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Zeorouice hag beer 2efined as * the saiemee Tt .t treats
of those phencmBn~ conoeiTed wlthe tie wealth gotting -nd the
woalth corfusing activitier of mp.™ {1) It then btocomee mocece
gary to mmke n btrief pmrvey of o fev of {he neszos ané conosuta
of econonmic seicnee which will de pporosrinie to and unesful

tn this otucy.

It 18 eviden € Zfrom: thie Gefimition thuat mus is the comter
of gooponic activitios. The very origin of the word eccromics
is €io Croek meanins houescRoléd menagenent aRd eoncerpins iteell
with ¢ho rmmgemont of tho housekolf, a8 Institution of mm., {2}
FParthermare, the Soienco it concerned with profuctios QF o
weahd the logle 1 exd of which is comcumption of ths profua’s
of productior. It than Lescemes BocesssTy t0 excmine ths maveral
factors of profuction, As may be rondily exi;soted, socicts hns
not redogmized all of the £-otoze at all stages of its Qevelop-
wnt end only the modera conception of trese will b= presentad
hore. {3} The four f:otor: of produnstion are, lamd, lubor,
onpitel amd the enteepremeur. ™9 recssniti » of YEe emtvesrone
as a factor of production ag in poirts to men «c the senter of

eoonomic aotivities.

i il .12]. B Ts, Z’?&:ﬁbfﬂj—;’”chj igﬁ.éfﬁb'ﬁﬂu, =
{2} Baney, L. ¥, History of “econoniec Thought, -
°
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In a brief examination of these several factors it is to
be stated that land include: all natural agents, inecluding
waterfalls, the air, and every gift of nature. Professor
Seligman points out that this factor should be trested sep-
arately because of its source, its durability, and the dif-
ferential nature of its income, rent. (1) Pure economic rent
is the result of the existence of different qualities of lamd
possessing different grades of fertility. It ia therefore, a
differentizl element determined by the marginal or the last
pdece of land that is brought into cultivation. Professor
Irving Fisher declares that all eaiital produces an income
which is also differential in nature since all capitel is
not equally productive, and sees no resson for declaring Xkand
peculiar becaltse of the differential Aature of remt. (2) It m y
be added that land differs further in that though it is cap-
ital it is not freely reproducible as in the ease of other
captfal. Capital in this sense i& used to mean wealth used to
produce more wenlth and wealth as "all useful agreeable
exchangeable thihgd which may not be obtained witiout labor
and sacrifice! (3)

Iabor is the exertion of human energy and effotrt not merely
for the plessure of exeetion and is productive whem it adds
to the sum total of utilitiesyCapit 1 is wealth used to produce
more wealth but it is obvious that the factors ddbor sad cap-
tel are no t and could not be considered seperately . ProfessoV
Seligman points out thaf labor never produced any thing absolué
tely per se, (4) and the some is trme of capital . The share of

(19 E ics,
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appropriated to(fhe) general expe nses and diwvidends.
The manager wishes this to be as large as possible.Hsw

wd22 hae zpduction off rates affect thts?

Reduce to x' and the traffic is y', the gross
earniings OP' and the expenses 0OC'. The increase in
earnings is yPminus xXP equals X"Dy minus yDx. The incresase
in operating expenses e 1s yC' equals cDy. Ath the
point where the former ceases to exceed the latter, the
diffecrentials must be l. Then =6y minus ydx equals
cdy; or (x minus cldy equals ydx( for convenience of
illustr tion,the differentials themselves arenall treated
as positive/ Due allowsnce for this is made in the signs
of the terms.) The same result might have been obtained
in another way. The rectangle ¢ P equals (x minus ecly.
The railroad manager wishes to maBe this a maximum. 1Its
first differential must, therefore, equal to zero. Tlen
(x minus c¢)dy mirus ydx equals to zero; or ¢x minus cldy
equals to ydx.

This curve is independent of the railroad manager amd deps nds

on husiness conditions. Each class of commodities has a a

curve of its own. The right end of the curve is based on

the value of the commodity and a high rate would reduce it to

the x axir , It wil extend far to the right for valuable

comroditiess The upper end of the cirve depends upon the

expansiveness of supply and demend rather thamr value.

\there either of these is limited the curve soon
soon approaches the sxis y where they both expand readily.
the cuvves yun almoat perpendicularly ----. Such trarfic
tends to areduction in r=tes. The traffie in food, fuel
and other articles of cowmon use furnish the best ex mples
of this, it is generally true of long distcnce trofiicé
by which new sources of swpply are developed.

Thas the possibility of charging high rated depends
upon the value o f the article mainly, butthe prorfitablene
of making large reductions depends on the expendiveness
of the traffic. If reductions are made on traffic which
does nut expand, somebody else besides the railroad gets
the whole profit. When the supply camexpand, but the demand.
does no} the benefit goes to the cunsumers. This is the

case in gemeral reductions of rate on munufactured
articles where there is no pool. If demmnd ean expand
more rapidly than supgly , the production goes into the
pocket of the producer::or mi@dlemen.. This is the amse
in the milk traffic.

Hadley then argues that fixed charges and divigends do

not affect charges except in so far as a road which i& paying

high dividends may reduce r=tes lower than otherwise #wt would
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transportation as evidenced by elevators so would the same
principle be ap '1lied to the railroads. This could be the
state of affairs énly in a socialistic state the merits of which
relevant here nor would the general arguments ag.inst such a
state add to the thesis of this pa er.

Under the postaid theoty of operation a fee would be for
the service specifically perform ed. As in the case of the
postoffice distance and geographical adventages would be
totally ignored. The ssme charges would be made for passengers
or freight regardless of the length of journey. It méght
happen that! a sgstem of zones might be used as in the case
of our own parce post. The American street railway is to
a large extent an exampl: of the postal theory of rates.

In this particular industry aiso is seen the 2zone feature.
Again, certain through fréight is treated in a manner not
unlike this in regurd to rates. It i only fitting that we
pause a moment to note thht one of the most outdtsnding
argunents against such = theory of rates is that it woulld
afrect Gertgin gross disceriminatiorise It is obvious that
certain sections of the country have natural geograprhical
advantages for certain industries. Inn speaking c€ this

phase of intermational tr-de it would be said that one country
has a comparative advantare ove another due to some geographica
favoritism. This is equally tree of different sections of the
same country. It will be observed later in the treatment

of the theories . f the Intersta%e Commerce Cormégeéon that

the Comission has not cecountensnced any tendency strictly
adhering to such a policy of equalizing of geogrephical ad-
vantages.e The pestal theory of the ti:eory of keeping everybody
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of risk enters into the ir mnsirortation of the mors wnluable
corm?dit ioe that does not enter into ths trameportation of
the less:r valuable traffic. As stated above the taxation theop
is akin to the well Xmown theory of what the tr: ffic will
baarolzlégéleea to soy $hat the taxntion theory is nut
scientifio as 18 the cnre of ite kindredn theory of faculty
in th= field of rublic £ cee However, it may indees be
eocinlly goode yet the difficulties and the dungers of attemmte
ing to api'ly it to rate making seem to seriously discourt
any such mnticipated goodés

A second theory of rates or what a fraffic manager might
éerm as = rate policy and not rate theory at sll, is the
socalled dsvelopmental theory. This theory would dbe the b-éiis
of granting lower rates to young industries or newly settled
sections of the co ry. Such a policy looks o the future
and anticipates the probable growth of traffic 1f such =n
industry is now fuvored. The problem of anticipating the growth
of trauffete has a¥r ndy been disoussed in cornection with the
value of the service theory =e ernunceisted by I'rofescor Hadley,
and will be further trested ir connection with the actusl
working out of rates in s latsr section of this @ °
rates given under a developmsntal policy will be aetually lower
than the cost of rendoring the pervice nnd the deficit will be
borne by industmies in lesser favored locslitiead an! industries.
This policy sesmi: to have bsen practiced i1n the California
lemon industrye. {1) Agnin, in the devélopment £ the Californias
roisin industry(2) there wnu een competition with the -panisl
produet. Im 1891 the rntet on railins of mative growth was
{1} T Development 0F  18k- Ly Eailroacs, Alfred 6. Drooke,

