the Consumers Power Carpany (Con-

Swners Power). Michigan Bell was chosen as one of the utility carpanies to

be studied because it is the largest telephone company in the state of

Michigan. Consumers Power was selected to be studied because it is the

largest combination gas and electric utility in the state. However,



due to self imposed limitations on the length of this study, only the rate

orders relating to the electric operations Of Consumers Power will be

studied. In this regard, it Should be noted that Consumers Power is the

second largest electric utility in the state.

A brief history of Consumers Power through the 19505 is presented in

this study because the materials were available. Since no materials are

publicly available regarding the historical development of Michigan Bell,

no such presentation is made .

Finally, is should be noted that this study will proceed upon the

assumptions developed by James Willard Hurst in his book, Law and Econconic
 

__Gr<_3_w__th__. 1 Hurst's basic theme was that since the law sanctions's the ultimate

distribution of power in society, it can have a tremendous impact on the

allocation of resources within a society. Thus, a major premise of this

study is that the regulatory orders issued by the MPSC with regard to

Michigan Bell and Consumers Power Company in the 19505 had a significant

influence on their growth and development, inasmuch as these rate orders

had an impact on where a major portion of the monetary resources of this

state' 5 residents would be channeled. It would also be appr0priate to note

here that it is the Opinion of this writer that none of the evidence pre-

sented in this study supports on the state level the theory that has been

developed on the federal level that federal regulatory agencies have been

“captured" by the entities sought to be regulated. 2

The "captive“ theory of business regulation had its birth in the

progressive era. Literature began to appear claiming that regulated cor-

porations could directly and favorably influence the policies of the reg-

ulators through their enormous financial resources, particularly through

legislative lobbying . Although the "capture" idea was abated in the period

of the New Deal due to the expansion of regulatory activities, it was



resurrected in the 19505. Scholars such as Samuel P. Huntington and Louis

L. Jaffe began to analyze the ties between regulator and regulated. By the

early 19605, it was the comton assumption of many historians and other

scholarly Observers of the regulatory process that the regulatory agencies

had been captured by the industries which they were established to control

and that the promotion of the "public interest" played little or no part in

the formulation of regulatory policy.

Over much of the literature in the 19605 concerning the "capture"

thesis, one historian, Gabriel Kolko, exerted a dominent influence. In his

study of railroad regulation from 1877 to 1916, Kolko concluded that railroad

men were the most important single advocates of railroad regulation in that

era . The evidence indicated to Kolko that railroads relied on the Interstate

Commerce Cormission to attain their own ends. For Kolko, it was clear that

federal economic regulation was essentially designed by regulated industries

to meet their om ends, and not those of the "public interest".

A major theme of this study, is that in the 19505 the Michigan Public

Service Commission endorsed rate increases in amounts that were intended to

promote new investment by Michigan Bell and Consumers Power in new telephone

and electric plant facilities so as to promote such utility services to an

expanding custorer base. While this could be construed as evidence that

the Michigan Public Service Commission was a captive of the interests of

the business entities they regulated, it appears to this observer that such

rate increases were intended to protote the perceived "public interest" in

the 19505 of providing new and improved utility services to an increasing

population base within the state of Michigan. That the Michigan Public

Service Commission was not a "captive" of the telephone or electric in-

dustries in the 19505 is evidenced partially by the fact that members of

the Michigan Public Service Commission in this era were not generally



employed by any utility companies.

SECTION II

THE MICHIGAN PUBLIC SERVICE (DENISSION
 

PART A: BRIEF HISTORY OF THE REGULATION OF HJBLIC

UTILITIES IN MICHIGAN PRIOR TO 1950
 

The present condition of public utility supervision by the MPSC is the

result of a process of evolution. 3 In exercising its supervisory powers,

the MPSC has been aided by the applicable statutory enactments of the

Michigan legislature, and perhaps even more importantly, by the judicial

decisions of the Michigan and federal courts.

In the decade of the 18705, economic distress in the agricultural

West, and the consequent Granger movement, brought the question of railroad

rate regulation to the forefront. As a result, the state commenced to

enact railroad laws . 'Ihese state laws were contested in the courts upon

essentially two grounds : (1) that the authority to determine the reasonable-

ness of rates lay with the judiciary, and (2) the charters under which the

railroads were incorporated granted them the power to set reasonable rates

as a matter of contract immne to impairment. Tnese arguments were event—

ually rejected by the 0.5. Supreme Court in a number Of cases. 4

The fact that the courts traditionally could afford redress in cases of

unreasonable charges for public service did not preclude legislative deter—

mination of what the reasonable charges should be . On the contrary, it was

considered that price—fixing was clearly a legislative power, which, when

exercised, was conclusive upon the courts.5 Later, in dictum which antici-

pated the ultimate judicial resolution of the issue, the U.S. Supreme Court

defined the role of the judiciary in reviewing rate legislation, whether

directly or in orders of administrative tribunals, in the following terms:



This power to regulate is not a power to destroy, and

limitation is not the equivalent of confiscation. Under

pretence of regulating fares and freights , the State

cannot require a railroad corporation to carry persons

or property without reward; neither can it do that which

in law amounts to a taking of private property for public

use without just corpensation, or without due process of

law . . . (Stone v Farmers Loan 8: Trust _C_o_, 116 US 307,

29 LEd 636, 6 S Ct 334 (1886)).

  

Cotprehensive regulation of public utilities in Michigan was initiated

with railroads by the adoption of the Railroad Commission Act in 1907. Act

NO. 312 of the Public Acts of 1907 was reenacted, after the adoption of the

1909 Michigan Constitution, by Act No. 300 of the Public Acts of 1909. The

prototype Of the initial Michigan regulatory law was the Federal Act to

Regulate Commerce of 1887, especially as amended and supplemented by the

Hepburn Act of 1906. Until the Hepburn Act, the Interstate Commerce Com—

mission did not possess rate making powers. The Michigan Railroad Commission

Act served the primary purpose of making the provisions of the Federal Act

to Regulate Commerce applicable to the intrastate rail transportation of

the state. The abuses Which the Michigan legislation sought to remedy and

prevent were in large measure peculiar to the railroad business.

At the time the Michigan Railroad Commission was created, a much debated

question was Whether the delegation of legislative power to an administrative

tribunal was permissible. In an effort to avoid the issue of the legality

of the delegation of legislative power to an administrative agency, there

had come into use a form of language which equated the process of rate

making to a matter of simple factual determination. In an earlier case,

the Mimesota Supreme Court had stated that the legislature had not dele-

gated to the Minnesota commission any discretion as to what the law Shall

be, but had merely granted a power to determine what rates were equitable

and reasonable in a particular case.6



 



This theory of fact finding seems to have been necessary at this time

to sustain the vesting of rate making power in a regulatory commission, in

the absence of express authority in a state constitution. In fact, it was

the considered Opinion of the Michigan Constitutional Convention of 1907-

1908 that such a commission could not be created without constitutional

sanction. For instance, the Michigan Constitutional Convention defeated a

proposal to authorize the establishment of a public utilities commission,

with the intention that it Should not be authorized (2 Debates , Constitu-

tional Convention 1907-1908, page 1034); and it approved another preposal

which permitted the legislature to create a railroad commission with power

to fix maximum freight rates (2 Debates, Consitutional Convention 1907-1908,

page 1439, Const, 1908, Art XII, Section 7). Eventually, the legal system

came to recognize that in certain Situations legislative powers could be

delegated to regulatory commissions, and no longer attempted to justify

such a procedure under the suspect theory that administrative commissions

were engaged merely in fact finding functions . 7 The principles governing

the delegation of power and the exercise of the delegated authority were

definitively stated in 1935 by the U.S. Supreme Court:8

A proceeding of this sort requiring the taking

and weighing of evidence, determinations of fact

based upon the consideration of the evidence , and

the making of an order supported by such findings,

has a quality resembling that of a juducal

proceeding. Hence, it is frequently described as

a proceeding of a quasijuducal character . The

requiremt of a ' full hearing' has obvious reference

to the tradition of judicial proceedings in which

evidence is received and weighed by the trier of

the facts. The 'hearing' is designed to afford

the safeguard that the one who decides shall be

bound in good conscience to consider the evidence,

to be guided by that alone, and to reach his

conclusion uninfluenced by extraneous considerations

which in other fields might have play in deter-

mining purely exective action. The 'hearing' is

the hearing of evidence and argument. If we who

determines the facts which underlie the order has



 



not considered evidence or argument, it is manifest

that the hearing has not been given.

Initially, the authority of the Midhigan Railroad Commission was confined

to the railroad business. However, at this time, both the telephone utility

industry and the electric utility industry were in a period of considerable

expansion, and there was public concern to ensure that sudh services could

be secured at reasonable rates. To implement the element of rate regulation

whidh was lacking under the general electric franchise law, a general

statute was enacted in 1909.9 Thereafter, a general law for the regulation

of telephone rates was enacted in 1911.10 These statutes, each independent

and self—sufficient, conferred upon the Midhigan Railroad Commission rate

regulatory powers, together with other regulatory authority appropriate to

the respective businesses.

Pursuant to the provisions of Act No. 419 of the Public Acts of 1919,

the Railroad Commission was abolished, the offices were terminated, and the

governor was authorized to appoint a new commission of five members to be

called the MiChigan Public Utilities Commission (MPUC). This statute

further extended the scope of the regulatory authority to include the gas

business, and it conferred, with respect to gas, electric and telephone

utilities, the same measure of authority as over railroads. By subsequent

amendment, the furniShing of steam was included.

By statute enacted in 1923, the business of common carriage by motor

vehicle was made subject to regulation by the MPUC. Supervisory and regu—

latory authority over the intrastate business of transmitting natural gas

was conferred under a special statute in 1929. In the same year, identical

powers with respect to oil pipelines was granted by the legislature.

In 1939, the MPSC was created, the MPUC was aboliShed, and its func-

tions and powers were transferred to the new commission. (Act No. 3 of the



Public Acts of 1939). Section 4 of this Act suggests why the MPUC was

abolished and the MPSC was created:

The Michigan public utilities cotmission, having

failed and refused to properly carry out the legis—

lative mandates with respect to the public safety,

and having failed and refused to properly enforce

the provisions of the several acts conferring

jurisdiction upon it with respect to the use of

the various highways of the state in a safe and

proper manner, is hereby abolished . . .

Act 3 of the Public Acts of 1939 vested the MPSC with complete power

and jurisdiction to regulate all public utilities in the state, except any

municipally—owned utility, and except as otherwise restricted by law. It

is vested with power and jurisdiction to regulate all rates, fares, fees,

charges, services, rules, conditions of service, and all other matters

pertaining to the formation, operation, or direction of such public util—

ities. It also possesses authority to regulate the issuance of securities

by public utilities ; and exercise important powers over the extension of

telephone, gas, and electric services into new territories, under the

requirement of first obtaining from it a certificate of public convenience

and necessity. Finally, it was granted the same measure of authority over

railroads and railroad companies as had been granted to the predecessor

commission, the MPUC.





PART B: REVIEW OF THE DEVELOHMENT OF THE MICHIGAN PUBLIC SERVICE

COMMISSION DURING THE 19505.
 

The utility industry regulated by the MPSC at the conclusion of 1960

11

had a profile as follows:

16

38

8

11

96

400

14

24

TABLE 1

electric corpanies, 2 of major size

gas producing companies

gas transmission co1panies

gas distribution cotpanies (selling directly to consumers)

telephone companies, 2 of major size

major, 1200 small bus and truck corpanies

oil transmission companies

railroad companies

During the 19503, the number of telephone corpanies regulated by the

MPSC decreased, primarily due to mergers of smaller companies by larger

corpanies:12

TABLE 2

Number Of Telgghone Cotpanies
 

1954

1955

1956

1957

- 133 1958 - 110

- 130 1959 - 105

- 120 1960 - 96

- 113

Correspondingly, the number of telephone serviced by independent telephone

companies and Michigan Bell increased:1
3

TABLE 3

Number Of Telephone Serviced By Independent Corpanies

1954

1955

1956

1957

- 235,918 1958 - 305,131

- 253,364 1959 - 323,737

- 271,606 1960 — 338,831

— 290,838

Number Of Telephones Serviced 31 Michigan Bell

1954

1955

1956

1957

2,247,787 1958 - 2,754,143

- 2,403,653 1959 - 2,887,079

2,556,352 1960 - 2,975,394

2,690,885
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During the 1950s, the activities of the MPSC were generally divided

into two broad categories: (1) General Commission Activities, Which were

concerned primarily with public utility corpanies; and (2) Motor Carrier

Activities, which were concerned primarily with bus and truck companies .

The fiscal year for the MPSC corresponded to the fiscal year for the State

of Michigan: the first day of July through the thirtieth day of June of the

following year. With regard to each fiscal year occuring during the 19503,

the activities of the MPSC were financed through two sources: (1) fees

collected by the MPSC from the entities regulated by the MPSC; and (2) the

general fund of the State of Michigan. The following table indicates the

1

types of fees collected by the MPSC: 4

(1) Utility Investigation Reimbursements : charges are made

to various utility cotpanies for the cost of salaries

and expenses for conducting original cost audits, rate

case work , and property inventories.

(2) Security Issue Fees: this fee was corputed at 1/10th of

1 percent of the total amount of the security issue,

based on the property located within the state . The

minimum fee was $50, except for rural telephone

corpanies, when borrowing money, the minimum fee was

$5.

(3) Mileage Fees: for motor carriers.

(4) Annual Fees: in lieu of mileage fees for motor carriers.

(5) Application Filing Fees.

(6) Miscellaneous Fees: includes charges for transcripts of

testimony, booklets, duplicate license plates, etc.

(7) Exemption Plate Fees.

Approximately 40% of the motor carrier mileage fees collected by the

MPSC were appropriated to the MPSC to defray the expenses or regulating

comon carriers. 15 At the end of each fiscal year any unexpended and un-

encumbered balance of this 40% appropriation, and the retaining 60% of the

fees collected were credited to the highway fund. The MPSC also received
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an apprOpriation from the general fund. Fees paid by the public utilities

for prOposed security issues, were transferred to the state treasurer to be

held in trust until the security issue was approved by the MPSC. As the

security issue was approved, the fees were credited to the general fund .

In the event the security issue was not approved, the fee was returned to

the utility.

Whenever the MPSC conducted an audit or appraisal of any public utility

for rate making, capitalization, or any other purpose, it had the right to

make such audit or appraisal through its accounting, engineering and other

personnel, and was required to keep an accurate, detailed account of all

expenses incurred. 'Ihe expenses of the audit or appraisal were to be paid

by the utility into the state treasury. All money paid into the state

treasury was credited to the general fund.

The following table presents a summary cotpiled from existing records

of the revenues received by the MPSC from the various fees it charged during

the 19503: 16
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As can be seen from this table, the revenues generated by the MPSC for

the 1957/58, 1959/60 fiscal years were approximately $1,500,000 in each

fiscal year.

From the 1951/52 fiscal year through the 1959/60 fiscal year, the

Michigan legislature steadily increased the state appr0priation to the MPSC

at a relatively modest rate. The state appropriation for the 1951/52 fiscal

year was $271,103 and $406,544 for the 1959/60 fiscal year. The increase

from $271, 103 to $406,544 represented an approximate 50% growth over the

decade in the state apprOpriation to the MPSC .

The following table, prepared from available records , presents a

surmary of the appropriations received by the MPSC from the legislature and

. 1

the amount of the expenditures actually made by the MPSC: 7
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As previous1y indicated, the functions of the MPSC were generally

divided into two main categories: (1) General Commission Activities,

involving primarily the regulation of public utilities: and (2) Motor

Carrier Activities . With regard to the Public Utilities Division, the

expenditures listed as Special Programs in the prior table were for rate

investigations of public utilities. For the fiscal year 1949/50 and 1950/51

the appropriations for the Special Programs were listed at about $350, 000 .

During the 19503 , the appmpriations for Special Programs decreased

dramatically and averaged approximately $75, 000. The Budget Report for the

State of Michigan for the appropriation for the Special Programs account

from former years was due to the fact that the public utility rate

investigation function was incorporated into the general operating budget

of the agency which resulted in a lower money figure being needed for the

Special Programs Account .18 The Budget Report went on to conclude that a

need still remained for a sum to be appr0priated into the Special Programs

account in the nature of a contingency fund to meet the expenses of expert

testimony and consulting services of a statistical, accounting or engineering

nature . 1 9 The change in the appropriations for public utility rate invest-

igations from the Special Programs account to a item within the General

Operating Budget of the MPSC, together with the need for increased sums to

be apprOpriated for expert witnesses in rate cases , indicates that rate

cases for public utilities were becoming a regular part of the yearly

activities of the MPSC, and were no longer a relatively infrequent occurrence

as in prior decades.