Qe Jo0f Teononics, Vole 28 Pe £86e
{2 Ripley, !
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Srage

The wbove yeumoning sl trus forserviszen
ZLarant Ixcuis of individuasls wnd not heing suprlisd jointly
In ciga ¢f jolnt mupzly the ahove atatanenis ave excaptions
tc thy generslizationn that simple fres competitinnm  would
cza #313 Lon-wile of tranapostation to sell ,t the samepxicl
In the c3se of joknt cnats there would proBadbly svolwe undeer
simple acofpetition differsnt rates per ton-mils of mrgoh
of ¢t Joint preduits. At this point Profesrsoxr Pigoun dire
agrees with Zuussig that cazrying soal and ecopaper ia Tard-
ly turning out twe products, (1) any nmore thon 23elling wool

to two Aifferent merchants would constitute the nreatien of
two products.

Pigou further siiows taat jopular att.chment tn the walue
af the service theory i baned on two corfusiens, firat that
the praduct of the railromd is jolnt , and sarond, that the
rudlroad menopolist will when reguired tn charge engua) rate
for conl and noppax *B8top aAteop triasporiing enal altogetis
wiaile continuing to transporxt coper at a high Tate, " the
netional dividend helng increasxl By the permissinon o dis
criminate batween the two rates. This argument is valde
in $ts bhut iz irrelevant hevn.

The sane author then cites ¥rofesiny® Hadlsy showas
i: fa yoxr of certain diascriminations of this natuxe an

are applisshle in tha way of what the trafilo will bear
and dousts that this is true of th @ entire rald rol

51) art. J.  Zeon. Vol. (1910) p.47.
2) Hadley, A.T. Ruilrord Tranaportetion, p.







world ‘"“"d,ls'““‘ im, regnable ruwsent that the wal.e of the service
pfiabipke oucht Lo be followed in the deter .ination of all rc tes.
He srgusa Wiai there iy ve certain conditiona under wiich di serim-
inatiang @monopoly of e third degree ensbls some traffic while the
sim3le @ ctiiion or the cost of the servi .Tineiple might nove
Thus , sincec the railroad iws. 3arge fixed inwesthentonnd fixcd
expenscd 4 ¢oaty BO mox: 10 haul a ton a week thotan screral
hundred thousand. The gystem cannot be mude cupbk of affecting less
ghan a cértain ninimua of transportations (1) This is rewaily rec-
oiznized ay an axgument in fuvor of the diserindnavd. s nonopoiy of
the wiird degrees Again, dnthe cusc of o very clastic demand

for traffic s:rvices a amell chudge in the rate would eaur vk
important ehunge in the demande iere, too, the cost of tha sexr-
vics or simule campetition mig t/ggiract purchascrs while Wwie go=-
callaed discriminating momo_oly of the %hird de_ree vioulde ' Hog=
gver, even tlcarguments in favor of #:6 discriminating mono,oly
would nut hold in the cuo: wherea the demend for the service vas
greater taan the suyulye In order that they may pold tre district
affected muot not ve too buwy and &icAdy populatednor musttoo
11ttle active or sparsely populated. Therc must be o cerinin ins
mediate range of activity and pojulation which does not secn,
compared with the total range of 2085ibility , t0 be very exten-
aive. Hence, the _robasility @it BRe conditiong neceussury 0 make
digerdainati:g moe .0p0ly of the third degree more acvan®l, .ous to
the nationsl did dend fran the simple compeblt umvlll be prescnt
in any railrowud gelected ot random at any time sitms o Jriori to be
daralie It By , husever, Whatl & ccrtain route mmy . ess toouch

such a period coused by o certaln growdhe of wealth and popuds tion
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The act intitled "/n Aet to Legulate Comgerce" was
approvec on February 4, 1887 and eccordingly 2s provided in
Section 24 of that act, the provisions of sections eleven and
eighteen relating to the sppoliitment and orgenizetion of the
Commission went into effect at cuee ané the remaini provigions
tooit effect sixty days after tie .

1 1 wing
“11 charges mede for services by carriers subject

A ust .
1 l.

The direct or indirect okarglng, demanding,
collection or receiving for any service rendered a zgreater
or less compensation from any one or more persons tiap frop
any other for a llke anid contemporaneous service is decl:ired
to be unjust discrimination and ig prohiblted.

he glving of anj undue or unrcssonable preference
2s between persons or loealities or kinda or traffic or
subjecting any one of them to undue o unrsasonable prejudice
or disadvantinge 1is declared to be unlanful.

easoniible, proper and equal faellitles for inter-
changes of treffic between lines, for recaliving, forwarding,
and dellivering of passengers ai property between conriecting
lines is required, and dlscrimination in rates &nt¢ charges
as betwe:n connecting lines is forbidden.

It is made unlawful to ckarge or reweive any prsnter
compensation in the agiregnte for the transportation of
passeng-rs and property under substantially similiar conditions
and conditions for & shorter than for 2 longer distance over
tne same line in the same direction, tne shorter being
included within tiie longer distance.

ontracts, agresments or combiniations for the pooling
of frelghts of different anid competin  reilroads, ortor
dividing between them the a;gregate or riet earnin.s of such
rallroads or any portion thereof are declared to be unlawful.

11 carlers subject to the law are required to print
thelir tarifis for tiie transportation of persons aiud praperty,
and to kegp them for public imspection &t every depot or
station on their rozd. ./n advance in ratés i{s not to b? made
until after ten days public notice, but a reduction in rates
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may be made top take effect at once, the notice of the seme
belung immeclately end publicly given. The rates publlicly
notified are to be the maximum as well as the minimum
echarges wiiieh oan be collected or received for the services
respectively for wilich they purpopt to be established.
Copies ' of 21l tariffs mre required to be filed
with this Gommission whieh is also to be promply motified
of all charges that sitall be made in the seme. The joint
tariffs of connecting roads are alen reguired to ke flled,
and algo coppes of all contricts , agreements or arrangenents
between carriers in relation to traffie affected by the act.
It 1s made lawful for any cs&rrier to enter into any
combination, cortract or bgreceent, expressed or implied to
prevent by chenge of tinme sctedules, carriage in different
cars or by other means or defices, the earriage if freights
from being continuous from the places of shipment to the place
of distribution.(l)

These are the most outstanding provisions of tne act.
Speeisl mention stiould be made of the section of the act which
makes a number of remerkable exceptiors, that is section 22.

Cection lland 12 creantes the Commissions:ind names its
duties. It snull consists of five commissioners to be named by the
President and Zfenate to serve for slx years, one retiring ezch
year. Tghe coemmissioners are not to be in any way financially
interested in any of the businesses subject to the act. They
shall not engage in any other business aund it siiall be their
duty to execute tiie probisions of the ast.

By induction it seems that one may arrive at tie theories
of the rate paking held by the Commission and that such theories
based on long experience must indeed be very valuable.(2)

In ita first report the Commission laid down what it

1). I1.C.C. Report (1888)
223. Railroad o heories of interstite Commerce Commisslon
by %. B. limmmond, Cuarterly Journal of “conomics (1800) vol. o

his déscussion 1s based largely on ¥r. iamwond '8 article
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eonsidered some of the most outstanding factors in determining

N

& reasonable rate. In their discussion of "elassifications"

the Commission discussed the theory of railroad charges for
service. They at once condemned the cost of thke service theory
because of the diffieulty of allocating the cost to the several
commodities because it

=-=yould restrict within very narrow limits the commerce
in articles whose bulk or welight was large 2s compared with
their value.(l)

The value of the service is accepted whole heartedly

ag the true principle to be the determinant of rates. They

say;

Such method of appointment woulé be left for the
country becsuse it would enlarge commerce and extend communication;
it would be left for the railroad, because it would bulld up a
large business, and it wouleé notbe unjust to property owners
who would then be made to pay in some proportion to benefits
received .(2)

Classification was one of the first problems to face the
Commission. In its first report the Commission advised a more
uniform classification ot freights as it was the basis of numer-
ous complaints and would greatly facilitate rate making in the

ecountry. It even ninted breadly at uniformity, saying,

The desirability of uniformity 1s so great that
the suggestion 1s frequently heard that the national
legislation should provide for and compell it. If such
legisiation should be adopted it would be necessary to
emjower some tribunal to make the classification, and the
difficulties which would attend the making would be ¥ery
great. Relative rates would be involved in it for classifica-
tion. It was very early in the history of railroads perceived

(1). First Annual Keport-of-¥=C.C. pp. 30-32.







)=

that if these ageneies of commerce were to accomplish

the greatest practical good, the charges for the trans-
portion of the different articles of freight eould not

be apportioned amoung such articles iy reference to the
cost of transportimg them severally, for if the apportion-
ment of cost were possible it would restrict within eertain
very narrow limits the commerce in articles whose bulk or
weight was large as compared with their value.(1l)

Continuing in this strain, the Commission further
Justifies its statid in favor of the value of the service principle,
saying:

It was therefore ssen not to be unjust to apportion
the whole costs of service amoung all the articles transported,
upon a basis which would consider the relative values of tihe
serviee more than the relative cost of carriage. Suca a method
of apportionment would be best for the country becouse it would
enlarge commerce and extend communication; 1t would be test Sér
the railroads because it would build up a large business, and
it would not be unjust to property owners, who tiius would be
made to pay in porpotion to the benefits received. Such a
system of rate making would in principle approximate taxation,
the value of the articles carried being the most important
element in determinimg what shall be paid on it.(2)

The Commission observed that tie most frecuent of com=-
plaint were, the lack of steadiness in rate, the disproportion
between the charges for long and those for short distances,
the great disparity between the charges made by roads differently
circumstanced as to advantages, and the extremely low rates which
are compelled by compitition in eome cases, and wnich may make
rates which are not unreasonable seem on comparison extremely
high. Such rates in turn are due to several factors. Tiese in-
clude the length of haul(it i1s as easy to move a hundred @iles
(L). Yorkings of Interstate Law - A. T. Badley, Quart. Jour. of
Econ. vol. 2 (1888), p 177. Also see KReport of Interstate
Commerce Commission, pp, 63-04.

(2). I.C.C. R8port (1887); also see Taussig's article on "Joint

Costs™ 1ip kipley's "Kailroad Problems' also Prof. Cohn's
"Taxation Theory of Rates".
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as ten), tile quantity hauled, freight for return hauls, and the
relative costs of moving trains.(l)

The €Gommision does not attempt to say in what manaer
it would measure the value of the service tanough we get some
idea from the deecisions rendered by this body. It was early
held in one of the Standard 01l cases that :

The effeet of transpottation upon market value is
taken into account by carriers in making rates.(2)

Again it was held in a later case that:

The value of the service to tie shipper in a general
sense is the ability to reach the market, and to meake his
commodity a subject of cosmerce.---In a more definite and
aeccurate sense it consist in reaching a market at a profit
being in effect what the traffic will bear te be remunerative
to producer or dealer.(3)

It would seem that tiie Commission was measuring t e
value of the service by determining the difference in market
value of the commodity at the point of shipment and at the paace
of unloading. As previously pointed out in this paper this dif-
ference in the long ran is destermined by the railway rate. This
reasoning seems to lead one in a circle and as "r. Hammond poings
out was in reslity only a truism to the Gommission.(4) On this
very point the Commission stzte:s :=-

The price of farm products at railway stations is
usually the market price in Cricago, St. Louis, New Yonk,

or otner markets to vwhich snipment from such station are
usually,made, less transpobtation charges and commissions.(5)

(1). See Southern Railway and Steamship Associations, by
renry tiudson, Quart. Jour. of ILcon. for a discussion of
railroad agreements on rates before 1887.(Vol. 5, p. 70).
(2). wnice vs. L.& N.R.R.Co. 1 I.C.C.Rep. 503.

(3). Imperisl Coal Co. vs. Pittsburg & L.E.R.R.Co. 1 I.C.C.Rep At
(4). 4 1.c.C. kep. 116. 3 I.C.R. 94, i.e. Alleged Fxcessive
Freighte Rates and Charges on Food Products.
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It would seem tiat though the value of ghe service was
by proclamation the basis of determining rates, yet in the
Cormissions decisions "what the traffic would bear" was the
principle acturlly applded. Of course what the service is
worth or vhat the traffic will bear varies as we view it foom
the viewpoint of earrder to shipper and consumer.

As previously pointed out in this paper the value of
the serviee tends to be a subjeetice standard and 1s of 1littld
value in actiual solution of the rate question. As ir. ilammond
puts 1t:-

The term “value of the service" may have some impor-
tance as an expression th an ideal relationship which should
exist between railway rates, but it will not, in many instances
at least serve as a definite standard dy which railroad
rates may be measured and compared.(l)

Hovever, it shoule be observed thom these few statements
that from a study of the Commissior’s decisions we can expect
to find that & "single principle has been used by the Commission
for solving all rate problems; as at any rate, if the Commission
insists on their statement that "value of service is the under-
dring principle in all cases this prineciple is use. in such
a broad sense that it may inslude a variety of considerations
any one of which may at times be the leading facter inthe Com-
missions decisionrg. Opliilons may differ somewhat as to the

best way fo stating the factors invélved. By the present

writer they have been classified as follows: (1) the relative

(1). Krate Theories of Interstate Commerce Commission.
¥. B. lamnond Q. Jour. of Econ. Nov. 1910
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values of the commodities transported; (2) the relative cost
of transporting the commodoties; (3) the relative distance the
articles are Barried; (4) the relative natural advantages of
location possésséd by various places; (5) the special and peculiar
interests of a given seetion ap a glken elass of producers;
(6) the importance of maintaining competition; (7) the extent
to which a given rate tends to yield a fairn return on actual
capital investment".(1l)

It seems to the suthor quoted above that these Rave
been the standards by which the Commission has conséously &r
uncongdously used in deeiding the cases coming before it for
the determination of a reasonable rate. Xeeidless to say, many
cases involved several of these poil « Yet tnis would be the
sane ss treating several eases and would contradiet what has
been said. By suech a review of the decisions of tne Commission
it is believed that it may be shown that some one of the above
statements stond out as primary with the otners only ss
secondary determinants of a reasonable rate.