The Budget Report for the State of Michigan for the Fiscal Year Ended

June 30, 1954, indicated that since the activities for the MPSC were financed

from two sources, the General Fund and Motor Carrier Fees, the budget

recommendations for the fiscal year 1953/54 and succeeding years would be
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presented in two parts. One part, General Commission Activities, reflected

the recommendation covering the expenses properly chargeable to the General

FUnd, and the second part, Motor Carrier Activities, reflected the

recommendation covering costs attributable to the enforcement of the Motor

Carrier.Act and financed.from1the motor carrier fees. This Budget Report

then.went on to note that the personnel of certain divisions within the

organization of the MPSC were properly financed'Wholly'frcmlthe General

Fund, or wholly from the motor carrier fees. Certain divisions, however,

had overlapping assignments as far as general commission activities and

motor carrier activities were concerned, and the Salaries and.Wages

recommendations were split as to the apprOpriate source. The breakdown of

the Salaries and Wages recommendation for the 1953/54 fiscal year as between

General Commission Activities and Motor Carrier Activities was based on the

fellowing percentages gained from the 1951/52 fiscal year expenditure

. 20

experience:

  

TABLE 6

GENERAL CCIVMISSION MOIOR CARRIER

ACTIVITIES ACTIVITIES

l. MPSC Commissioners 40% 60%

2. MPSC Secretaries 40% 60%

3. Accounting Division 40% 60%

4. Administrative Division 50% 50%

5. Utilities Division 100%

6. Railroad Division 100%

7. Rates & Tariffs Division 100%

8. Biforcement Division 100%

9. Motor Carrier Division 100%

10. Motor Carrier Audit Division 100%
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According to the Budget Report for the Fiscal Year Ended June 30, 1960, the

allocation of Salaries and Wages recommendation for the 1959/60 fiscal

year, was based on the following percentages gained from the expenditure

21

experience of prior years in the 19503:

  

TABLE 7

GENERAL MISSION NDI'OR CARRIER

ACTIVITIES ACTIVITIES

l. Unclassified 40% 60%

2 . Administration 45% 55%

3 . Utilities 100%

4. Railroad 100%

5. Transportation 100%

Thus, the allocation between Salaries and Wages with regard General

Commission Activities and Motor Carrier Activities remained fairly constant

throughout the 19503 .

The following table summarizes the workload for the Utilities Division

as determined from presently available records : 2 2

TABLE 8

1947 _1_9_4__8_ 1249 1950 1951 _1_9_5_2_ 1953

Employee Man Hours 295 595 567 457 315 - -

Formal Cases

Rendered (orders) 187 191 224 191 214 261 252

Latters Written

Re Cmplaints, etc. 2, 520 2, 560 4, 526 4, 950 4, 940 4, 016 4, 368

Telephone Boundary

Revision Orders 53 31 109 95 4O 80 53

Formal Rate Orders 48 75 59 43 33 32 37

As determined from the presently available records , the mrkload for the

Motor Carrier Division was as follows: 23
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During the 19503, the actual hearings of various types of utility

cases were held with one or more of the commissioners actually presiding

and listening to the testimony. At the end of the decade, this task was

becoming quite time consuming, and the Budget Raport for the State of

Michigan for the Fiscal Year Ended June 30, 1961, recomrended that as to

the routine motor carrier hearings, WhiCh required the time equivalent of

one full-time commissioner, that these should be handled by a hearing

examiner, thereby permitting the three commissioners to concentrate on

decision and policy making activities. The same Budget Report also noted

that although it was not being recommended at that time in View of the

financial situation, a strengthening of the enforcement function of the

Motor Carrier Division was needed to COpe with problems arising from the

competitive struggle for business in the motor carrier industry, which had

resulted in illegal leasing arrangements and price cutting by many truck—

ing concerns.

With regard to the activities of the Public Utilities Division at the

end of the mid-century decade, the Budget Raport for the Fiscal Year Ending

June 30, 1961 noted that given a more favorable financial climate, an

increased appropriation should be granted to permit the Public Utilities

Division to be more active in checking consumers ' cotplaints on the quality

of service of various utility cotpanies. The Budget Report went on to note

that adequate staff was not then available to investigate those corplaints ,

and that they currently were being referred to the utility corpany to perform

its own investigation. The Budget Report for the Fiscal Year Ended June

30, 1962, noted that during the 19503, there had been a growth in the

overall workload of the Public Utilities Division, particularly with the

activity involving rate case preparation.24 For example, as of December 31 ,

1956, there was $1.4 billion of utility plant additions and retirements
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to be audited by the staff of the MPSC. By December 31, 1959, this figure

had risen to $2.6 billion. The Budget Report observed that the auditing

performed to determine original cost of public utility plant was essential

in preparing for frequent, major rate cases . The determination of the

appropriate original cost for public utility plant was crucial for the MPSC

Commissioners to make a determination as to rates which would be fair to

both the public and the utility corpanies.

In order to more readily evaluate the issues discussed in the various

rate orders involving the Michigan Bell Telephone Cotpany and Consumers

Power Corpany in the 19503, it will be useful to beoote acquainted in a

preliminary fashion with various regulatory concepts employed by the MPSC

in the 19503. The constitutional right of a public utility to a just and

reasonable return requires the establishment of a rate base, or an evaluation

of the property devoted by the utility to public service, on which an

appropriate rate of return will be allowed by the regulatory agency,

resulting in the amount of money which the utility may attempt to earn from

the marketing of its utility services.

In the 19503, three principal methods of determining the rate base

of a public utility were considered.26 The first of these is original cost.

The Federal Power Cormission has defined this as the cost of the

utility plant to the person first devoting it to the public service. This

is the definition most comxonly accepted for regulatory purposes . There

are sore variations on the original cost method. The "prudent investment"

method is based upon the valuation of the plant at the cost of the

original investment if prudently made. "Historical cost" is an estimate of

the prudent investment made when actual cost figures are not available .

The second method of oomuting the rate base of a public utility is at

its fair value, on the theory that the public utility is entitled to a
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return based on the value of its property at the time of the inquiry as to

rates and at the time the property is being used in the public service.

The third method of valuation for setting a rate'base is by determination

of the reproduction cost of the existing plant . In its original form,

reproduction cost was ascertained by assuming that the existing plant.was

to be reconstructed or a Whole, in one Operation, at prices applicable on a

Chosen date, or averaged over an appropriate construction period. In recent

years, cost trending has frequently been utilized to update existing

reproduction cost figures, or to reach a rate base by applying specific

price indices to original cost.

The measurement of the rate base is merely the first step in the

calculation.of a fair return on the cost of "value" of the property of the

public utility. The second step is the allowance of a "fair" or "reason-

able" annual rate of return on this rate'base. A great deal of the conflict

in the testimony of various expert witnesses in a rate case revolves around

the issue of What constitutes a "fair" rate of return or the relative

weights that should be given to multiple standards of fairness . Most

regulatory commission accept the basic standard that a fair rate of return

should cover the cost of capital for a utility; The twofold rule that a

public utility may charge rates designed to cover its operating costs plus

a fair return has been converted into the apparently singular rule that the

rates of charge shall cover the company's total costs including its costs

of capital. The costs of capital are the fixed costs of long-term debt and

preferred stOCK, plus a provision for reasonable dividends on common stock.

.A fair rate of return must enable a utility to cover its cost of capital

so as to enable the utility to maintain its credit standing and enable it

to attract new capital on terms favorable to the utility and its customers?7

In addition, regulatory commissions may also evaluate four additional



26

criterion in arriving at a decision as to what constitutes a fair rate of

return on investment for a particular utility: (1) stimulation of managerial

efficiency3 (2) maintenance of rate level stability; (3) prorotion of

"consumer—rationing" through rates designed to encourage all consumption for

which consumers are ready to pay escapable, marginal costs; and (4) provision

of sufficient profits to insure "fairness" to investors.28 A determination

of a fair rate of return requires a balancing of these various criterion,

since the various criterion are not necessarily cotpatible with each other .

Once the level of the reasonable and prudent operating expenses, and

an appropriate rate of return on total plant investment has been determined

for a utility cotpany, the next issue to be addressed is what rate structure

is to be adepted by the regulatory commission for the collection of these

revenues. Essentially, there are three basic categories of custorers from

which to collect revenues: residential custoters, commercial customers, and

industrial custorers. What proportion of the total revenue requirement for

the utility corpany each of these custoter categories will be responsible

for can be determined by essentially two methods. The most comronly accepted

method is the establishment of reasonable rates based on the standard of

cost of service. Under this approach an attempt is made to attribute to

each custorer category only those investments and operating costs which are

directly associated with providing utility service to that particular

category of custorer. Under a cost standard, the price per unit of service

is supposed to be equal to the cost per unit. This is not true under the

second method of rate determination: the standard of value of service .

Under this approach, weight is also given to the "value" of the utility

service to each of the categories of custorers as distinct from the cost of

production to each category of custorer. Pricing under the value of service

concept would be similar to the process whereby the tailor determines
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a price to charge a custoter for a suit of clothes or a department store

for a lady's hat.

Whether the regulatory commission has used a cost of service or a

value of service apprcaCh to rate making, it is generally conceded that

industrial and business users of utility services have been Charged rates

fer service that are'higher than strictly cost justified. Thus, business

users of utility services have traditionally subsidized the provision of

lower than cost justified rates to residential custorers. This is true in

the telephone industry, Where rates for local service used primarily by

residential custorers have been kept at extremely reasonable levels because

the overall cost of providing service by the telephone utility have been

subsidized by higher than cost justified rates being Charged for toll

services primarily used by business customers. In the 19503, higher than

cost justified rates were not a.problem.for businesses as evidenced by the

fact that no business groups formally intervened in the telephone or electric

utility rate proceeding'befOre the MiChigan Public Service Commission.

Higher than cost justified rates for utility services were no major problem

fcr businesses because these costs were included in the cost of the product

and.were a small percentage of the total cost involved in producing most

products. Since utility costs were a small percentage of total manufacturer

costs and easily included in the price of the product, the fact that products

may have been sold in a competitive market.was not a problem for most

manufacturers in the 19503 . This situation would change in the late 19603

and.beyond.When the rates f0r.most utility services experienced a dramatic

increase.

In the 19503, the issue as to the appropriate levels of rates to be

Charged to various customer'categories was not a source of conflict bet-

ween residential and business interests or between business and the utility





28

corpany. Business generally accepted that rate levels set for utility

services by the various regulatory agencies . It was only toward the late

19503 that one can discern a conflict of interest as to the rate levels

between residential customers and the utility corpanies . Although residen-

tial custorers were generally receiving utility services at less than cost

justified rates, in the late 19503 some residential custorers noted that

utility expenses were taking a significantly higher percentage of their own

personal disposable income.

With regard to the various members of the MPSC during the 19503, three

of these are particularly important to the analysis put forth in this study:

(1) Chairman James McCarthy; (2) Chairman Otis Smith: and (3) Commissioner

James lee. None of these particular persons was employed by a utility

company either before or after serving on the MPSC. Chairman McCarthy was

employed by the State of Michigan as a highway engineer prior to being a

member of the MPSC. When he left the MPSC he was employed as a highway

engineer by a private firm. Chairman Smith was the Auditor General of the

State of Michigan prior to joining the MPSC. After leaving the MPSC, he

was appointed a Justice of the Michigan Supreme Court and eventually became

Vice—President and General Counsel of General Motors. Commissioner Lee was

an attorney engaged in the private practice of law before joining the MPSC .

He eventually entered retirement when he left the MPSC .

With regard to the other members of the MPSC during the 19503, none

were employed by or affiliated with utility cotpanies, except for William

Elmer. Mr. Elmer was an attorney, who engaged in the private practice of

law after leaving the MPSC . Mr . Elmer, however, only represented various

motor carrier clients, and never represented any of the major gas, electric,

29
or telephone corpanies . This evidence as to the employment history of the

various members of the MPSC in the 19503 would lend support to the tenative
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conclusion that the MPSC was not a captive of the utility cotpanies that it

regulated in the 19503 .

SECTION III

REVIEN OF THE POLICIES OF THE MICHIGAN PUBLIC SERVICE CGVMISSION

WITHREXSARDIOTHEMICHIGANBEILTELEPHONECOMPANYINIHEI9SOS
 

PARI‘ A: BRIEF HISTORICAL REVIEW OF THE DEVELOPMENT OF THE TELEPHONE3O

INDUSTIU IN MICHIGAN PRIOR TO 1950
 

In order to attain a proper perspective as to the operations of Michigan

Bell, it is helpful to provide a picture of the telephone industry in

Michigan around the year 1950. The records of the MPSC show that in 1951

there were three major telephone cotpanies operating in the state. A total

of 2,039,259 telephones were connected with the wire lines of these cotpanies.

Approximately 93% of these were Operated by Michigan Bell. Next in size

was the Michigan Associated Telephone Cotpany (now the General Telephone

Corpany Of Michigan), with 83,303 telephones (4%), while the Union Telephone

Cotpany had 59,849 (2.9%) . In addition to these three large corpanies, a

total Of 141 "independents" were registered with the MPSC. This figure

compares with 183 such corpanies in 1938, indicating a tendency for these

small corpanies to be absorbed by the larger ones, or to merge among

themselves. The total nurber Of telephones connected with the 141

"independents" as of May 26, 1952, was 26,933, or only a little over 1% Of

the number connected with the wire lines of the major corpanies. Generally,

the independent telephone companies were organized in Michigan shortly

after 1893, when the Bell patents expired.

The independent telephone corpanies varied widely in character and

size. Among the smallest was the Alger Telephone Company with only 15

telephones . Several of the independent telephone corpanies had no rate

tariffs on file with the MPSC, apparently being maintained and Operated on

a voluntary basis .
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Adthough the Charges Of the "independents" were generally lower than

those of the major companies, their service was usually muCh inferior.

For example, few Offered their subscribers dial service. At the close of

1951, almost oneéhalf of the telephones in the MiChigan Associated Telephone

Corpany were dial operated, while just under one-quarter of those of the

Union Telephone Company were so Operated.

The MiChigan.Associated Telephone Cbmpany had its main.office in

Mu3kegon. Mu3kegon.was the largest city in the state not served by MiChigan

Bell. The service area for Michigan Associated reached north from Muskegon

as far as Ludington, and included a.major portion of St. JOseph and BranCh

counties, scattered exChanges in southwest MiChigan, six in central MiChigan,

and several in the thumb area of MiChigan, The Union Telephone Company

absorbed the Tri—County Telephone COmpany (van Buren, Cass, and Allegan

counties) after WOrld.War II. Its main.offices were in Owosso. Aside from

this tri—county area, the union exChanges were situated in the central and

northeast.portion Of the Lower Peninsula. The largest concentration Of

rural and independent companies was fOund in the southeastern and south

central counties Of the Lower Peninsula, the northwest part of the Lower

Peninsula, around Saginaw Bay, and in the Upper Peninsula. Large areas of

the northeastern part of the Lower Peninsula and in the Upper Peninsula

were classified as "unassign " by the MPSC.

At the midepoint of the 20th century, improvements in telephone service

had been numerous since the first crude exChange was installed in Detroit

in 1887. At first, a single instrument, placed alternately at the mouth

and the ear, was used for talking and listening. Shortly, however, it was

found.desirable to furniSh the user with two identical instruments, one for

talking (the transmitter) and one for hearing (the receiver). For many

years, batteries were required at eaCh subscriber's station to furniSh the
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current for actuating the transmitter. Later, the comnon, or centralized

battery system of operation was devised, with a storage battery at the

central office. In the early days it was necessary to turn a crank in

order to get the central office. When the Operator responded, you gave her

the name (later the number) Of the subscriber whom you desired to reach.

Dial telephone systems were becoming comnon in Michigan in the 19203 . The

first dial central office was placed in operation in Detroit in 1923. By

1930, a little over 46% of all the telephones in the Michigan Bell system

had dial service. By 1951 over 87% were operated by the dial system. The

provision of dial service was slower by the independents, and most Of the

small rural independents at mid-century were still without this type of

service. The evolution Of various types Of telephone instruments was also

striking. The old time wall telephone gave way to the desk models, consisting

Of a pedestal rising from a substantial base and supporting the transmitter,

with the receiver hung on a hook. In the 19303, the desk set was giving

way to the hand set, in which the transmitter and the receiver were attached

to the Opposite ends of a handle, which rested on a cradle surmounting a

base. Elaborate switchboard systems , connected with the "outside" lines

served thousands Of Michigan industrial and corrmercial firms at the mid-

century.

PART B: REVIEW OF THE REGULATORY ORDERS ISSUED BY THE MICHIGAN

PUBLIC SERVICE CQVMISSION DURING THE 19505 WITH REGARD

TO THE MICHIGAN BELL TELEPHONE COMPANY
 

Michigan Bell was incorporated on January 26, 1904 under Act 129 of

the Public Acts Of 1883, as amended. At the time of its incorporation, and

throughout the period of this study, Michigan Bell was a subsidiary corpora-

tion Of American Telephone & Telegraph Company (AT&T) . Control by AT&T

over Michigan Bell was exercised by the ownership of a majority Of the
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shares Of the common stock of Michigan Bell. AT&T is a corporation existing

under the laws of the State of New York. The activities of AT&T fell into

three categories. It acted as a holding company; as a servicing company;

and as an operating company.

On July 18, 1944, the MPSC gave notice to Michigan Bell (and other

utility companies in Michigan subject to its jurisdiction), that an

investigation would be conducted to determine if during the year 1944 it

had paid any federal "excess profits taxes"; and if so, that adjustments

would be made in its rates and charges to avoid the incurring of any such

liability and the subsequent payment of any such tax.