AF previously stated the Commisgion reld the value of
the article carried the guiding principle in rate making, salice

Tne value of the article carried is the most important
element in determining what shall be paid on it. (2)

Practically the same position was helg in the second Annual
Report where it was héld that value of the service
would seldom be burdensome to artisles of high

-

(1). Theoriss of Rates of Int. Com. Com. nammond &.J. of Econ.
vol. 25 p. 10. 1910
(2). First Annual KReport of I. C. C. pp. 30-32.
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value, but it would relieve cheaper articles from burdens
which if appertioned strictly to cost to the ecarriers of
their transportation would render carriage for congiderable
distances out of the question.(l)

In his treatment of the subjecst lr. Hammond analyzes
the several types of cases which have e¢ome before the Comjpission.
Thefirst deals with rates om commodities "closely rslated in
charsieter and frequently competitive with each other in the
open market". He further divides this group into "articles
offered for transportation in different stages of manufacture"
and "articles that do not represeant the same commodity but
are nevertheless substitutes for each other and the transpor-
tation rates might easily determine which commodity should be
used” .

In thie first sub-group we find the case of rates charged
on "hub-blocks" used in the manufacture of wheels but upon
whieh "only so mueh labor has been expended as in needful to
put them into cond&tion for seasoning". It wis found that the
defendant carrier had classed the b-blocks as fifth class
traffic. It was proven that a earload of hub-bloecks had a
value of only ,280 while a carload of hubs turned out yet not
mortised, was worth #5000. As a result of these fingings of
difference in value at different stages of manufacture, the
Commisslion ordered that the hub-blocks be placed i e sixth
class and required the same rates as given lumber.(2)

Similarly in the case of Murphy, Wesly & Co. vs. Wabash

Second Annuasl Report of I.C.C. p. 36.
F. L. Hurlburt vs. L.ii. .S. Ry. Co. 2 I.C.C. Rep. 122

2 I.c.C. R. 81.
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R.R. Co. etal a like decision was rsached. The defendants
were charging the same rate on chalr materials fro, Le:roit to
Omaha as they were charging for finished chairs. The value of
the respecteve commodities was only £7 per dozen chairs at
Detroit while the value of finished chairs was %23 a dozen

at Detroit and ‘20 at Omana.(l)

Again, in a case not unlike the above the Commission
exproessed the opinion that unfinished bedroom suits should be
glven a rate equal to not more than 857 of that granted to
finished erticles because of "the difference in value of tre
unfinished and finished furniture, -- the grester tonnage
per carload whieh can be hauled of the former."(2() However
it is seen that the element of cost is also a determinant
in the latter two cases.

In a number of cases concerning the reolatiwe rates on
raw and semi-finis materials the Commission applied the same
principles used in the atove . &lccordingly carriers vere
ordered to cease and desist from classifying hatter's and fur
scrappings and cuttings &s double first class, while at the same
time the finished fur hats were classed #s first elass in the
Official Classificstion.(3) Obvious enough the cost of the
service and competition entered into tie making of this decision
but the value of the commodity was predominant. In regard to

this the Commission says:

(1). 5 I.C.C. Eep. 122; 3 I1.C.C. Rep 725.

(2), Potter ¥fz. Co. vs. Chi.& Grand ‘runk R.R.Co. 5 I.C.C. Rep.514
4 1.C.R. 233.

(3). yewman ve. ®¥.Y.C.&% H.R. Co. et al. 11 I.C.0. Hep. 517.
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e wo ild be inclined to say that far scrap and
cuttings must be rated higher than second class were it not
for the claim that of the defendants that bhis would lead
to fraud In the billing of fur and fur scraps---- Hatters
fur, the raw material, does compete in a way with hats,
the finished produet, and we do not think that under ihe
circumstanees of thé&s case the rate u,on the raw material
ought to be greater than upon the finished product.

Likewise on the sane grounds the Commission refused
to permit leather scraps and sole leather to be placed in the
eame class with the same rates, whén it had beea shown that
leather scraps had a value of from 2 to 5 cents a pound while
soleleather was worth 25 to 45 cents per pound. It is signif-
icant that in this cases the Commission adds a cost of service
argument to its decision, stating, "1lisbility to damage in
scrap 1s practically nothing" .(1)

In regard to charging the same rate on second-hand
dynamoes as on niw the Commission held that the carrders could
not be forced to adopt & elassification that would provide
one rate for noe and another for the other. Since it was
shown that the seecond~hand dynamos were for junk purposes and
had no other actual value tne carriers were Bound tep apply
the rates offered on scrap lron. The Commission says:

Its valuz is nmo greater than the selling price by

the pound of the metal which 1t econtains, not indeed as
great since a certain amount of labor must e expendod

even before that price cecan be obtained.(2)

In this same case greater cost in handling the new dynamos

was al;0 advanced as ¢n argumeant In arriving at the above decision. ) G

(1). tlational pachinery "recking Co. vs. 2.C.& St.L.Ry. Co. et al
11 I.C.C. hep. 581.
(2). Page etal vs, L.L. & W.R.X. 6 I.C.C.Rep. 148; 49 I.C.R. 525.






In the case where the defendant railroad was charged
with putting a different rate on window shades than the material
from which they wre produced, the Commission apparently
reversed the value of commodity principle at first, saying:

The items of similar bulk weight, less value and
risk of carriage, and importznt volume of traffic, are all
in the direction of giving window shades a classification
as low as that which 1s provided for window hollands.

The facts of the case showed that the defendant carrier had
been classifying window in elass one and window hollands in
class three of the Official Classification. ¥Then the U. s,
Circuit Court refused to enforee this order on the ground that
it "applied to shades having very high value as to the cheaper
varieties, the Commission gave the case a re-heari and 1issued
a new order. This order permitted the carriers "to restrict
their transportation of window shades at third-class rates

to those limited to a specified maximum valuation at the

point of shipment", thus strengthening the value of the com-
modity principle.(1l)

The Commission held in the lichigan Box Co. vs. F. &

2. ¥. R.R. Co. etal, that & rate on box shooks higher than
that on lumber was unjustifiable since the evidence presented
showed that the weight of a carload of lumber was 36,000
pounds and its value was from ,350 to {800, while the weight
of a carload of box shooks was about 30,000 pounds and its
value only $220.(3)

)- I1.C.C. Rep. 548
). &1

(1
(e .C. kep. 335
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A number of cases have been before the Commission in
which the question concerned the reiative rates on eereals
and their produets. In most of the cases competitive comil-
tions were the main arguments involved but to a certain
extent a difference in value intered into consideration as
justifying a higher rate on the more valuable. The Commission's
attitude seems apparent in its dicision of the question oa
a differential between aoen and cornmeal shipped from liissouri
River points to Louisiana in regard to which it said:

The Commission has as a rule approved a reasonable
difference betwecn any raw material and the manufactured
artigle, but whén the amount of labor, and increased
value, and extra risk, were so comparatively insignificant
as upon grain whole and grain ground, 1t is not found
that ®any very great exirs fréight charge was warrented
by needs of the carrieB, as a protectlon to any industry
or lust to the consumer and vherever the carrier has seen
fit to wailve its privilege of a slightly advanced rate
for ths carriage of its product, and the rate on the raw
material was reasonably low, the Commission has not inter-
fered with that discretion.

In a similar case a differenti2al of 3 cents per 100
pounds as above the rate on corn was allowed in the movement
of corn from the Missouri River to points in Texas.(l) Cost
of service was also advanced in this case. On the same ground
as above cited the carriers vwere permitted to grant a 5 eents
differential to corn tound to the Pacific Coast.(2)

Tje Comnission recognized a sufficient differencs én

value between cream snd milk to justify a charge of 45 cents
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per can for tramsporting cream and only 35 cents for milk.
In thigs case also a higher charge was warrented for transporting
cream on the ground of greater risk and cost.
The evidence in the case of Chicago Board of Trade
vs. 8 C. & A. R.R. Co. etal(l) the defendant
carriers were gitving lower rates on packing house produce from
Sioux City, Iowa, and other western packing centers to Chicago
than they were giving on live hogs shipped to the same market.
They maintained that (1) higher cecosts of service, (2) the
larger traffic in packing house products and the materials
used in these houses such as salt, etc., which furnished return
cargoes in part; and (3) the necessity ot proetecting vested
interests of the packing industry in the west justified the
discrimination between the rates for live hogs ana packing
house products, in favor of tiie farmer.
In its decision denying the justification to discriminate
as described above the Commission held:-
As certz2in articles of commerce, the evidence showd
without confliet that the live hog and its productss are
in direct competition with each other. This only brings
out in a stronger the discrimination that is ma#ie against
the traffic in the live hog as comparsd with the traffic
of the products. Of the two the product is very much

more valuable; it is transported at more expense to the
carrier.

On account of the competition factor between western
and Chicage packe:s, the Commission did not as we might expect

order a lower rate on hogs, but said:-

(E). 4 T1.0.C. . 163; 3 I.C.R. 237.
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rates made by them on live hags should not be greater
than upon packing hluse products.(l)

It should be notec that the railroads in question had
defended their practice on the grounds of "(1) higher cost
of service in the case of live hogs; (2) larger traffic in
packing-house-products, and the materials used in these houses,
such as salt, rice, ete., whieh furnished reiturn cargoes in
part; and (3) the necessity of protecting vested interests,
since large investments had been made iIn the western packing
industry, based on the expectation that lower rates were to
be given its produets". The Commission found none of the points
sufficiently borme out in tae evidence to justify the disdrimination
in favor of dressed pork.

In the case of the Chicago Live Stock Exechange vs.
C. &G. W. Ry. etal, (10 1.C-8. Rep. 428) practically the same
issue as stated in the above Live 8tock Exchenge cese éxisted,
compoicated by the fact that certain roads had extende. thelr
lines beyond the Missourl River while certain others extended
only to the river. "The roads extending beyond the river were
inclined to establish such rates as would favor the traffie
in 1ive stock since in this way shdpments to Chicago would
be entirely over their lines.

The roads terminating at the rive. were, on the other
hand, inclined to establish such rates as favoreu the traffic
in live stock progucts; since if the animals were unloaded and
slaughtered at the issourl river towns, these lines would

share in the shipment of the products to Chicago and the kast."

(1). Chicago Board of irade vs. C.X A. R.R. etal.,
4 1.C.C. Rep. 153; 3 I.C.R. 233,
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It is evident then, that the real cause of diserimination was
coppetition between the two sets of roads. In thés ease, too,
the defendantwad offered the claim of greater cost in the
case of slaughtered meat, as its justification for the lower
rate on live stock. To thie the Commission replied;

Although we think cost in transportatiorn is an
important element, we do not consider it a controlling
factor in this case---- In determining what the relation
shoulé between the rates charged for transporting two different
freight artiecleg, value is often am important factor, but
this is not alone because of the greater risk connected
with the transpertation of the more valuable article.
Improvements ma#ie during reeent years in the roadbeds and
equipment of carriers have rendered the item of risk in
many cases of 1little consequsnce. The value of the article
is important, principally, because of its bearing upon
the value to the shipper of the transportation service;
and the value of the service is, and always has been consid-
ered by carriers one of the important elements to be consid-
ered when fiEing the rates to be charged for transportation.
As stated in the finds of fact, live stock products,
eompared with live animals, are about twice as valuable.

The Commission did not, however, follow this to its
logical sequence but owing to the competition between the two
commodities, deemed it wise to make equal rates off each.

In the case of Shipper's Association of Morthwest Iowa
vs. the Illinois Central Railroad Company etal, besides numerous
other complicating elements mucin stress was laid on the value
of the commodity. The Assoelation called atention to the faect
that rates on grain were so high as coiipsred as compared with
rates on hogs and cattle, that it seemed that such rates "favored
the farmers who fed their grain and shipped the live stock,
and thus discriminated against the small farmers, and tenants

n

wno could not afford to carry stock for feeding”. Thus form
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tyls angle, &g lir. Kammond notes, Li& Hu€sS what
Supll be the rates on raw materlals, (grzin) as compared %o
those on 1te mynufpetured products (hegs #nd anttle).”

16 reags replied that "ldeally” the above reasonlin{

was correct but the "actual conditions of compelition prevented
the roads in question from follewing tiils since"competition
wes the controlling congideration”. ~llhough admitting to a
certain degree the claim of the roads the Commission held thut
the relation between two was “especislly unfalr”. It was
ghown that between 1887 an 1895 that decline in szle on live
stock kad been much greater then on graln apd the Comnission
eld:
e are of the opinlon, too, that the rate on iive

gtock @at the present time ig lower in proportion to t e

service rendered than that on grulne.

In regard to certaln cog oditlies oo1ﬁittlve in character
the Commissiorn hes made & number of interésting decisions in
which the value of the gervice wad @ outstandiing elevent. It
was held that Fearline ould not be discriminated against by
placing it in the forth class while cowmmon so&p was in class
slx. Instead it held ti t Peerline should be placed in class
five and that common B80&D nioule resain in class six. In its
decigion the Commission @ 16 :

~he very great difference in value arnd alpso the
rigsks in case of gerious accident in tine transportatior of
Pearline ng compered gith common soap would iniicate that
that there 1s ground for a reesonable difference in the

freight rates on those two rticles. (1)

(1). Jamep Hyle & 5Soms VS. Tast Tenn. o ReR. CO.
1 1.86.C. Rep. 465
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The value of the cormodity is again the controlling
faector in the case of Coxe Bros. vs. the Lehigh Valiey R.R. Co.(1)
In this case the complainants asked that thekr bituminous and
anthracite products be given the same rate, which petition the
Commission failed to grant on the ground thut (1) “the value
of the anthracite coal was greater and therefore the service
of transporting it was worth more to tlie shipper; (2) the shorter
distance from the mines to the principal market in the case
of anthracite rendered its transpertation per ton-mile more
expensive’. For the same reason, a difference in value, the
Commission permitted a different slassification between "soft
and lump coal used only for domestdéc purposes, and mine-run,
nut, mill and slack coal used only for steam purposes".(2)
Likewise paper bags made of cheap grade of paper were permitted

to be placed in a lower classification than envelopes, though

cost of transporting the bags was less as showam by the complainant {3
In one of the Standard Oil cases(4) "the carrier was

ordered to charge only on the bast¢s of tre weight of the oil

carried in barrels when it charged for oil only, if carried

in tanks and not to charge barrel shipments on tne gross weights".
In regard to that class of decisions in which value

-

(1), £.1.C.C. Rep. 533; 3 I.C.R. 480,

(2). Me Grew vs. Missourli Pac. Ky. Co. 8 1.C.C. Rep.630

(3). Wolf FBros. vs. illeghany Ry. Co. etal. 7 I1.C.C. nep.160

(4). kKlce, 7obertson and Wiathrop vs. tern N.Y. & Penna. K.R.Co.
4 1..C. 131; # 3 1.C.C.R. 162.
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of the commodity was an outstanding feature jr. 1ammond cites

a number of cases. Thus the first case of nop-coympeting com-
modities which were sufficiently similar to be treated alike,
was the decision ordering that lumber and rallroad-tias be
placed in the ssme class since thelr value and the conditions
of transportation were similar.(l) For similar reasons raisons
were held to be discriminated against by belng placed in =
higher class than Californis dried fruits since the market
value ol the rasins was the lower,(2) as was the holding placing
celery ir the same classification as other like vegetables
(e.g. cauliflovwer, asparagus, etec.)($) on the ground celery

had come into rore extensive use sinee the first classification.

regard which 1ls better 1lllustrated by a citation from the decis-
ion of the Commission, which said;

"As a barrel of cablage is three fourths of that of
a barrel of potatoes and its price or value only one half (two
fourths) it would seem that there is s difference of one fourth
in the favor of cabbage. Thiéis is upon the assumption that bulk
and value woulid operate equally in proportion to amounts in
enhancing rates. Our conclusion 1s that the rate on cabbage

from Charleston shoule i one-fourth less than the rate dn

potatoes" .(2)

(1). heynolds vs. Yestern N.Y.& Penna. Ry.Co. etal., 1 I1.C.C.Rep.398
I.C.R. 686.