After an investigation conducted in the fall of 1944, in which the

Attorney General, the staff of the MPSC, and Michigan Bell were parties

thereto, the MPSC issued an Opinion and Order on December 28, 1944, in Case

NO. T-252.90. In this Opinion and Order, the MPSC made note that the issue

of the appropriate regulatory treatment of the corporate interrelationship

between AT&T and Michigan Bell had been before the Michigan Supreme Court

on more than one occasion. In the case of People v Michigan Bell Telephone 

my, 246 Mich 198, 204, 205, the Michigan Supreme Court determined that

Michigan Bell was a mere agent or instrumentality of AT&T. The court held

"where a corporation is so organized and controlled and its affairs so

conducted as to make it a mere instrumentality or agent or adjunct Of

another corporation, its separate existence as a distinct corporate entity

will be ignored and the two corporations will be regarded in legal

contemplation as one unit". In a second case, Michigan Bell Telephone 

C3131“)! v Public Utilities Commission, 297 Mich 92, 113, the Michigan 

supreme Court held: "The companies are so closely interwoven through the

use of joint facilities, they must be considered together for regulatory

purposes, notwithstanding that the forms of separate entities are maintained."
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In this proceeding, and in subsequent rate proceedings before the MPSC, the

two corporations were considered together for regulatory purposes .

In Case No. T-252.90, the MPSC ordered Michigan Bell to reduce its

annual revenues by approximately $3, 500, 000 because it found Michigan Bell' 3

gross revenues for the year 1944 to have been excessive by that particular

amount. It also ordered Michigan Bell to make a refund to its customers of

the said $3,500,000 for the year 1944. The $3, $00,000 excessive revenues

were based on a finding that Michigan Bell had paid an excess profits tax

to the U.S. Government in the total amount Of $4,404,000 Of which $3,000,000

was deemed to have been avoidable. The MPSC also found $250,000 paid by

Michigan Bell to AT&T under a license contract to have been excessive. The

license contract with AT&T required that various legal , accounting and

management services be rendered by AT&T to Michigan Bell. The amount of

the license contract payments was based on a percentage of Michigan Bell's

gross revenues for a particular year. The MPSC expressed its Opinion that

in order for such services to be properly chargeable to Michigan Bell ' s

ratepayers , the services should not be based on a percentage of Michigan

Bell's gross revenues, but on a specific value for each service category,

with the specific value being based on evidence relating thereto which had

been introduced and cross-examined at a rate hearing .

This particular order Of the MPSC was subsequently reversed by the

Michigan Supreme Court as being one that the MPSC had no statutory authority

to render. This conclusion was based on the fact that the MPSC had no

authority to make retroactive rates , and therefore, an order issued in

December of 1944 could not reset rates for 1944 and could not require a

refund of that portion of the rates collected in 1944 that were found to

have been excessive.

Approximately one year later, on December 13, 1945, the MPSC rendered
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its final order in Case No. T—252.90, wherein it determined that Michigan

Bell's rates for 1944 had been excessive in the amount of $3,500,000,

and that Michigan Bell ' 3 rates subsequent to the date of the order would be

reduced by that amount . Thus , in compliance with the mandate of the Michigan

Suprere Court that rate reductions were to be prospective in nature, and not

retroactive. The particular elerents of Michigan Bell‘ 3 rates that were

found to be excessive were: (1) $3,000,000 of excess profits taxes that

were avoidable; (2) $250, 000 of excess depreciation that was also avoidable;

and (3) $250,000 of excessive payments made to AT&T under the license

contract.

In 1948, the MPSC issued several regulatory orders regarding Michigan

Bell. Each of these orders was issued by the MPSC because Michigan Bell

was facing a condition of increasing demand for its telephone services .

The decision with the least amount of immediate financial impact was issued

on September 18, 1948 in Case No. TL252-48.14, wherein the MPSC authorized

Michigan Bell to offer in the Detroit metrOpolitan area mobile radio

telephone services and established a rate therefor. A more important

decision was rendered on April 1, 1948 in Case NO. T—252-48.7, whereby the

MPSC evidenced its desire to see that telephone service in rural areas

would be technologically upgraded, even if it meant higher rates to the

rural area subscribers . The MPSC adoPted a plan whereby short-haul toll

traffic previously handled by manually Operated switchboards would now be

handled by direct dial automated switching equipment. Rates for this

service would be immediately increased in rural areas due to increased

investment for the automated equipment, but would eventually be reduced in

five years to the benefit of the rural subscribers. It was the conclusion

of the MPSC that under the proposed rates, thousands of custorers would pay

no more, whereas others, to whom the cost would be increase, would be the
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ones who would benefit the most by being brought into the larger trading

centers and.who eventually would save the most in toll'bills.

The most important order issued in l948'by the MPSC was on September

28th of that year in case NO. T—252—48.16. In that case, the MPSC authorized

Michigan Bell to increase its annual revenues by $8,210,000 above the

revenues then being collected, to effectuate a net return of 6% upon its

net intrastate telephone plant investment. The application in this case

had been filed by Michigan Bell on.April 27, 1947. In the application,

Nfichigan Bell requested a rate increase of approximately $10,500,000. All

three of the commissioners on the MPSC voted to approve an increase of

$8,217,000, Which was approximately 80% of the rate increase requested by

Michigan Bell. Participants to this proceeding were the Attorney General,

the Staff of the MPSC, Michigan Bell, and numerous representatives of civic,

business and labor organizations, including Division 43 of the Communications

Workers Of America.

All parties to this particular proceeding were in agreement that

Michigan Bell was rendering service in abnormal times, but that such

condition was a healthy one in that it required.Michigan Bell to expand its

telephone facilities throughout the state. In fact, Michigan Bell was enr

gaged in an extensive construction program in an effort to supply telephone

service for all those persons Who desired it, and to relieve existing

congestion in'both its local exchange and toll plant. The net additions

for the year 1948 were estimated by Michigan Bell to be $60,087,000, and

for the year 1949 at $57,000,000. MiChigan Bell's program included the

conversion.of all its manual offices to dial Operation; and it expected to

'have this conversion completed by the end of 1951. Under this program»

Michigan Bell anticipated that it would furnish extended area service to

all but 37 of its 242 exdhanges.
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In its written order, the MPSC noted that Michigan Bell had had a

large growth since 1941, having added a total of 581,465 telephones between

December 31st of 1941 and December 3lst of 1947. Such grwth constituted

an increase of 62.6%. Over one and one-half million telephones were being

served as of December 31, 1947. As Of June 30, 1948, there had been a

station gain of 82,761. This was an increase of 32,729 stations over the

gain for the same period in the year 1947. The MPSC observed that the

demand for telephones continued, and because of the increase in this demand,

hold orders for service as of January 1, 1948 were 50,972, and as Of June

30, 1948 this had decreased only to 33,558. None of the parties to this

case, including the labor unions, or the three commissioners on the MPSC,

questioned this need for Michigan Bell to construct additional facilities

to provide additional services in the amounts that were represented by

Michigan Bell to be necessary.

In view of the acceptance of the fact that Michigan Bell had to have

additional funds to construct these additional facilities , the MPSC

unanimously granted substantially all of the rate increase requested by

Michigan Bell. The major item of reduction between the request of Michigan

Bell and the amount of the increase eventually authorized by the MPSC was

the appropriate amount of the fees to be paid to AT&T for services provided

under the license contract. In this case, there was no disagreement as to

whether to utilize an original cost rate base or a fair value rate base.

All parties agreed on using an original cost rate base, despite the fact

that later decisions of the MPSC would indicate that legal precedent appeared

to require the use of a fair value rate base. As with the case of Consumers

Pmer in the setting of electric rates, the MPSC determined to utilize a

state—wide method of rate making for Michigan Bell, despite the request of

the City of Detroit to be considered separately for rate making purposes .
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It is important to note that in 1948, all the commissioners on the MPSC,

both Derocrats and Republicans, approved a substantial rate increase for

Michigan Bell primarily for the purpose of providing monies for additional

investment in telephone plant to meet the increasing demand for telephone

service. None of the commissioners, nor any of the parties to this rate

increase proceeding, were concerned with the effect of the increased rates

on residential users Of telephone services. Thus, it appears that at this

time the MPSC was almost wholly concerned with the financial integrity of

Michigan Bell, and paid little attention to any possible devergence in

interest Of residential users of telephone services from the interests of

Michigan Bell. A review of the parties to these various rate proceedings

and a reading of the orders issued by the MPSC at this time gives no

indication that there was a divergence or conflict of interest between

residential users Of local exchange telephone services and business users

of toll services. Apparently, the business subscribers to toll telephone

service were of the Opinion that rate increases that were applied to them

could be passed on to the users of their services and products without any

slippage in their competitive position in the market place .

On June 19, 1950, the MPSC granted its first rate increase of the

19503 to Michigan Bell. The rate increase was authorized in Case NO. T~252~

50.6, which case was the companion case to an earlier decision by the MPSC

in Case No. T—252—49.14. The decisions in Case Nos. T-252-49.14 and T-252-

50.6 were the result of an application filed by Michigan Bell requesting

authority to increase its annual gross revenues by $20, 400, 000. With regard

to the total requested rate increase of $20,400,000, Michigan Bell sought

from the MPSC immediate authority to increase its rates by $9, 800, 000

prior to the holding of any evidentiary hearings in this matter. In Case

No. T-252-49.l4, the MPSC granted immediate rate relief to Michigan Bell in
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the amount of $4, 861 , 000, or approximately one—half of the amount requested

by Michigan Bell. In Case NO. Te252-50.6, the MPSC granted final rate

increases in the amount of $8,200,000. The two rate increases of $4,861,000

and $8,200,000 granted by the MPSC, were approximately 65% of the $20,400,000

rate increase originally sought by Michigan Bell.

With regard to the order issued on June 30, 1949 in.Case NO. T—252-

49.14, all three of the commissioners on the MPSC approved the immediate

annual rate increase in the amount of $4,861,000. To produce this increase

in.gross revenues, rate increases were authorized in the toll message

telephone services provided by Michigan Bell, but not in the local exchange

service rates. Increased rates in toll services were authorized because

the MPSC found that the testimony and exhibits filed with the application

of Michigan Bell deronstrated that the earnings from the toll telephone

services were such that Michigan Bell fOund itself in a ”severe" financial

position. At page 6 of the order, the MPSC stated the following: "The

evidence indicates that the Company is earning considerably less than a 6

percent rate of return on its net plant investment and that intrastate toll

rates are producing gross revenues considerably less than the cost of such

services." In fact, the MPSC stated in a later portion of its order that

Michigan Bell was only earning 3.73% from its toll telephone services.

Such a situation constituted an "emergency" in the Opinion of the MPSC, and

on this basis it granted an.immediate rate increase in toll services in the

amount of $4,861,000, so as to produce a 5.3% return upon net plant invest-

ment for toll services.

‘With regard to the order issued in case NO. T—252—50.7 on June 19,

1950, the MPSC granted a final rate increase to Michigan Bell for both toll

and local exchange telephone services in the amount Of $8,200,000. Although

the application had been filed in 1947, the increased rates were based on
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projections for the Operating results in 1950. In addition to Michigan

Bell, the Attorney General, and the staff of the MPSC, other parties to

this proceeding were various municipalities located throughout the state of

Michigan. Two commissioners on the MPSC, both Republicans, voted for the

final rate increase of $8,200,000. One Commissioner, Chairman James H.

McCarthy, a Detocrat, wrote a dissenting opinion wherein he expressed his

belief that no increase should be authorized.

The most significant factor accounting for Chairman McCarthy's conclusion

that no rate increase was merited, as Opposed to the approval Of the rate

increase by Commissioners Stuart B. White and Schuyler L. Marshall, was the

difference of Opinion as to boy to determine the value of Michigan Bell ‘ 3

investment in facilities to provide telephone service (i.e. rate base).

Before determining a specific value for Michigan Bell's facilities for

1950, the majority Opinion set forth certain principles to be utilized in

determining rate base:

It is a fundamental principle of regulation, with

respect to the fixing of rates, that the utility in

question shall be entitled to earn a fair return upon

its property used and useful in its business. A utility

is a public service corporation and, as such, its

property is devoted to public use which, in turn, subjects

it to the regulation of the state. Conversely, the

constitution guarantees that property of the utility

shall not be taken for public use without just

corpensation. At the same time, the utility may not be

permitted to charge rates which are exorbitant or

unreasonable from the standpoint of the ratepayer .

Accordingly, between a return which is fair and a charge

which is unreasonable lies a zone Of reason within which

the regulatory body must, in the end result, establish

and fix the rates to be charged for the service rendered .32

(Emphasis added).

 

 

 

 

Michigan Bell presented evidence which utilized a reproduction cost method

to determine a value for its estimated 1950 rate base. This value was

$399,457,000. The staff of the MPSC calculated the 1950 rate base on the

basis of an original cost approach. The value it derived was $296,379,000.
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Commissioners White and Marshall were of the opinion that the state and

federal legal precedents mandated the utilization of a "fair value" rate

base, and that this value would be somewhere between the original cost

estimate of the staff and the reproduction cost calculation of Michigan

Bell. Accordingly, they arrived at a value of $350,000,000, to which they

applied a 6% rate of return, so as to arrive at the amount of yearly revenues

Michigan Bell would be entitled to for providing public utility telephone

services. These commissioners determined that Michigan Bell was not

presently earning the amount of annual revenues to which it was entitled by

their calculations, and therefore, authorized Michigan Bell to increase its

rates by $8,200,000 on an annual basis.

On the other hand, Chairman McCarthy was Of the belief that state and

federal legal precedents required the MPSC to utilize an original cost

approach to rate base valuation, and adOpted the staff' 5 estimate of

$296,370,000. He also disagreed with the other two members of the MPSC who

thought that 6% was a fair rate of return on investment. Chairman McCarthy

stated that 5.7% was a fair rate of return for a regulated telephone cotpany.

Applying the 5.7% rate of return to the rate base of $296,379,000, Chairman

McCarthy concluded that the revenues that Michigan Bell would be entitled

to by such a corputation were less than the revenues actually being earned

by Michigan Bell, and therefore, Michigan Bell was not entitled to a rate

increase.

Chairman McCarthy made sore interesting observations concerning what

he characterized as the "arbitrary nature" of the fair value rate base

approach used by the other two members of the MPSC:

The conclusion of my colleagues is that 'Upon

a careful consideration of all the elerents entering

into the formation Of a sound judgment ' they deem to

decide the present fair value to be $350,000, 000.

They also state that they have made "due allowance"

for depreciation and depreciation reserves but do
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not divulge the amount nor the way in which they

arrive at this "due allowance". I find these

nebulously arrived at concepts to be difficult to

reconcile with the decision in the Consumers Power

Corpany (Gas) Case D-2948—49.2 (1949), in which they

participated, which stated that "The determination

of fair value of utility prOperty requires a

consistent standar " . Where is the standard in this

instance, and where is the consistency in view of

previously cited cases where net investment rate

bases were adOpted? . . . . . On what is their "fair

value" based and on what study have they made to

determine the amount of existing depreciation in the

property?33

In addition to dissenting as to the amount of the rate increase granted

to Michigan Bell, Chairman McCarthy also dissented as to the method of

distributing the increases among customers by his two colleagues. The

other members of the MPSC had adOpted increased rates which would be prOpor-

tionately higher for certain classes of custoters in the Detroit area than

fOr similar classes of custorers in other parts of the state. Chairman

McCarthy was Of the Opinion that this would result in legally prohibited

rate discrimination. The rate discrimination to which Chairman McCarthy

objected was essentially a geographical one between the Detroit metrOpolitan

area and the out—state areas, as Opposed to a rate discrimination between

various classes Of custoters such as residential and business classes. In

his dissenting Opinion, Chairman McCarthy stated the following:

The rates and charges approved by the majority

are based on arbitrary selection related to the

"value" of the service. The rate schedule of the

Cotpany as proposed and adOpted includes specific

rates for different classes of service in Detroit

and suburban zones and in several outstate groups

determined by number of stations .

It is the duty Of this Commission not only to

prescribe reasonable rates for the Cotpany on an

over-all basis, but also as to test the reasonable-

ness of individual rates . Discrimination exists if

the differences in price between two classes of ser-

vice or different groups is greater or less than the

differences in the conditions surrounding the service.

Mere difference in price is not a criterion for the

determination of discrimination. Such differences may
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be justified upon both the basis of the cost and other

economic conditions affecting price differential. In

theory, prices for each service should be predicated

upon actual costs for rendering services. It is

apparent that the application of rate increases in

the majority opinion have'been predicated upon bases

other than cost, since there was no basis before them

for determining them.on costs. The results of a

determination Of increases on the so-called value

basis will impose upon the Detroit area unequitable

rates unless it can'be Shown that the determinations

are properly related to the costs of the serviceéM

From this particular case, one can discern in the majority opinion as

opposed to the dissenting opinion, a difference in approach to rate making

by the various members of the MPSC. It is my opinion that these differences

in approach to rate:making reflect differences in political philosophy

among the commission members. Chairman McCarthy, a Democrat, appears to be

Of a more liberal philosophy than his other two colleagues. This is

reflected by the fact that his dissenting opinion reflects a concern with

the impact of increased rates on the ratepayers of Michigan Bell, and a

sensitivity to the issue of discriminatory rate treatment with.regard to

users of telephone services situated in the Detroit metropolitan area.