(2)° Martén vs. Sou. Pacific Co. etal., 2 I.C.C.Rep. 15 2 I.C.R. 1.

(3). fecumseh Celery Co. vs. Cin. Jackson & Mackinaw Rg. Co. etal.

5 I.C.C.Rep. 633; 4 I.C.LlL. 318.
(4). Truck Fsrmerd . of Charlestonand Vaeinity vs. Morthwestern
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commodity 1s to serve in its decisions, thus accounting for a
higher hate on cow peas than common commercial fertilizers,
since such peas were not only mors valuable but were used as
an enricher of the soll and its blades were fed as cattle food.(1l)
ihe result of a similar ruling was ti.e placement of the
"Seheidel outfit", and electriecal apparatus, mainly employdd
in the production of the Xray in the first class with medical
and scientifié instruments,with double first e¢lass rates in
the Official Classification.(2) his discussion of the value
of the commodity as a basis of the Co ssion's decisions may
be well summed up in the case of iilece vs. Cincinnatti,

fashington and Baltimore Railroad (o. etal(3) where the Commission

sald:

In respect to the metihhods and cost of transportation
these commodities (cotton-seed-oil and terpentine) have
a notable resemblance to petroleum products, and the chezpest
of thein is several times more valuable than illuminating
0ll ---~-lotwithstandlil the comparatively low value of refined
petroleum, the amount exacted for its transportation is
in some instances 60, greater than the sum accepted for
carrying cotton-se oi! between the same stations. It 1s
impossible to reconcile such 1iriconsistant charges. The
cotton-se oil rate, in tie cases referred to is not forced
upon the railroad, and it must, therefore be presumed to
be repunerative; but of the lower razte for the higher priced
article ic reasonsile to the carrier, how can the higher
rate for the lower priced article be reasonatle to the shipper.

It seems that the Commission has had in mind the market
value and not the intrinsic value as witnesses certaln of its

decisi ns. Thugs in %amer vs. B.Y.C.and ii. K.R. Co. etal,(4)

y. Co. of South Carolina etal. 6 I.C.C.Hep. 295
(1). 4. G. Swaffield vs. Atlantic Coast Line R.R. Co.etal.

10 1.0.C. Rep. 281
(2). Scheidel & Co. vs. Chi. .W. Ry. Co. etal. 11 I.C.C.Rep.53C

(3). 5 IL.C.Hep. 193; 3 I.C.R. 841
(4). 4 1.C.C. Rep. 32; 3 1.C.C.R. 74.
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in speking of "the modes of packing, the methods of handling,

the risks of transportation,”" of beer 2nd ale as compared with

a certain patent medicine. In regard to the relatéve values

of the two the Commission held that since the market value of

a carload of the patent medicine was ;5400 while a carolad

of beer or ale sole for about ‘1800, the defendant was justified

in classing patent medicine in first class for less than carload

lots and third class for carload lots, while at the same time

placini be@r and &le in third sand fifth eclasses as it happened

to be in less than carlo lots or carload lots respectively.

The commissioners said:

he value of &n article to thie manufacturer is the

price it eommands and it seems only reasonable that the
carriers should take into account the market value, a thing
generally known and easily ascertained, as one of the
conscilliations In arranging their classifications and
fixing the rates a ecommodity should bear, It 1is not seen
that the relatione thal any specific eommodity whould bear
to other commodities for classification purposes can be
arrived a2t in any other practical way.

The same distinction was made in the case where a manu-
faeturer who sdvertises hé&s soap as a toilet soap yet sought
laundry soap rates thereon as it was of the same grade. The
Commission aeld that the price he was seekin; the market was
the determining factor in the valuation of the soap.(1)

In certain cases where value of the commodity kas figured

the Commission has taken cert=2in social conditions into

consideration. In regard to fixing hay rates the commigsioners

say:

(1). Andrews 8o0ep Co vs. Pittsburg, gincinatti and St. louis
.. etal. 4 I.C.C. p. 41; 3 I.C.Lh. 77.
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the question of cost to themselves and value to the owner of the
property earried but every consideration of a publie nature which
cap fairly bear upon the question of publie usefulness. The
whole subject is one exclusively one of diliseretion with railroad
managers and the officials of associations who are brought directly
in coantact with the busineszs itself and with the people whom

they serve, that they are not expected to refer to legal counsel
upon questiong of classification but could assume that such a
question was altogether aside from this proper service snd would
be much more likely to consuly with merchants, manufacturers and
others who are to be patrons of these roads than with one whose
business was to deal with legal questions and not with questions
of discretion and purely business managemant .(1l)

In regard to cost as a basés for railroad rates, the
question of determination of such costs immediately arrisges.
Profesgsor [lamrond declaes that "if the theory of eosts of service
is empooyed in explaliing the principle of railway charges; the
term "cost" must, undoubtedly, be used in the sense of joint
costs.(2) 7The Commission early held that the cost of serv?ce
principle was not applicable to railroad eharzes. "While gost,
as 1t has been sald is an element to be taken 1liito aecount in
the fixing of rates and one of the very highest 1mportance, it
cannot, for reasons well understood, be made the rate-basis,

but it must in any case be used with eaution and reserve.

(1). I1.C.C. Report (1890) p.169

(2). Rallway Rate Theories of the I.C.C. nammond- Q. .J. of Ec.
vol. 25 p. 40; Taussig in Q. J. of Eeon. vol 5 pp. 438-65.
Reprinted in Ripleyks "Reilway Problems", pp. 127-44
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the Commission justifie. a higher charge on strawberries thz;n on
cabbagea and potatoes shipped in bulk, in the following language:

'the rate per ton-mile under the charge z2bcve
perscribed of six cents per quart will be very much higher
than that demanded by the carriers on ordinary freight.
Relatively higher rates on strawberries, however, appear to
be justified by the exceptional characéer of the service
connected with their transportation. This exceptional service
is necessitated by the higher perishable character of the
traffie, requiring refrigeration en route, rapid transit,
specially provided frains, and prompt delivery at destination.
There is algo involved in this extra trouble, in handling
ahd receiving and delivering points, extra facilities at such
points, the "d¥illing" of cars in & train, reduction of
lengths of train to secure celerity of movement, partially
loaded cars, the return of cars empty, and perhaps other in-
cidentals"”.

In Georgis Peach Farmer's Association vs. Atlantic
Coast Line Railroad Co. et al(l) the above decision was followed
in genersl but the Commission was not willing to permit charges
to be raised as value increcsed, for purpose of insurance. It
did admit the justification of this point in a subsequent case

where it said:

(Damage in cas e of 1live stock) (was! an "incident
ir. the transportation of the commodity which may properly bee
taken into account by the railroad in establishing tariffs".

The Commission held in J. K. Farrer et al vs. Southern
Railroad Co. et al (1l I.C.C. Rep. 632) that on account of the
differences in thie cost of service, the road was justified in

charging a higher raete on dressed timber-- because:

The dressing of the timber results in a comparatively
important waste of raw material, which is by that amount loss
of tonnage to th carrleB, a duplication fo terminal expense,

@ loss of time and increase of expenses by reason of delays
in the through shipmént to destiaation.

-

(). 10 I.C.C. Rep. 255.
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Lgain, the Commission has given consideration to cost
in the case of carloads as compared with less than carloads lots(l).
In conclusion fo the analysis of cases in which cost has been a

faetor it seems fitting to note this conclusion of the paper upon

whose study the above analysis is based.

-==It is plain that wefind that the value of the service
is merely equivalen to the well-known monopolistie principle
@8 mharging that price which will yield the largest net return.
It is also evident that the Inte rstate Commerce Commission
could never consent to the use of such a principle as a basis
for determining reasonable rates. The great advantage which
cost of service has over yalue of service, is that it furnishes
a concrete gtandard of measurcment. It states a quid pro quo
as a reason for amsing & charge. It is a standard of reason-
ableness which has been adopted in all of our economic
relatbons to make charges less tiuan costs would mean that
other commodities or other industries would have to make up
the deficiency, or else the railroads of the country would
run at a loss. 10 charge more than costs, or the other hand
woulc mean that the railread industry was forcing other
industries to surrender to it a portion of their legitimate
earnings. The fact that it is universally accepted in other
transactiong as a test of reasonableness explains why the
Commission has naturally turned to a consideration of costs
when the equity of a given rate has been brought in question,
and it also explains why the railway officlale have naturally
made a cost service their defence whien their rates have been
attacked. =---That there are obstacles--inseparable ones--
to any direect determination of the costs oi performing a
specific service in transportation no one familiar with the
subject will deny, it has heen by means of a dircet determination
of costs, however that the Commission has sought a solution.
Them method followed, as we have sean has been that of comparison.
Thés ascertainable cost of moving a certein commodity has
been compared with the cost of movin. the same commodity in
a different manner or under different circumstances. This
meth:od of comparative costs does not yield absolute accurate
results but it is often sufficient for practical purposes
and we must remember that &conomics, likelsw, does not concern

itself with trifles(2).

(2). rnailroad Lare "heories of The Interstate Commerce Commiseion,
by ¥. B. itiammond, Guart. Jour. of kcon. (1910) vol. 25, p. 531
(L). C. /. Barrow vs. Jason & (fiss. Valley RR. Co. etal, 10 TG =Gk
Rep. 333.
Buckeye Ruggy Co. vs. The C.C.C. & St. Louls R.R. etal;
9 I.C.C.hep. 620
W, S. Sehofield etal vs. Lakeshore and !ichigan Southern Ry. Co.
2 IT.C.C. Rep. 90.
Harvard Co. vs. The Penna. Co. etal;4 I.C.C. Rep. 212.
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RATE MAKING ABROAD.

The fallacy of snalogy is truly a fallacy since
analogy is so laden with the danger of comparing the incomparable
and drawing conclusions. It has become known as the "patent
medicine"” argument. However in this brief statement only a general
perspective of the rate systems of England, France, Italy and
Cermany will be considered in an attempt to portray features c
common and peculiar to these systems.

British passenger service yields practically one half
of the revenues of the British hoads, having increased by about
5.4% annually from 1854 to 1894. The proportion of the total
revenue yielded by the passenger service in relation to the total

is greatef than for @ny other country in the world

1855 1865 1870 1880 1890 1900 19056
7 T ¥ ¥ v v T

] ] ' ] ] 1 1

Percentage of passenger
recelpts to total income '49.7'46.2'42.8'41.5'42.9'43.3'42.9
| ] L] v v ] [] []

] ] ] L i T L}

Fercentage of freight i
receipts to total income L '53.5'54.6'52.8"51.0'49.7

In their passenger as well as thelr goods traffic,
the Eritish railways have in the main not followed the cost
of service principle of rate making. They have usually madée
rates according to wnet the traffic would bear,(l) both as
to the present and the future. Their managers have, therefore,
generally made rates in order to sscure traffic. They have
understood well that for the most part, it costs less ger
unit to carry a greater number of units of traffic. In prac-
tically no instances, however, have they 6ffered the public
2 rate so dow a8 not to cover the cost incurred by the rail-
ways in hauling the additional traffic. The British railway
managers have known that it is most difficult, if not really
impossgible, to ascertadtm exactly what each unit of service

(1), acwart, FElements of Ecomomics.
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costs; and they have aleo believed that such a bagis of rate
making would not be entirely fair, could it be accurately
known. They have made rates on the principle of tha value
of the servic@, and they have proved that such principle
may be administered with a fair amount of justice to the
public."

It amy be noted here that 3British clasgification of g
freight 1s very simple still. he act of Parliament known as
the Rallway Clauses--Consolidation Act of 1845 provided cers$ain
maxima which held untilc changes of the Board of tTrack and Parlia-
ment in 1891-92. In this period the railways were practically
their own masters in making rates ana classifications. The length
of their haul 1is very snort, with an average of from thirty-one
to fifty miles ag compared with two hundred and forty for the
Uniteu 8t . he Britisii roads have also a large volume of
finished high grade commodities to hxul and much of th#s has to
be carried at high speed. uch traffic carried by the express
companies and parcel post is carried dy the British railways.

In connection with length of haul it waould be rememberec that

the terminal collection and delivery costs are thec same for long

as for short hauls. The Eritish freight service is not so expemsive
as it might appear.(l)

In regard to interline traffic the British railways
established a @learing house as early as 1842 to manage this
traffic. Under this arrangement there sprung up a "clearing-
house classification" so that when the 4Act of 1888 was passed

depanding a simpler classification thisz classification was offered

almost "in toto". An unusual provision was embodied in the Act

(1). Acworth, Elements of Hailway Economics. TFor full discussion
88e knglish Railway kate Question, J. Favor, Q. J. Econ. vol.8,p.280
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of 1894, to the effect that a railroad had to prove the feason=-

ableness of any increase over the actual rates in force on

october 3, 1892.

These are some of the most outstanding peculiarities of
British railways when comparing them with those of the United
States.

In speaking o1 the Commission created by the Act of
1898, Professor Raper says:

During the decade of its operation the Commission
congidered two important classes of cases: (1) Those which
involved increases of rates in order to bring an end to an
end to an anomalous conditicn; and in these cases the
Commission decided in favor of the raitways. (2) Those in
which the railways claimed that an increase in cost of opera-
tion necessitated an increase in certain rates. Wherever
the railways proved that the increase in the cost of service
was presumably permanent and in fair proportion to the increase
of rate, the Commission allowed the increase.(l)

The sbove 1indicates that in justifying changes in rates
British railroads often have their claims for charge on the cost
bagis. Yet the Commission has not laid down 2 rule on what should
determine rcasonableness. It must always be proven. Even the
decisions of the Commission are not always consistent. Thus
the decision that rate competition did not justify a preferential
rate to foreign goods over domestic in the Budd case of 1890
was reversed in the Liverpool Corn Trader’s Association vi. the
Great "estern Railway two years later.

It 1s not entirely far fetched to mention here that the
British Commission has one a great service to the Empire and
shared a greater dignity than our Interstate Commerce Commission
(1). Railway Transportation, liaper, p55; also see Control of

Railroad Accounts in Leading Huropean Countries, A. il. Sakalski;
vol. 24, p. 474.
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of the first class to decrease and the bkhird to increase i8 evident
there too, until in 1905 the first class composed 4.4f; the second
24.75 and the third 70.9,.; "and these percentages have not varied
greatly in many years".

As to comparative folume of passinger and freight traffic,
"in 1900, and this may be taken as a fairly representative year,
tiie passenger service ylelded 44.7, of all the income while the
freight service's portion was 53. with 1.7 from miscellaneous
sources" .