McCarthey's conclusions that Michigan Bell did not need a rate increase,

indicates that he was not as concerned with the promotion of Michigan Bell's

financial integrity so as to provide the necessary revenues for increased

investment in telephone facilities to meet increasing demands for services,

as were his other colleagues on the MPSC. In order to minimize the need

for a rate increase for Michigan Bell, McCarthy was more willing to employ

conservative methods of financial analysis, such as original cost rate

base, than.were his colleagues. On the other hand, commissioners White and

Marshall, both Republicans, were more inclined to utilize the more liberal

analytical tool of fair value rate base, so as to provide additional revenues

to Michigan Bell for expansion purposes. These two commissioners appear to
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have been more politically conservative than McCarthy, since their majority

opinion reflects no consideration of the impact of increased rates on the

current subscribers of Michigan Bell's telephone services.

On May 14, 1951, Michigan Bell filed another application with the MPSC

seeking an increase in its gross annual revenues of approximately $22,000,000.

The application requested that this increase be implerented immediately .

Parties to this proceeding were Michigan Bell , the Attorney General , the

staff of the MPSC, and various municipalities purporting to represent rate

payer interests. The municipalities requested that the MPSC dismiss the

application. The MPSC, with all of its members concurring, issued a written

opinion in Case No. T-252-51.l9, which denied an immediate rate increase to

Michigan Bell, but which authorized further hearings to be held in the near

future for the purpose Of taking additional evidence.

The MPSC in Case NO. T—252.51.9 made note that one Of the arguments

advanced by Michigan Bell to justify increased rates was that telephone

rates, on the average, had increased 21% since the end of World War II

while the "earnings of the public generally" had increased 100% and price

levels had increased 84%. Michigan Bell also noted that the weekly pay

rate in the manufacturing industries had increased by about 136% between

1940 and February of 1950 as contrasted with the 21% increase in telephone

rates for the same period. The MPSC determined that these cotparisons were

relatively meaningless for the purpose of establishing rates for telephone

service for the following reasons :

The statute charges this Commission with finding

rates that are 'just and reasonable' which we have

always interpreted to mean that the rates should be

adequate to cover total costs Of providing service,

including a fair return and reasonable return on the

capital investment necessary to supply the service.

This is entirely independent of what wages, prices,

or other costs might have done except as these enter

into the cost of providing telephone service .35

CEmphasis added) .
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One of the most interesting observations made by the MPSC for rejecting the

use of the comparisons presented by Michigan Bell for the purpose of making

rates, was that the use of sudh comparisons would be of little consolation

to the ratepayer WhO‘would be required to pay higher rates Which were not

related to increased operating expenses. Thus, the MPSC expressed the

following conclusion in its order:

It is granted that the cost of living has

increased from earlier days. we do not see that

this is any argument that telephone rates should

increase prOportionately without regard to increased

usage, advancements in the art, teChnological

improvements, operating economies or other factors.

Would the company be happy with unconsidered rate

reductions proportionate to any decline that might

take place in the customer's price index in the

future?36

Despite the sound reasoning put forth by all the members of the MPSC for not

setting rate increases on the basis of comparisons with price increases in

other sectors of the economy, Michigan Bell in its annual reports for the

years 1955 through 1958 continued to present such dubious comparisons to

its stodkholders as reasons justifying continuing requests to the MPSC for

rate increases. For instance, in its 1957 annual report, Michigan Bell

stated the following:

Since 1940, rate increases have raised our revenues

by only 21 percent While the price of most things has

about doubled. . . . Since we have not been permitted by

regulation to reprice our service in a realistic manner,

Michigan Bell has been earning a rate about half that of

typical industrial companies with which it competes for 37

capital necessary to:meet the public demand for service.

A major reason why the MPSC denied Michigan Bell's request for a rate

increase in Case No. 'I\-252—51.l9 was that certain evidence indicated a

substantial improvement in the financial position experienced by Michigan

Bell, as indicated by the fact that since 1948, operating revenues had

increased 18 percent, operating expenses and taxes 10 percent, and net

Operating income 108 percent.



TABLE 10

  

Operating Revenues Expenses Net Income

Year Per Telephone and Taxes Per Telephone

1945 $71.62 $61.85 $ 9.77

1946 67.44 62.03 5.41

1947 71.14 65.40 5.74

1948 75.35 67.36 7.99

1950 79.96 68.54 11.42

1951 84.03 72.07 11.96

From the above table, the MPSC concluded that although prior to 1948, the

Operating expenses per telephone were increasing faster than revenues ,

thereby reducing net income to Michigan Bell , under the rates then in

existence in 1951, net Operating income, after all Operating expenses and

taxes, were still increasing. In such a situation, all members of the MPSC

felt that there was no need to provide a rate increase to Michigan Bell .

On June 5, 1952, the MPSC issued an order in Case No. T—252-52.13,

wherein it evaluated the $22, 000, 000 rate increase applied for by Michigan

Bell on May 14, 1951, and concluded that Michigan Bell was only entitled to

an increase Of $7,221,882, or approximately one-third of the Michigan Bell

request. This rate increase was approved by all three members of the MPSC,

including Chairman McCarthy. Although a small portion of the rate increase

was due to the need of Michigan Bell for additional revenues to construct

new telephone facilities to meet increased demand for service, most Of the

rate increase was related to specific increases in Operating expenses :

(a) Federal income taxes had increased from 47% to

52% Of Michigan Bell's taxable net income due

tO a revision of the Federal Revenue Act.

(b) State income taxes had increased due to new

legislation.

(c) Increased wages and pension costs for employees

due to a new labor contract.

45



     canny—Jog— _



46

Because the rate increase was related almost wholly to increased Operating

expenses, even Chairman McCarthy, a Democrat, approved this substantial

increase. If the increase had been primarily for construction Of additional

telephone facilities , it is my Opinion that McCarthy might not have approved

the rate increase.

One of the most important elements necessitating the increase in rates

was the MPSC's conclusion that Michigan Bell was entitled to an increase in

the rate of return on its rate base from 6.0% to 6.45%. Such an increase

in the rate Of return was endorsed by Chairman McCarthy as necessitated by

changed economic conditions . As further justification for the rate increase ,

the MPSC noted that in 1951 the net Operating income per telephone was

$11.34, but that this figure had declined in 1952 to $9.74. As an indication

that the mid—1950s would be a period Of inflation which might require

Michigan Bell to seek frequent rate increases, the MPSC stated the following

in its order:

Rate making, it has been said, looks to the future.

However, because of the tempo Of present economic conditions,

the discernible distance ahead approaches zero. Under such

circumstances the pragmatic adjustment of rates and charges

seems most reasonable. Suffice it to say that applicant' 3

net revenues for the year 1952, will permit it a reasonable

return that the rates and charges required to produce such

return are presently just and reasonable. It is possible that

future events may render such rates and charges unjust and

unreasonable and in that event, we have adequate power to

correct the situation. . . 38

Having only been granted a rate increase in 1952, Michigan Bell filed

an application with the MPSC on June 9, 1953 seeking a rate increase of

$22,283,481. By unanimous consent of all three commissioners, this particular

application was denied on May 11, 1954 in Case No. T—252-54.10, inasmuch as

the MPSC determined that net earnings for the test period were in excess of

6.5% and such a return was deemed to be adequate.
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Subsequently, on June 10, 1954, Michigan Bell filed a petition for

rehearing, setting forth new evidence regarding its need for increased

revenues. Michigan Bell noted that the value of its telephone plant had

increased about $25,000, 000 since the last rate case; expenses had increased

abort $6, 800, 000; but, that intrastate Operating revenues had increased

only $5,600,000.

By order dated July 28, 1955 in Case NO. T—252—SS.15, all three

commissioners Of the MPSC approved a rate increase for Michigan Bell of

$2,802,000. This rate increase was less than one—tenth Of the $22, 282,481

rate increase requested by Michigan Bell on June 9, 1953. The rate increase

was justified by the MPSC on the basis that Michigan Bell had experienced a

decline in its earnings whereas its telephone plant had increased in value .

This increase in the telephone plant was based on the utilization of the

original cost method. All three of the commissioners felt that the use of

an original cost rate base was appropriate since this was the valuation

method employed by Michigan Bell in its application. Thus, the issue of

the original cost rate base versus fair value rate base did not need to be

addressed in this particular proceeding. The MPSC concluded that a rate

increase of $2, 802, 000 would produce a rate of return of 6.22% or better,

and that such a rate of return was well "within the regulatory zone of

reasonableness" .

On November 16, 1956, Michigan Bell filed another application for a

rate increase with the MPSC, requesting additional annual revenues in the

amount Of $12,542,000. On August 6, 1957, the MPSC issued an Opinion and

Order in Case NO. T-252-57.26, wherein it authorized a rate increase Of

$2,835,000, or approximately one-sixth Of the amount sought by Michigan

Bell. This rate increase was approved by two of the three commission mem-

bers: Democrats Otis M. Smith and James H. Lee. The third member of the
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MPSC, Republican Maurice E. Hunt, dissented from the Opinion and Order of

his colleagues on the basis that the evidence demonstrated that Michigan

Bell was entitled to a much larger rate increase. The majority Opinion

written by the two Democrats, utilized an original cost rate base whose

value was determined to be $445,711,535. Republican Hunt thought that a

larger rate base value was warranted, based on a fair value approach. Hunt

was Of the Opinion that legal precedent required the use Of a fair value

rate base, while the Democrats were of the opinion that an original cost

rate base was appropriate since this was the approach used by Michigan Bell

in this proceeding. The Democrats determined that a 6.6% rate Of return

was necessitated from the evidence introduced at the hearings , which was an

increase from 6 . 5% in 1954 . Republican Hunt thought that economic factors

indicated that an even higher rate of return would be apprOpriate .

As a final reason for providing less of a rate increase than was sought

by Michigan Bell, the Democratic majority reviewed the incore taxes that

Michigan Bell was paying with regard to its existing capital structure, and

concluded that Michigan Bell could have avoided a certain amount of these

incore taxes if it had a more appropriate capital structure. At page 15 of

the order issued in Case NO. T-252-57.26, the MPSC Observed that Michigan

Bell's actual capital structure at the end of 1956 consisted of the following:

Ratio

Long Term Debt $105, 000, 000 21%

Notes 5, 000, 000 1%

Equity 383, 235, 000 78%

Because the long term debt ratio was only 21%, the MPSC noted that Michigan

Bell had paid greater amounts Of incore tax than it would have if the long-

term debt ratio had been higher . 'Ihus , the MPSC employed the accepted

regulatory practice of adopting a hypothetical capital structure, increasing
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the debt ratio when it was clearly low and decreasing it when it was too

high. ‘Ihe MPSC then concluded that a 40% long term-debt structure would be

appropriate for Michigan Bell, and made a determination as to what the

avoidable income tax expense would have been in 1956 if such a long-term

debt ratio had in fact existed. Regrblican Hunt dissented from the use of

a hypothetical capital structure, and thought that Michigan Bell was entitled

to recoup all Of the incore taxes it had paid on the basis Of a 21% long-

term debt ratio.

From an analysis of the rate cases for Michigan Bell through the year

1957, one might be tempted to conclude that the Democratic members of the

MPSC were more inclined to approve smaller rate increases for Michigan Bell

than were their Republican colleagues. This observation would be correct

through 1957, but with the advent of Otis M. Smith as Chairman of the MPSC,

this pattern was to change slightly with the next rate case decided in

1958. Although Smith was a black, he tended to be a moderate conservative

Democrat, whose interests were more aligned with the protection of the

financial interests of utility corpanies than with the interests of

residential ratepayers for the lowest possible rates . Thus, with the

alignment Of Smith with his Republican colleagues in some of the rate cases,

the analysis must move from Democrat versus Republican, to political liberals

versus political conservatives.

As a follow up to the rate increase approved by the MPSC on August 6,

1957 in Case No. T-252—57.26, Michigan Bell filed a petition with the MPSC

on September 11, 1957, for a reopening and rehearing of the case. This

petition was granted by the MPSC, and additional hearings were held. ()1

June 26, 1958, the MPSC Issued an Opinion and Order in Gase NO. T-252—58.23,

wherein it concluded that although it had previously granted a rate increase

in Case No. T—252-57.26 in the amount of $2,835,000, a review of the record
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on rehearing indicated that such a rate increase was not totally adequate

and that Michigan Bell was entitled to additional revenues on an annual

‘basis. Thus, the MPSC approved an additional rate increase for Michigan

Bell in the amount Of $2,212,000.

This particular rate increase was approved'by two commissioners, with

one commissioner dissenting. Approving the rate increase were Chairman

Otis M. Smith, a Democrat, and Commissioner Thomas M. Burns, a Republican.

Dissenting was Commissioner James H. Lee, a Democrat. The majority Opinion

adopted a fair value rate'base, valued at $506,693,000. Smith and Burns

also adopted an increased rate Of return on telephone plant investment of

6.60%. ‘When the 6.60% rate Of return was applied to a rate base of

$506,693,000, the result was an income requirement Of $32,379,886, the

majority calculated that MiChigan Bell was experiencing an income deficiency

Of $1,061,852. Such a deficiency, when adjusted for the effect of Federal

Incore Taxes , resulted in an additional revenue requirement of approximately

$2,212,000. As previously discussed in this thesis, a Republican and a

moderate Democrat, evidenced a conservative approach to utility rate making

by giving primary concern to the financial growth Of Michigan Bell. To

provide additional revenues to Michigan Bell, the majority'mentems were

willing to utilize liberal financial concepts Of fair value rate base and

increased rates of return in excess of those recommended by the staff of

the MPSC.

The more politically liberal member of the MPSC, Democrat James H.

Lee, revealed in his dissenting opinion his primary concern was the effect

that the increased rates would'have on the residential users of telephone

services, rather than with the financial improvement Of Michigan Bell. Lee

was of the Opinion that the evidence demonstrated that Michigan Bell should

be required to reduce its revenues by approximately $3, 000, 000 per year.
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The staff of the MPSC recomended that Michigan Bell be limited to a 6.50%

rate of return on rate base, not 6 . 60% as adopted by the other two

commissioners. Lee supported the staff on this issue. The MPSC staff also

supported the use Of an original cost rate base, rather than a fair value

rate base. Staff valued the original cost rate base at $518,805,588.

Commissioner Lee supported the use of the original cost rate base . Applying

a 6.50% rate of return to a rate base of $518,805,962, Lee calculated that

Michigan Bell was entitled to annual revenues of $30,855,962, or approximately

$3,000,000 less than it was presently earning. Thus, the more liberal

member Of the MPSC was willing to utilize conservative financial concepts

of original cost rate base and a stable rate of return as recomrended by

the staff of the MPSC.

A review of the various Michigan Bell rate cases decided by the MPSC

in the 19503 indicates that Michigan Bell requested rate increases totaling

$77,270,481; but, that it was granted only $28,931,882, or approximately

slightly less than 40% Of the amount sought by Michigan Bell. The financial

data for Michigan Bell for the 19503 indicates continued growth for Michigan

Bell, particularly with regard to the continued construction Of new telephone

facilities to meet a growing demand for services. For instance, the 1957

Annual Report for Michigan Bell states:

Michigan Bell backed its faith in the economic

future Of the state with a record $105 million expansion

and improvement program in 1957, which was $19 million

greater than in 1956.

In the dozen years since the end of the war,

Michigan Bell has spent nearly $674 million in new

construction.

******

Fifty-seven new buildings, building additions, or

major alterations were corpleted during the year, in—

cluding major structures at Detroit, Dearborn, Flint,

Jackson, Lanisng, Pontiac, and Wyandotte, and work was

started on 59 others . .
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Nearly $32 million was spent on new central Office

equipment to provide more and better service. Thousands

of miles of aerial and udnerground wire and cable were

installed, along with additional carrier circuits and

micro-relay channels . . . 39

Despite a record of continued growth in both gross and net income, and

record breaking construction programs to meet increased demands for telephone

service, Michigan Bell contended in its Annual Reports for 1957 and 1958

that it needed additional rate increases 40 me to the recession in Michigan

in 1958, Michigan Bell did experience a decline in the demand for telephone

service, Which only lasted until the comrencement of 1960. Although earnings

did decrease in 1958, Michigan Bell was still a very profitable utility

corpany. In its Annual Report for 1958, Michigan Bell utilized the untypical

financial data of 1958 to try to illustrate the validity Of its tenuous

position that the rate increases approved by the MPSC throughout the 19505

had been inadequate and unjustifiably low:

A continuing postwar problem Of this cotpany has

been to Obtain adjustments in the price Of its service

more closely related to the heavy increase in the costs

Of doing business. In June, the Public Service Cormission

granted the corpany authority to increase revenues , through

rate adjustments, by $2,212,000 a year - an increase Of

only one percent. The amount was less than a quater of

what the cotpany asked.

Since 1940, increased revenues to this corpany,

through adjustments in the price Of its service, have

amounted to only 32 per cent while the price of most

things the public buys has more than doubled.

In allowing the rate increase, the Cotmission has

determined the cotpany was entitled to a return Of 6.6

percent on net plant investment . The corpany does not

regard such a return as sufficient to permit it to

undertake the improvments that, in the long run, would

provide the best service for our custoters while keeping

down its costs. It is significant, moreover, that Mich-

igan Bell was unable to earn even the 6.6 percent return

to which the Commission said it was entitled.

Through the postwar inflationary year, the cotpany

has been faced with a constantly increasing investment

per telephone in addition to rising costs Of doing busi—

ness .
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The average investment for all telephones in ser-

vice rose to a new record Of more than $300 at the end

Of the year against $288 a year ago and $230 in 1948.

******

The corpany earned only 6. 08 percent on the invest-

ment in 1958 - the approximate level Of its earnings

throughout the postwar era . In contrast, the postwar

profit performance Of typical industrial firms has been

far above this cotpany' 3, even including the recession.

A cotpany with the year-after-year financial

results in the low area of 6 percent return

on investment hardly can assume risks and heavy

outlay of funds on projects that can be postponed.

That' 3 true because heavy expenditures , even though

leading to improvements and lower costs in the long

run, temporarily depress the return on investment

that is already too low.

This plea by Michigan Bell in its 1958 Annual Report for increased rates

that would provide an adequate return on investment from Michigan Bell' 3

perspective, and hence the borrowing power to finance new facilities,

appears to be somewhat exaggerated. As previously stated, a review Of the

financial performance for Michigan Bell in the 1950s, appears to indicate a

corpany that had been provided sufficient increases in rates by the MPSC to

earn respectable profits and have sufficient monies available to attract

new investment monies to construct additional telephone plant facilities .

Throughout the 1950s, the Republicans on the MPSC, together with the moderate

Democrat, Otis M. Smith, in the late 19505, approved rate increases for

Michigan Bell with the primary purpose Of facilitating the construction of

additional telephone facilities. It wasn't until the appearance of the

Democrat James H. Lee on the MPSC in the late 19503 that one can discern a

member Of the MPSC who was primarily concerned with the financial impact of

the rate increases on the existing residential users Of telephone services.

Even Chairman McCarthy, a Democrat in the early 19503, who dissented against

certain rate increases approved by the MPSC, did so not so much from the
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perspective of the impact Of the rate increases on the residential customers ,

as on the basis that the financial condition of Michigan Bell did not

warrant the particular rate increase that'had‘been.appnoved. Thus, from

the perspective of the eventuality that there would be consideration given

to the financial interests of residential custoters as well as the financial

integrity of Michigan Bell, one can discern a movement in the rate orders

for Michigan Bell in the 19503 toward a political awareness in the late

19503 of the financial impact Of the rate increases on the residential

custorers .
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SECTION IV

REVIEW OF THE POLICIES OF THE MICHIGAN

PUBLIC SERVICE CCIVMISSION WITH REGARD TO

THE CONSUMERS POWER COMPANY IN THE 19503.
 

PARI‘ A: BRIEF HISTORICAL REVIEW OF THE DEVELOPMENT OF

CONSUMERS POWER COMPANY THKJUGH THE 19503. 42
 

Consumers Power is one of the nation ' s ten largest investor-owned

Operating utilities, and is the third largest that sells both electricity

and gas . The roots of Consumers Power go back to the mid-19th century when

gas was first used for public lighting purposes in Michigan. Gas had first

been used for public lighting purposes in Baltimore, Maryland in 1816, when

the Baltimore city council passed an ordinance authorizing the Gas Cotpany

Of Baltimore to gO into business. However, this new invention was very

slow to spread, and as late as 1850 only 30 American comunities had gas

plants.

In western Michigan, Kalamazoo was the key city in the early history

Of the Michigan utilities industry. On May 8, 1856, twenty individuals and

business firms subscribed to $27,000 of a proposed $30,000 capital stock

issue Of a firm to be known as the Kalamazoo Gas Light Cotpany. Soretime

in 1856, the village council for Jackson, Michigan granted to Edward Coen

the right and privilege to erect and maintain the gas works and conduits

for public distribution. Kalamazoo Gas Light Company and Coen' 5 company

were the tm earliest predecessor companies Of Consumers Power. Five

additional gas companies were formed in Michigan before 1870 and were also

predecessor companies Of Consumers Power in the gas field: (1) Pontiac Gas

Light Company - 1856; (2) East Saginaw Gas Light Corpany - 1863: (3) Saginaw

Gas Light Company — 1868; (4) Bay City Gas Light Coipany - 1868; (5) City

of Flint Gas Light Company - 1870.
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Even more important were the electric corpany predecessors of Consumers

Power: (1) Grand Rapids Electric Light and Power Corpany - 1880; (2) The

Swift Electric Light Cotpany in Saginaw, Michigan - 1881; (3) Peoples

Electric Light Cotpany in Flint, Michigan - 1882; (4) Jackson Electric

Light and Power Corpany - 1884; (5) Kalamazoo Electric Cotpany - 1885; (6)

Battle Creek Electric Light and Power Corpany - 1887; and (7) Edison Electric

Light 8. Motor Cotpany in Pontiac, Michigan - 1888 .

Often during this early period, carpeting cotpanies were organized to

render the same services in the same territory. By 1900, Grand Rapids had

four competing utility Operations . This competition, coupled with

technological change, made this period one of great financial danger linked

at best to a very small monetary reward. At this time there was no regulatory

agency designed to supervise the entrance of competitors into a geographical

territory. It wasn ' t long, however, before competition was eliminated

through the process of consolidation. The result was a period Of phenomenal

growth for the utility industry coupled with rising profits.

The leader of this early period of consolidation in the utility industry

was William Augustine Foote, who was the founder Of Consumers Power. His

younger brother was James Berry Foote, and he provided the financial

expertise that was necessary to put together the various gas and electric

corpanies that eventually formed Consumers Power. W. A. Foote built his

business reputation as a proioter of electric light corpanies within the

state Of Michigan. In 1887 he organized the Battle Creek Electric Light

and Power Corpany, and the Albion Electric Light Cotpany. In March Of

1888, he organized the Jackson Electric Light Works as a corporation, based

on a capitalization Of $100,000. In 1878, W. A. Foote and his associates

bought the controlling interest in the Kalamazoo Electric Corpany; and in

1900, Foote became a one-third partner in the Grand Rapids -— Muskegon Power

Cmpanyo
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Between 1905 and 1910, the demand for power increased significantly.

The biggest factor in this increased demand was the traction business .

Electric streetcars were then called tractions lines, and they played an

important roled in the develOpment Of the early electric cotpanies, including

Foote' s Jackson Electric Light Corpany. While the early traction lines in

the southern part of Michigan had no actual corporate relationship with

Consumers Power or its predecessor corpanies, they were affiliated

organizations and later became part Of the same holding cotpany. Electric

corpanies had been started primarily for public streetlighting purposes,

but it wasn't very long before their most important function became that of

providing electricity for trolleys. For a significant period of time, this

was their most stable business, and it was Often impossible for them to

Obtain bond financing unless they could show that they had traction contracts .

W. A. Foote first became involved in the electric railway business when the

Jackson street line went bankrupt, and Foote as its major creditor became

the receiver for the defunct firm. When the electric railroads started to

boom, they soon constituted the financial backbone of the electric utilities

business .

In 1907, Foote had gained effective control of the electric business

in five major Michigan cities; Jackson, Albion, Battle Creek, Kalamazoo and

Grand Rapids, as well as several smaller communities including Big Rapids,

Grandville and COOpersville. Foote also had a substantial position in the

Muskegon utilities market. Foote' s business operations were affected by

the depression that hit the country in 1907. The answer to his money

problem was to be found in the corpany named Hodenpyl—Walbridge 8. Colpany,

with headquarters on Wall Street in New York City. What made Hodenpyl-

Walbridge unique as a money house in New York was that it had started

business in 1889 in Grand Papids, Michigan as the Michigan Trust Cotpany
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with $200, 000 in capital. Anton Hodenpyl and Henry D. Walbridge were to

form a partnership in 1903 that eventually grew into one of the nation' 5

most important utility companies. When Hodenpyl—Walbridge moved their

Offices to New York, the fulcrum Of Michigan' 8 utilities was shifted to New

York and remained there until the end of the holding coipany period. The

Hodenpyl—Walbridge move initiated a period of time when Consumers Power

would no longer be a local business, but would be the principal operation

Of a utilities cotplex that would cover many parts of the ration.

Hodenpyl and the E. W. Clark Corpany of Philadelphia OOOperated in

1903 to form the Saginaw-Bay City Railway & Light Corpany, a consolidation

of all the utilities and traction lines then operating in Saginaw and Bay

City. Hodenpyl—Walbridge soon controlled most of eastern Michigan ' 3 power

outside of Detroit. At the same time Foote‘ s utilities empire was taking

shape in western Michigan in the form of the Comronwealth 8. Southern Corpany.

The Foote and the Hodenpyl—Walbridge interests were merged in 1909 .

Eventually these interests were transformed into the Commonwealth 8. Southern

Corporation, one of America' 5 utility giants in the coming holding corpany

days . The Commonwealth & Southern Corporation would ultimately have

utility interests in the eastern, middle western and southern parts of this

country.

The legal consolidation of the Foote and the Hodenpyl-Walbridge interest

was cotpleted in 1910 by the incorporation of Consumers Power in Maine as a

holding corpany for all the electric Operations in Michigan. Consumers

Power remained a Maine corporation until 1968, when it became a Michigan

corporation. The Michigan Light Corpany was organized as a holding cotpany

for the various gas Operations. In 1915, the Michigan Railroad Commission

permitted both Consumers Power and the Michigan Light Corpany to becore

electric and gas Operating companies in the state. Both Consumers Power
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and the Michigan Light Cotpany were subsidiaries Of the mamouth multi-state

holding cotpany, Comronwealth Power, Railway & Light Company. The birth of

Consumers Power was complete on June 24, 1922, when the gas prOperties of

the Michigan Light Corpany were conveyed to Consumers Power.

During the second decade Of the 20th century, Michigan was rapidly

developing into an urban, industrial state . Its population had grown from

2.4 million in 1900 to nearly 3.7 million in 1920. This growth was also

marked by a shift Of the population from rural areas to the emerging

autorobile cities. In 1890, when Michigan had about 2 million inhabitants,

only 35% of them lived in towns of 2,500 or more population. By 1920, this

situation was practically reversed, with 61% of the state' s more than 2.2

million people living in towns and cities. The population growth and shift

in the living situation created an increased demand for electric service.

During World War I, Consumers Power' 3 capcity soon became inadequate.

Staggering amounts of capital were needed for new construction. The cost

of money increased with inflation. The price of labor, fuels and materials

doubled, and in sore cases tripled, without comtensurate increases in

electric and gas rates. Prior to the war years, the financial position

of Consumers Power between 1910 and 1914 had been sound. Its income, both

gross and net, and increased rapidly, and so had its capitalization - from

$12 million to $23 million. Because the state regulatory commission would

not increase electric rates during the war years , Consumers Power could not

earn enough from its electric rates to cope with inflation and earn an

adquate return on its investment. The low rates also contributed to

Consumers Power' 3 troubles by inducing peOple to purchase increased amounts

Of electrical energy. Persons at this time were encouraged to use more

energy by the utilization of flat rates, which was necessitated by the fact

that no equipment existed for measuring service. Bring the 19203, meters
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were developed and measured rate service was implemented.

With a cotplex of hydro and steam generators feeding a single transmission

system for distribution in the various localities , costs became statewide

rather than local . Consequently, it seemed logical that rates should also

be statewide rather than differ from commmity to community. The Michigan

Railroad Commission authorized such statewide rates , and with very minor

exceptions this statewide structure for rates has been carried through to

the present.

Inasmuch as rates were not deemed by Consumers Power as being sufficient

to provide the necessary capital to finance the construction of additional

generating facilities, after World War 1, Consumers Power tapped a new

source Of capital by selling investment bonds to its custorers, with its

employees acting as the sales force. Thus, Consumers Power was in the

process Of becoming, to a small degree, a custorer owned utility.

The 19203 were a period in which Consumers Power grew in terms of

assets and number Of custoiers served. A significant part Of this expansion

was due to the acquisition of a large number of municipally owned utilities

in the state. The earnings of Consumers Power also grew. Starting in

1922, Consumers Power's earnings grew every year. Even in 1920, the year

of the stock market crash, there was a rise in revenues. Gross earnings

grew from $15 million in 1922 to $33.4 million in 1929, and Consumers

Power's net incore rose from $4.2 million to $14.3 million over the same

period.

During the 19205, the era of competition amongst rival utility enter-

prises ceased. Mare Often than not, cotpanies carpeting for new territory

worked out an informal gentlemen' s agreement that craved up territories

between them. This was the situation whereby it was agreed that with

regard to the provision Of natural gas , Consumers Power would be permitted
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to supply Oakland County while the Detroit Gas carpany (later Michigan

Conslidated Gas Colpany) would supply Wayne County. With the tremendous

expansion Of population in subsequent years, this became a significant

agreement for Consumers Power since Oakland County became its most lucrative

service area for gas sales.

In 1921, Consumers Power' s gas custoters had numbered 60, 590. By

1929, they totaled 162,590. Over the same period, the number of electric

custorers increased from 130,421 to 296,036. In the period 1921 to 1932,

kilowatt sales rose from 294,408,610 to 979,542,316. Gas sales in cubic

feet increased from 2,289,078 to 6,786,105. During the 1920s, Consumers

Power's holding company, the Camronwealth Power, Railway 8. Light Corpany,

grew to such an extent that at the conclusion Of the decade its utilities

properties Operated in Michigan, Illinois, Indiana, Tennessee, Alabama,

Georgia, Mississippi and Florida. In 1922, Comonwealth acquired the

Tennessee Electric Power Oatpany. This acquisition was significant because

this particular carpany would later becoie the direct target of President

Franklin Roosevelt' s attack on privately owned public utilities. The

Tennessee Valley Authority would eventually provide the impetus to the

federal government to break up the utilities corplex initiated by Foote and

Hodenpyl-Walbridge at the turn of the century. With the breakup of the

Comronwealth empire, Consumers Power would become, in 1949, a totally

independent Operating corpany, functioning wholly within the state Of

Michigan.

On May 23, 1929, the Comonwealth 8. Southern Corporation was formed

under the laws of the state of Delaware. This corporation absorbed all of

the utilities prOperties of the Oomronwealth Power, Railway and Light

Cmpany; and coisequently, became the holding company for Consumers Power.

Although the utilities industry came under extensive government scrutiny
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during the 19303, Consumers Power was fortunate to be part Of the Common-

wealth holding carpany system. Congressional hearings in the 19303 severly

criticized the utility holding carpany system developed by Samuel Insull in

the Chicago area. The congressional investigations ultimately led to

government regulation Of utility holding cotpany systems with the adoption

in 1935 of the Public Utility Holding Carpany Act. In the era Of customer

ownership of utilities, Insull had sold shares in his holding cotpanies

rather than the Operating cotpanies. This had the unfortunate effect of

separating his shareholders from the actual source of incare and involved

then in several speculative gambles on the part Of the holding companies .

Consumers Power and Comronwealth had no relations with the Insull

group. In essence, Comonwealth was innocent of the three cardinal sins

charged against utility holding companies. The first, was overcharging

Operating corpanies for the functions performed by the holding company for

the particular group. Comronwealth avoided this evil by distributing the

shares in the holding company to the Operating corpanies in proportion to

their gross earnings. The second, was that holding corpanies arranged for

"upstream loans" from the Operating corpanies, so that, in effect, the

underlying utility prOperties financed the parent corpany instead of the

other way around, as was supposed to be the basic purpose of the structure.

Comronwealth did not engage in this practice. The third sin was that

holding cotpanies frequently wrote up the asset values of the Operating

corpanies, comtonly called " loading the rate base", which made it possible

to charge exaggerated rates to customers . The congressional hearings

eventually exonerated Comronwealth of engaging in this practice. Despite

the fact Of this exoneration, and the fact that Comromwealth charged some

of the lowest rates for utility services in the country, Wendell Wilkie as

Chairman of the Board of Directors of Comonwealth was to eventually lose
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his battle with Roosevelt to keep the Commonwealth system intact .

During the 19303, Wilkie did win another legal and political battle on

behalf of the Comonwealth interests. In that era, the J. P. Morgan Co.,

along with several other investment banking houses , formed the United

Corporation. The United Corporation was designed to be a super holding

corpany for utilities , and atterpted to take over the Commonwealth Operating

cotpanies. Wilkie was able to utilize his political accumen to frustrate

this attempt by the large investment banking houses to take over the

Comonwealth complex. The only purpose of such a take over would have been

to enable the investment houses to charge double commissions on the issuance

Of utility bonds, a practice Which had been criticized in the congressional

hearings.

In 1933, when Wilkie became President Of Comonwealth, Consumers Power

was caught in the depression which affected all of the country. Michigan

was particularly hard hit by the depression. For several weeks the corpany

was forced to Operate on a cash basis; and not much cash was coming in, and

wouldn' t for several years . Between 1929 and 1933, gross revenues dropped

22%, from $33,420,000 to $26,000,000. Over the same years, camon stock

earning drOpped 66%, from slightly over $8 million to less than $3 million,

and most Of this had to be held in reserve. Strict economies were enforced

within the cotpany, including a 10% pay cut for all employees and Officers.

The bleak year of 1933 was the turning point. In 1934, revenues were

almost back to the 1929 levels, although net incore still lagged far behind.

During wilkie's reign, the number of electric and gas custorers for Consmers

Power increased steadily; and the amount Of its electric and gas sales

also increased, except for a small dip in 1938. During the 19303, electric

and gas sales increased because Consumers Power proroted the use Of more

appliances in the household. One reason appliance sales were so important,
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especially in the early years Of slow economic recovery, was that the

carpany' s generating equipment and its transmission and distribution systems ,

both gas and electric, had been built for the prosperity demands Of 1929

and 1930. Thus, Consumers Power found itself with excess capacity. The

overriding consideration was to generate sufficient sales volume 30 that

rates could be drastically reduced, so as hopefully to avoid the government

dissolution of the Comonwealth system. To this end, Consumers Power

proroted the "Objective rate" . If a householder was using X number of

kilowatthours in an average month, under the Objective rate, he could add

electric cooking and still not pay more for several months . After a time,

the total bill he paid was raised, but the unit cost was lowered. From the

standpoint Of Consumers Power, the objective rate permitted putting into

effect immediate rate reductions without decreasing sorely needed revenues;

from the point Of view of the consumer, it allowed the use of more electrical

energy withth a corresponding increase in the bill .

Total revenues per custoter did increase as expected. In the seven

years from 1935 to 1942, despite a drastic drOp in the price per killowatthour,

the average custoter's monthly power purchase rose nearly 35%, from $28.52

to $38.41. While the custorer's bill was higher by one—third, his use of

electricity nearly doubled.

In 1936, the Battle Creek division was the first at Consumers Power to

achieve the goal of 1,000 kilowatthours per custorer per month. By 1937,

the average for the whole Consumers Power ' 3 system was 1, 004 and in 1939 it

reach 1,150, almost double what it had been in 1933. During this period,

Consumers Power ' s kilowatthour sales per household rose far more sharply

than national consumption, while the average rates charged by Consumers

Power fell faster than the national norm. In 1939, Consumers Power's rates

averaged 3.01 cents, as coipared with the national average Of 4.05 cents.
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In terms Of percentages, this meant that the company sales exceeded the

national utility average by 28% at a price that gave Consumers Power's

customers a 26% break.

Wilkie ' 3 drive to lower the rates of the Operating corpanies in the

Camronwealth system almost got Consumers Power into serious financial

trOUble. ‘Wilkie pushed the rates so low that despite an increase in total

revenues, there was too little incote in relation to expenditures . With

the increasing use of electricity it was necessary to expend generating and

transmission facilities, and as a result, the coipany found itself in a

cash squeeze . Consumers Power did not caipletely recover from this situation

until after Wbrld.War II, and then only because Michigan's population

increased, which resulted from defense production and the growth Of the

autototive and chemical industries that came with the postwar boom.

MeanWhile, much of the necessary expansion had to be halted, especially

during the recession.Which'hit in 1929.

NO action was taken on the government divestiture of Commonwealth &

Southern.Cbmpany during WOrld.War 11. As soon as the war ended, the

government made it clear that the Commonwealth & Southern wouldn't be

permitted to survive, and in 1949 Consumers Power became an independent

entity. One of the immediate and grave monetary concerns fOr Consumers

Power was how the MPSC would treat the wartime excess profits tax for rate

making purposes. Between 1936 and 1942, the tax total rose from about $2.5

mdllion.per year to $16 mullion, a sum.greater than the company's entire

annual payroll. In 1942, taxes amounted to about $37 for every hare supplied

‘with electricity, and consequently, pratically consumed the entire year's

electric revenue.

The excess profits tax created a peculiar situation with respect to

custoter charges in both 1944 and 1945. By a divided court, in the case of
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City of Detroit v MPSC, the Michigan Supreme Court held that the MPSC had
 

the right to exclude in whole or in part "excess profits" of the character

defined in the Revenue Act as operating expenses which would place unneces-

sary burdens on the consumer. As a consequence, the MPSC ordered reductions

in revenues for Consumers Power in avoidance of amounts which otherwise

would be paid to the federal government in the form of so-called excess

profits tax. Similar orders were issued in proceedings against other

utilities in the state, including Michigan Bell Telephone Carpany. 'Ihese

reductions were ordered without any investigation on the part of the MPSC

as to whether or not the companies were earning a reasonable return on the

value of their prOperties. The nature of the reduction was a 75% credit on

the December, 1944 bill. Similar reasoning was employed in December 1945,

when a 20% reduction was ordered. The principal reason for the smaller

credit in December, 1945 than in 1944, was the reduction in 1945 in taxable

incore resulting from expenses relating to redemption of bonds in that

year.

Consumers Power experienced significant growth in the 19505. POpula-

tion growth and general prosperity kept pace with industrial expansion .

The state's census, 5.3 million in 1940, rose to 6.4 million by 1950, and

rocketed to nearly 8 million by 1960. Most of this growth took place in

Consumers Power's service territory. Consumers Power itself participated

in stimulating the state' 5 growth. It was a particular concern of the

Company' 3 industrial development department to stimulate economic progress

in areas that had not yet benefited from industrialization. Consumers Power

brought in Corning Glass to Albion, General Electric to Edmore, Hooker

Chemical to Mantague, and U.S. Plywood to Gaylord. In the 1950s, Consumers

Power' 5 service territory covered most of the lower Peninsula.

By 1955, Consumers Power was serving nearly 788,000 electric customers,
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an increase of more than 50% since the end of the war, and nearly 427,000

gas customers, up from 253, 880. Even more impressive was the increase in

the nurber of gas space-heating purchasers, up from 25,640 to 198,005 in

the same period. Moreover, each customer demanded far more service than he

had ever before. Kilowatthour sales nearly doubled, and gas sales quadrupled

between 1945 and 1955.

The expansion of custorers created additional problems . Generating

capacity had to be increased to meet demand. Existing plants had to be

enlarged, and three new steam generating plants went into construction .

Meanwhile the costs of such construction continued to go up due to in—

flation. Consumers Power now had to face the challenge of raising new

capital, a problem that previous1y had been dealt with by its holding

company, Comonwealth 8: Southern.

Consumers Power raised the additional capital by marketing for the

first time its common stock, a significant portion of which was sold to

its employees on a payroll deduction plant. The first two Consumers Power

common stock offers were made even before the Comomwealth & Southern

dissolution was corplete. The initial sale in 1946, involved 500, 000

shares at $36 per share. Then in November, 1948 another 400,000 shares of

common stock were sold at $33 per share. Additional shares were brought

out in later years .

Nearly one-fifth of the employees of Consumers Power and its subsidiary,

Michigan Gas Storage Company, took advantage of the stock purchase opportunity .

Stock subscriptions were signed by 1, 304 employees, or about 19% of the

full time regular employees. The subscriptions covered 21, 287 shares. At

the price of $34.25 per share, the total amount subscribed was $729,080, of

which nearly half was paid in cash. In 1951, a similar type of offer was

made to the employees. After this offer, nearly one-fourth of the employees
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emerged as shareholders of Consumers Power, and of those purchased at the

time of the February, 1950 plant, 706 again purchased stock in October of

1951. In January, 1954, sore 679,000 shares were offered to stockholders

and employees. With this sale, more than 38% of the employees became

stockholders.

A major event in the 19503 was the decision of Consumers Power to go

into nuclear generation. This decision was based on the fact that it was

becoming apparent that coal had becore an expensive generating fuel . In

1959, contracts were signed for the $25 million construction of Consumers

Power ' 3 Big Rock Point nuclear plant near Charlevoix. Big Rock was the

fifth investor owned nuclear reactor in the country and started producing

electricity on December 8, 1962.

PART B: REVIEW OF THE REGULATORY ORDERS ISSUED BY THE MICHIGAN

PUBLIC SERVICE C(IVMISSION DURING THE 19508 WITH REGARD

TO THE CONSUMERS POWER CDMPANY.
 

Although financial tables are presented in this part for both the

electric and gas Operations of Consumers Power in the 19503, the gas

statistics are provided as a supplement to the electric division data to

add further evidentiary support for the observation that Consumers Power

experienced substantial growth throughout most of this decade. Thus ,

the emphasis of this part will be an analysis of the two general rate orders

issued by the MPSC in the 19503 relating to Consumers Power's electric

service offerings. It will only be noted in passing that there were general

rate increases granted to Consumers Power in the 19503 with regard to its

gas operations, although the MPSC did also approve gas rate increases in

1949 and in 1961. (See Summary of Major Utility Rate Proceedings in the

Appendix).

Before reviewing the orders issued in the 19505, it is of sore interest
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to note that on November 12, 1948, the MPSC issued an order permitting

Consumers Power to amend its fuel cost clause for certain electric service

offerings, so as to increase its annual revenues by approximately $220, 000 .

The increase granted was only about one-tenth of the $2, 000, 000 increase

requested by Consumers Power. Mention is made of this case because it

involved Consumers Power's fuel cost clause, a subject which has been of

great concern in the 19703 and 1980s, particularly with the enactment by

the Michigan legislature in 1982 of a new act concerning the procedures to

be utilized by the MPSC for approving fuel cost adjustment clauses. A fuel

cost clause is important to electric and/or gas utilities because it permits

these utilities to automatically pass on to their ratepayers increases or

decreases incurred by the utilities in the purchase of generating fuels

without the need for awaiting specific MPSC approval in a general rate

case, which could involve other complicating issues to be considered

simultaneously by the MPSC. A review of the order issued in Case No. D—

2916-48.4, indicates that a fuel cost clause was first approved for use by

Consumers Power in 1939. However, this automatic fuel cost clause did not

apply to electric service provided to residential custoters ; it applied

only to certain classes of industrial and municipal custorers. In 1948,

Consumers Power sought to have its fuel cost clause applied to residential

custorers, but the MPSC denied this request.

On January 4, 1950, the MPSC issued an order in Case No. D—2916—50.1,

regarding a request by Consumers Power to increase its rates for electric

services. This case was decided on the basis of financial data for the

years 1948 and 1949. The application was originally filed by Consumers

Power on December 30, 1948, and in it Consumers Power requested an increase

in electric rates designed to produce additional annual revenues in an

amount of approximately $6, 600, 000. The final order by the MPSC authorized
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increased rates that were designed tO produce an annual increase in electric

revenues Of $4, 180, 000, or approximately two-thirds Of the amount requested

by Consumers Power in its 1948 application.

In this rate order, one can discern the possibility Of certain

differences in political philOSOphies between the three commission members,

and its effect upon the approach to be taken with regard to utility rate

increases. Although the MPSC authorized an electric rate increase Of

$4, 180,000, such an increase was approved by only two Of the three

commissioners . The two commissioners who approved the increase were

Republicans: Schuyler L. Marshall and Stuart B. White. The Chairman Of the

MPSC was John H. McCarthy, a Derocrat, who wrote a dissenting Opinion

wherein he stated that the evidence submitted in the hearing deronstrated

that Consumers Power did not need an increase in its electric rates.

The written majority Opinion in Case NO. D—2916—50.1, specifies the

economic conditions that Consumers Power was facing in 1948/49:

(1) a period Of unprecedented inflation :

(2) an unprecedented demand for electric service;

(3) the general ability for a company to Obtain

equity funds for new construction was difficult

and costly;

(4) the demand for electricity had increased at

a more rapid rate than Consumers Power ' s

construction program, with the result that

Consumers Power did not have customary

adequate reserve generating, transmission

and distribution capacity tO assure

continuation Of uninterrupted service;

(5) in order tO meet present demands and

anticipated increased demands for electric

service, Consumers Power needed additional

monies for new construction Of electric

facilities.

Other than Consumers Power and the staff Of the MPSC, the only other

parties to be represented in this proceeding were the Attorney General for
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the state Of Michigan and 33 municipalities located.throughout the Lower

Peninsula. Since the municipalities were customers Of Consumers Power for

their own streetlighting needs, it is apparent that they didn't participate

in this proceeding for the purpose Of advocating the financial interests Of

residential users Of electrical energy. Although the Attorney General on

many occasions attempts to represent the interests Of residential customers

in rate proceedings, his Office apparently didn't do so in this proceeding,

inasmuch as he failed to present any'witnesses at the hearing. A review Of

the majority order and the dissenting Opinion fails to indicate that the

staff Of the MPSC presented a position at the hearing on behalf Of residential

users Of Consumers Power's electric energy. Thus, in this proceeding,

residential customers were not formally or informally represented by any

party participating in the hearing. Another important interest which was

unrepresented in this proceeding was that Of the industrial users Of

electrical energy. In the years sUbsequent to the decade Of the 19505,

parties representing the interests Of residential and industrial customers

Of electrical energy would becote important participants in rate proceedings .

The majority Opinion in Case NO. D—2916—50.l, discussed at sore length

the rates charged'by Consumers Power for its services in the past.

Starting in 1915, the average rates paid by customers Of Consumers Power

declined until 1918; subsequently increases were incurred, reaching a peak

in 1921, followed by a period Of declining rates which extended to 1950.

The period Of increase'between 1918 and 1921 was due tO WOrld war I which

caused inflationary pressures and Consumers Power sought increases in its

general rates until 1921. During the period from 1921 tO 1924, there was a

reduction in the average rate paid by residential customers due principally

tO the increased use Of energy. Since 1924 there were 47 separate reductions

in general rate schedules; and Of this number, 8 separate reductions were
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made in residential service. These reductions were brought about by

Consumers Power either voluntarily or as a result Of conferences with the

MPSC or its predecessors.

The majority Opinion also noted that Consumers Power had continued its

policy Of charging uniform rates throughout its entire territory except in

two areas. In one area, the City Of Bay City, it had municipal corpetition,

while in the other area, the City Of Pontiac, rates were by agreement with

the city.

Evidence introduced in this proceeding indicated that for the years

1920 through 1948, the average annual use Of electricity per custoter

increased, and that these increases had an impact upon the reduction Of the

average rate paid for the same corresponding period Of time:

   

TABLE 16

Annual Revenue Annual Kwh Average Electric

X295 per custorer per custorer Rate Billed

1920 $21 . 31 281 7 . 65¢

1925 22.40 334 7.00

1930 28. 65 578 5 . 10

1935 28. 52 726 4. 10

1940 36. 35 1238 3 . 36

1945 43 . 49* 1640 3 . 03

1948 50 . 90 2080 2 . 45

* Disregarding 20% rebate in December 1945 bills.

The biggest factor relating to the MPSC granting a rate increase Of

$4,180,000 instead Of the $6,600,000 sought by Consumers Power, was the

approach adOpted with regard to the proper valuation for the rate base Of

Consumers Power. There was a difference Of Opinion between the majority
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opinion and the written dissent as tO the approach to utilize; and each

side interpreted the legal precedents in a different faShion to support

their position. The competing philosophies regarding the proper value to

be placed on the rate base were three: (1) original cost; (2) reproduction

cost; or (3) fair value. under the original cost method, the rate'base

would be valued at the dollar amount actually expended on the utilitiy

pflant, less depreciation. The reproduction cost method would value the

rate base at the current dollar amount it.wou1d take tO rebuild the utility

pflant if it were destroyed. The fair value approach would reach a value

for the utility plant somewhere between the low extreme Of the original

cost.method and the high extreme Of the reproduction cost approach. The

fair value method.would consider such items as original investment, re-

[production cost, depreciation, and the value Of the service tO the customer

as exemplified by a comparison Of rates with other electric utilities in

the state and throughout the nation.

All.members Of the MPSC rejected the reproduction cost approach, even

though the evidence sdbmitted.by Consumers Power utilized this concept tO

reach a valuation Of its electric utility plant Of $412,721,000. The staff

Of the MPSC tock the position that the proper approach to rate base valuation

would be to use original cost, less depreciation, plus reasonable working

capital requirements. Using the original cost approach, the staff concluded

that a.proper rate base would be $247,955,000, based on a weighted average

rate base for the year 1949. Chairman McCarthy adopted the staff's approach,

and in his dissenting Opinion noted that if the staff's original cost rate

base were adopted, and a 6 1/4% rate Of return were applied to it, Consumers

Power would only be entitled tO total net annual revenues in the amount Of

$15,500,000. Since Consumers Power had a net revenue from electric Oper—

ations in 1949 Of $16,222,000, it clearly wasn't entitled to any rate
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increase. Chairman McCarthy was Of the Opinion that prior decisions Of the

Michigan Suprete Court or the recent decision Of the U. S. Supreme Court in

Hope Natural Gas Cotpary, 320 US 591 (1944), did not require the rejection
 

Of the original cost rate base in this proceeding.

The majority Opinion was Of the belief that legal precedent, both at

state and federal levels, precluded the utilization Of an original cost rate

base. Consequently, they used a fair value approach, and determined that the

value Of the Consumers Power's rate base should be $330, 000, 000. Applying a

5.7% rate Of return to this rate base, the majority Opinion noted this would

yield net earnings Of approximately $18,810,000, or the need Of additional

increased net revenues in the amount Of $2, 588, 000. SO as to produce these

additional net revenues , the majority authorized a rate increase which would

produce additional annual gross revenues in the amount Of $4,180,000.

One can speculate that the Republican majority adOpted a fair value

rate base approach so as to justify providing Consumers Power increased

electric rates. Consumers Power always had a close identification with the

Republican Party in the recent past as evidenced by the fact that its

previous Chairman of the Board, Wendel Wilkie, had previously been that

party' 5 presidential nominee against Franklin D. Roosevelt. Moreover, this

was a period Of inflation, coupled with growth in custorers for Consumers

Power, and the Republicans on the MPSC sought to justify a rate increase to

Consumers Power on the basis Of providing attractive returns on utility

plant investments so as to enable Consumers Power to Obtain additional

funds from investors for the construction Of new utility facilities. The

MPSC stated the following in its order:

The Commission is cognizant Of the need for

expansion and takes into consideration the fact

that there is a backlog Of approximately 9, 000

customers awaiting service; that the stand-by

margin Of generating capacity Of this corpany

serves a very important territory in Michigan,
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comprising 53 counties with a population in

excess Of 2,250,000 people and includes such

industrial centers as Pontiac, Flint, Saginaw,

Bay City, Muskegon, Grand Rapids, Kalamazoo,

Battle Creek and Jackson and scores of smaller

cities which have, in recent years, become

industrialized because Of a decentralization

policy . . .

Again, it should be borne in mind that no party to this Consumers Power

electric rate increase proceeding claimed to be representing the direct

interests of residential rate payers. The Republican members Of the MPSC

appeared to be exclusively concerned with the financial needs of Consumers

Power and expressed no concern in their written majority Opinion as to the

impact the increased rates would have on residential rate payers. Although,

Chairman McCarthy in his dissent expressed the Opinion that Consumers Power

was not entitled to any increase in rates, his dissent was based solely on

the legal issue Of the proper methodology to be used in determining the

value Of the rate base and gave no consideration tO what the interests Of

the residential rate payers might be in this proceeding.

Before proceeding to an analysis of the second major electric rate

case Of Consumers Power in the 19505, it should be noted that the MPSC did

issue an order on July 17, 1950 in Case NO. D—29l6—50.6, which evidences

the policy Of Consumers Power to expand its Operations not only within its

authorized service area, but by the process Of acquisition of other electric

utility companies. In 1950, Consumers Power purchased the electric utility

assets Of the Michigan Public Service Company, and requested approval

from the MPSC tO lower the rates charged to custorers in the service area

acquired from the Michigan Public Service Company so as to bring them into

closer conformity with the electric rates charged by Consumers Power within

its own service territory.

On May 22, 1959, the MPSC issued an order in Case NO. D—2916-59.2,
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authorizing Consumers Power to again increase its annual revenues from the

sale Of electric energy by $6,788,485. The majority Opinion in this case

was written by two members Of the MPSC: Otis M. Smith, Chairman Of the MPSC,

a Democrat; and Thomas M. Burns, a Republican. The third member Of the

MPSC, Democrat James H. Lee, wrote a dissenting Opinion wherein he expressed

the view that Consumers Power was not entitled to any rate increase. This

particular case is significant because one Of the parties tO this proceeding,

the Michigan Rate Payers Association, was a voluntary coalition representing

the specific interests Of residential users Of electric energy. In addition,

it should be noted that Commissioner lee in his dissent attempted to assess

the impact Of this rate increase on residential rate payers . No party was

present in this proceeding to represent the interests Of any industrial

users Of electric energy.

The primary area Of dispute between Lee and the other two commissioners

revolved around the prOper methodology to determine the value Of the electric

rate base. This was the same issue Of contention a decade earlier in Case

NO. D-29l6—50.1, between Chairman McCarthy and the remaining two members Of

the MPSC. Another major area Of controversy in Case NO. D—29l6.59.2, was

how to treat for rate making purposes the tax effect Of accelerated

depreciation. In addition to the issues Of rate base value and the proper

treatment Of accelerated depreciation, Commissioner lee disagreed with his

colleagues on the MPSC on a number Of other issues which involved relatively

small amounts Of money: (1) how to treat employee discounts; (2) the proper

treatment Of money contributions to industrial development groups: (3) the

proper allocation Of managetent salaries and expenses to merchandise

Operations ; (4) the prOper treatment Of the advertising program; and (5)

how tO treat the 1959 wage increase.

The application in Case NO. D—29l6-59.2, was filed by Consumers Power
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on January 28, 1958, and was amended on April 7, 1958 to reflect a request

for increased electric rates in the amount Of $15,300,000. Parties to this

proceeding, in addition to Consumers Power, were the staff Of the MPSC, the

Attorney General , and the Michigan Rate Payers Association. Unlike the

earlier rate case in 1950, in this case the Michigan Rate Payers Association

represented the interests Of the residential users Of electric energy.

In its Opinion and Order, the MPSC made note Of the substantial growth

Of Consumers Power in the 19505. The electric service area Of Consumers

Power included almost 27,000 people. Within this area, Consumers Power

served sore 828,000 custorers in 1,498 commnities. In 1957, approximately

67% Of Consumers Power's operating revenues were derived from.sales Of

electricity: most Of the remaining 33% came from sales Of natural gas.

Growth in both pOpulation and business activity had been very substantial

in the electric service area. The record Showed.that kilowatthour sales

had increased from.3.85 billion in 1949 tO 8.02 billion in 1957, and over

this same period the number Of electric customers increased from 623,000 to

828,000. In.meeting these substantial additional demands for electric

service, Consumers Power invested about $402,000,000 in capital additions

to its electric plant and applicable comon plant in the years 1950 through

1957 .

A major corponent Of this rate case was how to treat, for rate making

purposes, the tax effect Of accelerated depreciation. On this issue the

positions Of Consumers Power and the staff Of the MPSC were the same, while

the Michigan Rate Payers Association took a stand in substantial Opposition

to Consumers Power and the staff. The position Of the Michigan Rate Payers

Association was that even though the federal tax law permitted Consumers

Power to utilize an accelerated method Of depreciation, and thus, receive a

more liberal tax benefit in the early years Of the Operating life Of its
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electric utility plant, that for rate making purposes Colsumers Power should

be required to use straight line depreciation. The position Of Consumers

Power and the staff was that the difference between incote taxes calculated

by the use Of straight line depreciation and the incore taxes calculated by

the use Of an accelerated method Of depreciation is a legitimate part Of

the cost Of electric service and should be reimbursed by the rate payers.

Since straight line depreciation, if used as the sole basis Of rate making,

would result in a lower rate increase than originally sought by Consumers

Power, the Michigan Rate Payers Association was Of the Opinion that the use

Of accelerated depreciation resulted in a permanent tax saving rather than

a deferral of taxes. Commissioner lee agreed with the position taken by

the Michigan Rate Payers Association, and in his dissent characterized the

rate increase justified by the use Of accelerated depreciation as a "phantom'

tax charge:

The use Of accelerated depreciation provisions

Of the tax code results in a tax saving rather

than in a tax deferral . Utility property generally

has a long life, and for this reason the claiming

Of depreciation for tax purposes extends over a

lengthy period. It has been deronstrated con-

clusively in testimony before this Commission that

the accumulated tax saving for a growing utility

continues to rise over a long period and, once it

has reached a peak, very probably will retain at

that high level permanently. The gross amount Of

this accumulation therefore becotes a permanent

windfall to the utility at the expense Of the

utility's custmers. The permanence Of this amount

indicates clearly that the utility experiences a

tax saving rather than a tax deferral.

Capital for the use in utility Operations should,

without question, be provided by investors . By

permitting the phantom incore tax, the Commission

forces the custorers Of the utility tO contribute

to its capital funds . It was pointed out in the

previous paragraph that the accumulated funds

generated through provisions for " future" taxes

are a permanent windfall to the utility. Therefore

the amount Of this fund is clearly a permanent, 1+ 4

involuntary contribution Of capital by custoter.
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Chairman Smith and Commissioner Burns agreed with Consumers Power and the

staff that the difference between incore taxes calculated by the use Of

straight line depreciation and incote taxes calculated by the use Of ac—

celerated depreciation Should be included in the cost Of service in this

case. Whereas Commissioner Lee was Of the opinion that the use Of ac—

celerated depreciation resulted in an over—all tax saving, Smith and Burns

stated that accelerated depreciation merely resulted in a deferral Of tax

liability. More importantly, whereas Commissioner Lee believed the use of

accelerated depreciation resulted in the rate payers of Consumers Power

making a contribution to the capital of Consumers Power, Chairman Smith and

Commissioner Burns reached exactly the opposite conclusion.

The other major issue in this proceeding that needed resolution was the

valuation of the electric rate base. This issue, as in the prior rate case,

revolved around the concept Of the original cost valuation versus the fair

value concept. Whereas in the earlier rate case, Consumers Pcwer had

submitted a rate base valuation based on reproduction cost, in this proceed—

ing Consumers Power Offered a rate base which it identified as a fair value

rate base. The rate base was determined in large part through the use Of a

procedure generally referred to as the trending Of original cost. Consumers

Power's calculations, which also included working capital requirement,

resulted in a fair value rate base Of $650,000,000. Chairman Smith and

Commissioner Burns in their majority Opinion adopted for purposes of this

case a fair value rate base. Their fair value rate base varied from that

Of Consumers Power in sore small particulars, and consequently, they deter-

mined a rate base value of $516,500,000. These two members of the MPSC, as

did their predecessors who wrote the majority Opinion a decade earlier in

Case NO. D—2916—50.1, felt that a reading Of prior state law precedents
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together with the applicable federal law contained in the HOE Natual Gas

case, required the use of a fair value rate base and not an original cost

rate base.

The staff presented evidence as to an original cost rate base, with

certain minor modifications. The Michigan Rate Payers Association developed

a net original cost depreciated rate base, which was also an average base

for the year 1958. Commissioner lee felt that state and federal legal

precedents required that the rate base be determined on original cost, less

depreciation, with no inclusion Of any amount for working capital. Under

this approach, his rate base valuation was $495,162,000. Commissioner Lee

then applied a rate Of return of 6% to his rate base calculation to arrive

at an annual revenue requirement of $29,710,000 for Consumers Power.

Other evidence introduced at the hearing had demonstrated that Consumers

Power's adjusted electric Operating revenues for 1958 were $27,731,475.

Under lee's calculations, Consumers Power's actual adjusted revenues for

1958 exceeded its required income requirements by sore $470,000. Therefore,

Consumers Power did not need a rate increase, and for other reasons stated

in his dissenting Opinion, lee believed that the evidence indicated the

need for a substantial rate reduction.

Another reason given by Commissioner Lee for concluding that Consumers

Power did not need an increase in its electric rates was that throughout

the 19508 Consumers Power's net earnings per share of common stock had

steadily increased.



 



TABLE 17

 

‘Year Net Earnings» Per Share

1950 $19,000,000 $2.78

1951 19,500,000 2.61

1952 20,700,000 2.80

1953 24,900,000 3.17

1954 26,600,000 3.12

1955 29,200,000 3.11

1956 31,200,000 3.33

1957 32,760,000 3.30

Thus, Comissioner lee was able to conclude: "Despite the so—called higher

costs and the constant addition to the number Of Shares outstanding, the

earnings per Share Show an upward trend with slight occasional interruptions.

This refutes the claim Of the corpany that it needs higher rates. " 45

In Commission Lee's dissenting opinion, one can discern the first

expression Of concern about the effect that the approved rate increases

would have on the residential users Of electrical energy. Lee's concluding

remark on this subject was expressed as fOllcws: "even if the increase

would amount to 'Only three or four cents per day for the typcial household

custorer' , the total amounts to a hugh and unwarranted raid on the collective

pocketbock of the company's customers."

.A review Of the two Consumers Power electric rate cases decided by the

MPSC in the 19505, Case NO. D—2916—50.1 and Case NO. D—2916-59.2, reveals

certain divergences Of political philosophy and opinion.among the members

Of the MPSC. In each case, one member of the MPSC dissented from the

majority members Of the MPSC and wrote opinions stating that Consumers

Power was not entitled to any rate increase. In each instance, the

dissenting member Of the MPSC‘was a Democrat. In the first electric rate

case, the majority opinion approving an increase in electric rates for

Consumers Power was written by two Republicans. In the second rate case,

the increase was approved.by a.Eemocrat and a Republican. Thus, one cannot

88
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simply state that Democrats opposed the rate increases sponsored by the

utility companies, and.the Republicans supported the rate increases. Rather

one can speculate that Democrats who were liberally orientated in their

politics Opposed the rate increases , and the more moderate to conservative

Republicans and Democrats approved substantial increases in rates. Although

Chairman Otis M. Smith was both a Democrat and a'black, he was basically

conservative in his political philosophy as evidenced by the fact that

eventually he became a Vice President and General Legal Counsel fOr General

luotors. Thus, Chairman Smith supported a significant increase in electric

rates for Consumers Power in 1958.

It is Of sole interest to note that the more moderate or conservative

members Of the MPSC‘WhO approved the rate increase for Consumers Power did

so by applying liberal accounting and financial concepts to the financial

data introduced into evidence at the hearings. They utilized such conepts

as fair value rate base and accelerated depreciation to approve rate

increases that were designed essentially tO provide additional monies

to Consumers Power to construct new electric utility plant for an expanding

custorer base. Their primary concern was to protect the financial integrity

of the utility company, rather than examine the impact of the increased

rates on residential customers. The more politically liberal members Of

the MPSC utilized more conservative financial concepts to conclude that

Consumers Power Should not'be granted any rate increases. Their opinion

was that if Consumers Power wanted to construct new facilities to meet new

demand, such monies should core from investors rather than rate payers .

Finally, at the conclusion of the 1950s, one can discern the emergence

of a political concern as to how the rate increases granted to Consumers

Power would impact on the financial condition of the residential custorers

Of Consumers Power. This consumer concern is evidenced in the dissenting
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opinion Of Commissioner James Lee and the participation of the Michigan

Rate Payers Association.
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M322

WOFQPI‘IALWOFTHEWWQMPANY

CAPITAL W: 12/31/50:

1096 mm IEBT

Issue

1. First 2 7/83, due 1975

2. First 2 7/88, due 1977

CAPITAL smcx

1. $4.50 Cunulative Preferred

2. $4.52 Chmulative Preferred

3.00am

CAPITAL STRUCTURE: 12/31/55:

WG'I‘ER‘GDEBT

Issue

1. First 2 7/8s, due 1975

2. First 2 7/85, due 1977

3. First 3 1/83, due 1981

4. First 3 1/45, due 1987

5. First 35 , due 1984

6. First 3 1/45, due 1990

CAPITAL SI’CEK

1. $4.50 Qmulative Preferred

2. $4.52 Qmulative Preferred

3. $4.16 Qmulative Preferred

4. Cam

1915.123

Par Value

NoPar

NoPar

NoPar

E25

1
6
3
5
3
5
3
7

Par Value

NoPar

NoPar

NoPar

NoPar

Source: Moody's Public Utility Manuals, 1950—1960.

Mount Outstmfiiry
 

$113,825,000

25,000,000

Mount Outstardirg

547, 788 shares

199,790 shares

6, 794, 362 shares

Mount Outstardirg
 

$113,825,000

25,000,000

40, 000,000

25,000,000

25,000,000

30, 000, 000

Amount Outstarfling

547,788 shares

199,550 shares

100,000 shares

7,473, 7% shares
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TABIEZZ

 

 

WOFCAPI'MLSWREOE‘MWMMANY

CAPI'mL smmURE: 12/31159:

lmGTEMDEBT

Issue

1. First 2 7/85,

2. First 2 7/85,

3. First 3 1/85,

4. First 3 U45.

5. First 35 ,

6. First 3 l/4s,

7. First 45 ,

8. First 4 3/4s,

9. First 4 1/25,

10. First 4 5/85,

CAPITAL 3mm

1. $4.50 Cunulative Preferred

2. $4.52 Qmulative Preferrei

3 . $4 . l6 Omnlative Preferred

4. Canton

due

due

due

due

due

due

due

due

due

due

1975

1977

1981

1987

1%4

1988

1989

31915

E
E
E
E
’
E
E
E
E
E
E

Par Value

Anamt mtstan‘iag'

$109, 024, 000

24, 775,000

39, 700, 000

25, 000,000

24,750,000

30, 000,000

40,000,000

27,967, 000

40,000,000

35,000,000

Anamt Outstaniflg’

547. 788 shares

180,570 shares

100, 000 shares

9, 525, 406 shares



 



SECTION V

CONCLUSIONS
 

The primary purpose of this study is to ascertain the regulatory

policies pursued by the MPSC in the 19503 with regard to Michigan Bell and

Consumers Power. A review of the rate orders issued in the 19503 with

regard to these particular utility cotpanies indicates that substantial

rate increases were provided to these utilities so as to promote their

economic growth in terms of earnings and custoners.

The 19503 were a decade of initial inflationary pressures in the state

of Michigan, followed by a brief two year period of recessionary trends in

1957—1958. Throughout the 19505, both Michigan Bell and Consumers Power

experienced substantial economic growth, while the budget allocations made

by the Michigan legislature to the MPSC to perform its regulatory functions

remained relatively stable. Thus, although the number of rate cases

increased in the 19503, and correspondingly the responsibilities of the

MPSC in this area grew in importance, the budget of the MPSC did not increase

in a comensurate degree. That the staff of the MPSC was beginning to need

to be enlarged in order to properly perform audits of the major utilities

in rate cases is evidenced by the comments made in the state budgetary

reports the latter half of the 19505. In addition, the need for increased

sums of money to be expended on expert witnesses in rate cases indicates

that rate cases for public utilities were beconing a regular part of the

yearly activities of the MPSC. Rate cases were no longer a relatively

infrequent occurrence as in prior decades .

The rate increases granted to Michigan Bell and Consumers Power in the

late 1940s and the early 19503 were supported by the Republican mnbers of

the MPSC. Any proposal for the refusal of the rate increases requested by

these utilities was submitted by the Democratic members of the MPSC,
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principally Chairman James H. McCarthy. A review of the written orders

issued by the MPSC in the late 19405 and the early 19505 approving rate

increases for these utilities indicates that neither the Republicans in the

majority or the Democrats that dissented from the rate increases were

concerned principally with the effect that the rate increases would have on

the financial interest of the residential users of their utility services.

Both the Republicans and the Democrats confined their analysis to the

protection of the financial position of the utility company.

With regard to an analysis of the rate orders issued by the MPSC in

the late 19505, one discerns the development of rate increases supported by

both Republican and Democrats. The Democrat who supported rate increases

for Michigan Bell and Consumers Power in the late 19505 was Chairman Otis

M. Smith. In essence, Smith was a moderate, black Democrat, who sided with

Republicans in approving rate increases so as to promote the financial

integrity and growth of utility companies. The Democrat who opposed rate

increases for Michigan Bell and Consumers Power was James Lee. Lee's

dissenting opinions with regard to the rate increases granted to these

utility companies in the late 19505 are very important since they evidence

for the first time a concern by a commissioner on the MPSC with the impact

these rate increases would have on the financial interests of the residential

rate payers of these utilities. That the late 19505 were the initial period

of consumer concern with increasing utility rates is evidenced by the fact

that the Michigan Rate Payers Association was a participating party in the

hearings concerning the last rate case of Consumers Power in the 19505.

In the late 19505, the analysis of which members of the MPSC supported

rate increases for utility corpanies cannot simply be done on the basis of

party affiliation. A more relevant criteria is the political philosophy of

the various members of the MPSC. It appears that liberal Democrats, namely,  
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Commissioner lee, were inclined to argue that Michigan Bell and Consumers

Power were entitled to no rate increases and perhaps should have their

rates reduced by the MPSC, while moderate to conservative Republicans and

Democrats (Chairman Otis M. Smith) approved substantial rate increases for

these utilities. It is important to note that those moderate to conservative

members of the MPSC who approved rate increases for the utility companies

did so by employing liberal accounting and financial concepts such as fair

value rate base, accelerated depreciation and the actual booked cost of the

capital structure. The liberal members of the MPSC who disapproved the

rate increases for the utilities and sought to protect the financial

interests of the residential rate payers, did so by employing conservative

accounting and financial concepts such as original cost rate base, straight

line depreciation and hypothetical capital structures.

The members of the MPSC who supported substantial rate increases for

Michigan Bell and Consumers Power were of the opinion that such increases

were necessary if these utility companies were to experience growth in

gross and net revenues and were to be able to induce persons to invest in

the construction of new facilities to provide service to new customers.

The regulatory policy underlying the rate increases to Michigan Bell and

Consumers Power was the promotion of expanding utility services which would

generate additional revenues for these utility companies.

Although Michigan Bell and Consumers Power were granted substantial

rate increases in the 19505, at no time did the MPSC approve the full amount

of the rate increase requested by the utility company. Quite often, the

rate increase approved for the utility company was less than fifty percent

of the amount sought by that cotpany. The documentary evidence examined

with regard to the rate increases approved by the MPSC in the 19503 provides

little, if any, support to a theory that the MPSC may have been a captive
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of the utility companies regulated by the MPSC. Moreover, the employment

histories of the members of the MPSC, both before and after their tenure

on this commission, does not lend support to the "captive" idea.

 

 





EEZZEEZEE§

1. James Willard Hurst, Law and Economic Growth: The Legend History

of the Lumber Industry in Wisconsin, 1836-1915, (Cambridge: Harvard Univer—

sity Press, 1964).

 

2. Gabriel Kclkc, Railroads and Regulation, 1877—1916, (Princeton:

Princeton University Press, 1965), and The Triumph of Conservation: A

Reinterpretation of American History, 1900—1916, (New YOrk: Free Press of

Glencoe, 1963).

 

 

 

3. The material for this particular part of the Master's Thesis was

Obtained from 20 Callaghan's Michigan Civil Jurisprudence, Public Utilities,

(Mundelein, Illinois: Callaghan & Company, 1961), Section 16-22, pp. 405—413).

4. Munn v Illinois, 94 US 113, 24 LEd 77 (1877); Chicago, B & Q R Co. v

Iowa, 94 US 1555, 24 LEd 94 (1877); and Peik v Chicagg & N R Co., 94 US 164,

24 LEd 97 (1877).

 

5. Pingree v MiChigan Central R Co., 118 Mich 314, 76 NW 635 (1898); and

wellman v Chicago & Grand Trunk R Co., 83 Mich 592, 47 NW 489 (1890), aff'd 143

US 339, 36 LEd 176, 12 S Ct 400 (1892).

 

  

6. State v Chicago, M & St P R Co., 38 Minn 281, 298. 

7. See MiChigan Central R Co v MiChigan Railroad Ccnmdssion, 160 Mich

355, 361, 125 NW 549 (1910).

 

8. Morgan v United States, 298 US 468, 80 LEd 1288, 56 S Ct 906 (1935). 

9. Act No. 106 of the Public Acts of 1909.

10. Act No. 138 of the Public Acts of 1911, reenacted and superceded in

Act No. 206 of the Public Acts of 1913.

11. Annual Report of the Michigan Public Service Commission — 1963, p. 10

(PubliShed by the State of MiChigan).

12. Ibid., p. 32.

13. Ibid., p. 33.

14. Ibid., pp. 13 & 14.

15. The Budget Report for the State of Michigan for the Fiscal Year Ended

June 30, 1951, vol. 1, p. 122.

16. The financial data for this table was obtained from the various

Budget Reports for the State of MiChigan for the Fiscal Years Ended June 30,

1951 through June 30, 1960.

17. Ibid.

107

 





108

18. The Budget Report for the State of Michigan for the Fiscal Year Ended

June 30, 1951, Vol. 1, P. 122.

19. Ibid.

20. The Budget Report for the State of Michigan for the Fiscal Year Ended

June 30, 1954, Vol. 1, pp. H-32 and H-33.

21. The Budget Report for the State of Michigan for the Fiscal Year Ended

June 30, 1960, Vol. 1, p. H-26.

22. The data for this table was obtained from the Budget Report for the

State of Michigan for the Fiscal Year Ended June 30, 1954, Vol. 1, p. H—59.

23. Ibid., p. H-‘60e

24. The Budget Report for the State of Michigan for the Fiscal Year Ended

June 30, 1962, V01. 1, p0 H_36e

25. A.J.G. Priest, "The Public Utility Rate Base", 51 Iowa Law Review, p.

283 (1966).

26. See 64 American Jurisprudence 2d, Public Utilities, (Rochester, New

York: The Lawyers Co-Operative Publishing Co., 1972), Section 138, p. 665.

 

27. For an extensive analysis of the "cost of capital" concept as the

basic standard of a fair rate of return see James C. Bonbright, Princi 1es of

Public Utility Rates, (New York: Columbia University Press, 1961), pp. 240—256. 

28. Ibid., pp. 153-1580

29. Data regarding the employment status of the members of the MPSC in

the 19505 was obtained in a personal interview with Albert J. 'I‘horburn on

August 21, 1984. Mr. 'I‘horburn is an attorney engaged in the private practice

of law, who has practiced before the MPSC since 1948. Mr. 'I'horburn did provide

some evidence of "influence" by the utility corpanies with MPSC members and the

staff of the MPSC when he indicated that it was not unusual in the 19505 for

the utilities to buy drinks for various MPSC members and the staff during

social hours at various bars and restaurants in the Lansing area. It is doubt-

ful, however, that from this type of evidence, it could be conclusively deter-

mined that the MPSC was "captur " by the utility cotpanies.

30. The material for this particular part of the master's thesis was

obtained from Willis Frederick Dunbar, Michigan Through the Centuries, (New

York: Lewis Historical Publishing Company, Inc., 1955 , Vol. II, pp. 103 &

104.

31. Opinion and Order of the Michigan Public Service Commission issued on

April 1' 1948' Ca.se NO. [In-25248.7, p. 4.

32. Majority (pinion of Commissioners Stuart B. White and Schuyler L.

Marshall, issued on June 19, 1950, Case No. T—252-50.7, pp. 18 & 19.

33. Dissenting Opinion of James H. McCarthy, Chairman, issued on June 19,

1950’ ase NO- T"252—5007, p. 17-

 



 



109

34. Ibid., p. 27.

35. Opinion and Order of the Michigan Public Service Commission issued

on July 16, 1951, Case No. T—252-51.19, p. 16.

36. Ibid., p. 17.

37. 1957 Annual Report of the Michigan Bell Telephone Company, p. 4.

38. Opinion and Order of the Michigan Public Service Commission issued

on June 5, 1952, Case No. T-252-52.13, p. 18.

39. 1957 Annual Report of the Michigan Bell Telephone Company pp. 5 & 6.  
40. Ibid., pp. 14-16 and 1958 Annual Report of the Michigan Bell Telephone

Corpany.

41. 1958 Annual Report of the Michigan Bell Telephone Company, pp. 5 & 6.

42. The material for this particular part of the Master's Thesis was

obtained from George Bush, Future Builders: The Story of Michigan's Consumers

Power Cm, (New York: McGraw—Hill Book Company, 1973).

 

43. Opinion and Order of the Michigan Public Service Commission issued on

January 4, 1950, Case No. D-2916—50.1, p. 23.

44. Dissenting Opinion of James H. lee, Commissioner, issued on May 22,

1959, Case No. D—2916—59.2, pp. 5 & 6.

45. Ibid., pp. 12 s. 13.

46. Ibid., pe 13¢



  



APPENDIX MATERIALS

110

 



  



J
u
l
y
,

1
9
4
7

t
o

J
u
l
y
,

1
9
4
9

J
u
l
y
,

1
9
4
9

t
o

N
o
v
e
m
b
e
r
,

1
9
5
0

N
o
v
e
t
b
e
r
,

1
9
5
0

t
o
J
a
n
u
a
r
y
,

1
9
5
1

J
a
n
u
a
r
y
,

1
9
5
1

t
o
J
u
l
y
,

1
9
5
1

J
u
l
y
,

1
9
5
1

t
o

O
c
t
o
b
e
r
,

1
9
5
1

O
c
t
o
b
e
r
,

1
9
5
1

t
o

M
a
y
,

1
9
5
4

M
a
y
,

1
9
5
4

t
o

S
e
p
t
a
t
b
e
r
,

1
9
5
4

S
e
p
t
e
m
b
e
r
,

1
9
5
4

t
o
A
u
g
u
s
t
,

1
9
5
6

A
u
g
u
s
t
,

1
9
5
6

t
o

J
a
n
u
a
r
y
,

1
9
5
7

J
a
n
u
a
r
y
,

1
9
5
7

t
o

M
a
r
c
h
,

1
9
5
7

M
a
r
c
h
,

1
9
5
7

t
o

J
u
l
y
,

1
9
5
7

J
u
l
y
,

1
9
5
7

t
o

A
u
g
u
s
t
,

1
9
5
7

A
u
g
u
s
t
,

1
9
5
7

t
o
O
c
t
o
b
e
r
,

1
9
5
9

O
c
t
o
b
e
r
,

1
9
5
9

t
o

N
o
v
e
m
b
e
r
,

1
9
5
9

N
o
v
e
r
b
e
r
,

1
9
5
9

t
o
J
a
n
u
a
r
y
,

1
9
6
1

T
A
B
L
E

2
3
 

M
a
k
e
u
p
o
f

M
i
c
h
i
g
a
n

P
u
b
l
i
c

S
e
r
v
i
c
e

C
o
m
m
i
s
s
i
o
n

1
9
4
7

-
1
9
6
0

(
N
u
r
b
e
r
o
f
m
e
m
b
e
r
s

w
a
s

r
e
d
u
c
e
d

t
o

3

b
y

A
c
t

3
7
7
o
f

P
u
b
l
i
c
A
c
t
s
o
f

1
9
4
7

C
h
a
i
r
m
a
n

R
—
W
h
i
t
e

D
-
M
c
C
a
r
t
h
y

D
-
M
c
C
a
r
t
h
y

D
-
M
c
C
a
r
t
'
h
y

D
-
M
c
C
a
r
t
h
y

D
-
M
c
C
a
r
t
h
y

D
—
M
c
C
a
r
t
h
y

D
-
M
c
C
a
r
t
h
y

D
-
M
c
C
a
r
t
h
y

D
—
H
a
r
t

D
-
S
m
i
t
h

D
-
S
n
i
t
h

D
-

H
i
l
l

S
o
u
r
c
e
:

R
e
c
o
r
d
s

M
a
i
n
t
a
i
n
e
r
]

a
t

t
h
e
M
i
c
h
i
g
a
n

P
u
b
l
i
c

S
e
r
v
i
c
e

C
o
m
m
i
s
s
i
o
n

C
o
m
m
i
s
s
i
o
n
e
r

R
-
W
o
o
f
e
r
d
e
n

R
—
v
m
i
t
e

D
-
V
e
a
l
e

D
-
V
e
a
l
e

D
-
V
e
a
l
e

D
-
E
l
m
e
r

D
-
L
e
e

D
-
L
e
e

D
-
L
e
e

D
-
L
e
e

D
-
l
e
e

D
-
L
e
e

D
-
L
e
e

C
o
m
m
i
s
s
i
o
i
e
r

R
-

M
a
r
s
l
'
n
l
l

R
-
b
e
r
s
h
s
l
l

R
-
M
a
r
s
h
a
l

R
-
M
a
r
s
h
a
l
l

R
-
H
u
n
t

R
-
H
u
n
t

R
-
H
u
n
t

R
-
fl
i
n
t

R
-
H
u
n
t

R
-
H
u
n
t

R
-
H
u
n
t

R
-
m
m
s

R
-
B
u
r
n
s

R
-
B
u
r
n
s

111



 

 



112

TABLE 24

LAWS CIIHTEKLJNG THE JURISDICTION

OF 1105 MICIIIGAN PUBLIC SERVICE (IIEIISSION

EHJEITRIC, GAS, TEIEIEIITE, OIL PIPEIJIHSS, AND VUMPER

232 of 1863

1883

1887

1893

1909

1909

E
i
i
i
i
i
fi
i
fi

CERTIFICATES OF PUBLIC CIIAHQHENCE AND NECESSITY

Authority to construct and grate

Electric utilities

Gas Utilities

Telephone Utilities

Oil Pipeline Utilities

Water Utilities

Act 69 of 1929

Act 69 of 1929; Act 9 of

Act 206 of 1913

Act 16 of 1929

Act 44 of 1960

AUTHORIZATION TO ISSUE STOCKS, BONDS, NOTES OR OTHER EVIDENCE

Electric Utilities

Gas Utilities

Oil Pipeline Utilities

Steam Utilities

Telephone Utilities

Telegraph Utilities

Water Utilities

Act 419 of 1919: Act 144

Act 419 of 1919; Act 144

Act 419 of 1919; Act 144

Act 419 of 1919; Act 144

Act 419 of 1919; Act 144

Act 419 of 1919; Act 144

Act 232 of 1863; Act 202

of 1923

of 1929

of 1929

of 1929

of 1929

of 1939

of 1952

of 1952

of 1952

of 1960

1929

CW INDEBHEIESS

of 1909; Act 232 of 1863

of 1909

of 1909

of 1909

of 1909: Act 129 of 1883

of 1909

of 1887; Act 419 of 1919
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TABLE 24

LAKE CONTROLLING THE JURISDICTION

CE'THE MICHIGAN PUBLIC SERVICE COMMISSION

(IlflfitlaAND REGULATION OF RATES AND CHARGES

 

 

Electric Utilities Act 106 of 1909: Act 238 of

Act 3 of 1939: Act 419 of

Act 47 of 1921; Act 243 of

Gas Utilities Act 419 of 1919: Act 3 of

Act 9 of 1929: Act 47 of

Act 238 of 1923; Act 272 of

Act 243 of 1952

Steam Utilities Act 419 of 1919; Act 3 of

Act 47 of 1921

Telephone Utilities Act 206 of 1913; Act 300 of

Act 47 of 1921: Act 3 of

Act 173 of 1952: Act 243 of

Water Utilities Act 44 of 1960

IUKKHIHTON OF CONDITIONS OF SERVICE

Electric Utilities Act 419 of 1919; Act 106 of

Gas Utilities Act 419 of 1919

Oil Pipeline Utilities Act 16 of 1929

Steam Utilities Act 419 of 1919

Telephone Utilities Act 206 of 1913: Act 300 of

Water Utilities Act 44 of 1960

IHKRHAHTONS AS TO PUBLIC SAFETY (pertains to construction)

Electric Utilities Act 3 of 1939: Act 419 of

Act 106 of 1909; Act 171 of

Gas Utilities Act 3 of 1939; Act 419 of

Act 9 of 1929: Act 240 of

Steam Utilities Act 3 of 1939

Oil Pipelines Utilities Act 3 of 1939; Act 16 of

Telephone Utilities Act 3 of 1939: Act 300 of

Act 206 of 1913: Act 171 of

Water Utilities Act 3 of 1939

source: Annual Report of the Michigan Public Service crnnussion

1923:

1919:

1952

1939:

1921:

l952:

1929:

1929;

1939:

1952

1909

1909

1919:

1893

1919:

1952

1929

1909:

1893
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