Classification has been most difficult owing to the
variety of commodities composing French traffic. =the cdassifica-
tion consists of four groups by the concessions of 1842 with
Brescribed maximum statuatory rates.(l) These remain as the
maxima to the present with actual rates varying below such maxima.
Such variations are subject to the scrutiny of the Minister of
Public Vorks who supresse@ them and who for the sake of justice
to the shipners and finance to the government, has meant a com=
parative rigid system of actual raies upon a kilometric basis.

The Minister has, however, allowed variations to foster certain
local industries against certain imports. As an example of rates
on the kilopmetric basis, "the rates, including taxes, for all
merchandise hauled at fast speed were in 1884, upon the lines

of one of the efficient companies; The fastern, as follows:

ip to <00 km. 40 centimes per ton (me}ric) per km.
From 200 - 300 km.38 " ' B
From 300-40C km. 35.8 "

Over 400 Kme « « 33.6

" ¥ fn 1)

- - - -

(1). French Wethod of Contralling lailroad tes, ¥. H. Buckler,
. J. Econ. VvoOl. » De 279.
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In rejard to the theory behind French r:tes, Professor
Raper says;

The French classification anu skedule of rates have
been upon tne whole mopé complicated than those of any other
country. Tney also have been based upon what the traffic
would bear(l) =-upon the value of service; and this is every
where a fairly complicated principle of rate making. There
wore in 1879, when a reforn, for the purpose of securing more
simplicity and some reduction in rates, was inaugurated as
many &s 1854 special traffics. The governemnt now established
six elasses fo freight treffic for the slow service (petite
vitesse), uniformly applicable to all of the companies; and
formulated standard rates for each class with variations
according to tne nature of the goods, their bulk and the
distance of thekr haul. For the fast (g¢rande vitesse) service,
the standard rates were now rade uniform, though its traffic
remained unclassified. Further uniformity and simplification
were made in 1892 and 1595, (Attention should be called
to tapering rate or bareme as applied to French rates. This
is explained in Italian r:stes also).(2)

Stretification of Passenger traffic into four, mostly
three classes, is found in Italy as in France and fngland, the
third claess in Italy containing about 76, of the traffic in 1899.
the kilometric basis of rates already explained in France is
cemmon both to freight and passénger traffic in Italy. In 1906
the revision established amoung @ther things the "tapering system
of rates". <“hat is, rates shall incresse with distance or length
of haul up to a certein limit. Préor to 1906 all rates had been
baged upon a kilometric basis. Now three divisions were made:
(1) distances up to 150 kilometers, (2) from 150 to 1550, (3)
beyond 1550. For the ilrst division of traffic all rates were

fixed upon a rigid kilometric basis; the field of the second

(1). French #ethod of Controlling ii.l.. Fates, . H. Buckler,

. Jo of Econ. vol. 20, p. 284. .
(2). Control of liailroad “Accounting in Leading kuropean Countries,
L. ¥W. Sakolski, Q. J. of %con. vol. 24, p. 789.

For discussion of tapering rates, see Railwsys in New ~-eland,
. W. Stuart and J. E. Llessignot. &. J. of lcon. vol. 23, p. 652
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(1). 7he Raidway Situation in Itzly, Filippo 4ajain,Q. J. Econ.
voli. 32, p. 618
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of Italian traffic; and for these the zone gystem hys applied
to both distance and weight; for special slow service, only to
distance. Certain conce:isions have been made to discourage certain
imports and encoursge certain exgorts.

Geriin passenger tfaffic is divided into four clasges
or five iancluding the socalled "military" class. almost nine
tenths of the traffic is included in the third and fourth groups
or cligses, the two clagaes combined amounting to 69.64 of the
total in 1860, 75. in 1875, 87.9 . in 1891-92, and 88.6% in
1905. Trips 2re short in Germany and the value of trips per capita
is small. The ceneral tendency has been for railroads to stand-
ardize r2ilrosd psssenfer rdtes on a per passenger per kilometer.
bagis. After 2 long =2trugile the reform of 1907 brought about
uniformity in rates dividing the new standard into express and
ordinary rates. It should be bourne in mind that German and
Europsan paseinger service in generzl does not provide for baggage

ag in An ica.

out ati uniform classi-
fication =nd rates. It recognized and created two general groups:
(1) express and (2) slow service basin_ the rate on distance
basis of charge per ton per mile. gain, German railways make

2 distinction between 'corwveyance charges" and "terminal charges".
jowever, 2t present in actual practice considerably more than
half of the freight traffic is carried at exceptional rates.

}n Prussia 59.1% of all the traffic in 1882, 61.3» in 18895,

46.8% in 1890, 45.65 in 1895, G4.2% in 1900, 64.3 inl906, moved







on special rates. "In 1910 there were 27 exceptional commodities
and 31 special seaport classess" e, of course, included the
raw material like ores, wood, coal and 0ll. This raw material
class includes or removes at a special rats of 2.2 pf. per ton
per kilometer for distznces up to 350 kilomet » and 1.4 for
longer hfiuls. Its terminal char es are 70 pf. per ton.(1)

A failure ©o follow policy of thg theory of distznce
rates or to adjuet them is the resul§ of a desire to foster Gerpan
commerce by offering exceptional ratas to raw materials coming
in and from the sources, and to exported finished products.

gain, the keen competition of Belgiam, Frencn, and Dutch carriers
brought the exceptional rates.

The rigid distance rate seems to be very simple but
has not proven very efficient in Germany. Still when the socalled
exceptions were introduced the system of rates was greatly
complicated until in 1912 it wouldld require 915 volumes to contain
the complete set of all tariffs of all railroads in the Empire.

In 1908 for goods alone thers vere 798 tariffs - 209 for domestic
commodities, 392 for goods hauled between Germany and forsign
lands, 107 for foreign comirodities carried through Germany; for
live stock, 120, anua for coal, 87. Carload lots move at less
than smaller quantities. The multiplicity of tariffs ana the
complesity of rates has brought into existence in Germany the
"expediteur" alresdy observeu in Italy and France as serving as

& middle man or shipping agent.

(1). Control of Railroad fccountg in Leadin uropean Countries,
A. o Sakolski, n. J. Econ. vol. 27, p. 472.
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The strict rate distance has forced Berlin to bring
her fresh foods {rom a small area as compared with lIew york.
Again it has encourcged the use of foreign coal iIn lorthern
Germany when domestic mines abound in Southern Germany. Perhaps
the tapering rate would greestly alleviate the high distarce rate
and bring many parts of (erwany claser together is the comment
of Professor Reper.

In conclusion it may be added that German freight service
i8 not 80 good as its passenger service which doubtles:s enjoys
sope of its economy and etficiency at the expense of the freight
service. Attention whould also be called to the part of canals

in the German system of freight transportation.







THE POSSIBILITY OF THE ALLOCATION OF COSTS.

During recent years the various states, local and
federal govermental bodies have taken steps to regulate rates
for service performed by the various public utilities, comprising
railroads, both steam and dlectric, telephone systems, electric
supply systems, gas works, and practically all other varieties of
public utilities. "The Interstate Commerce Commission as treated
in the previous section is a federal body which has jurisdiction
over the subject of interstate rates and service, d4.e., where
the proj;erty and service of the utiiity extend across the
boundaries 6f one state into another-~--- " "The first question
which naturally arises is: ¥hy are utilities which belong to the
highest order of industries necessary to human comfort, and in
which the investment 18 usually very great, Babjected to regulation,
while other industries, some of which are even more necessary
to human existance than the public utilities are mot regulated?
¥hy 1limit a streetcar fare to five cents and allow the butcher
to charge twice this sum in excess of & normal profit on a single
pound of his merchandise? The former is not a vital necessity
while the latter is".

"The answer (to this question) lies in the fact that
all governments whether local or federal have granted unusual
privileges to public utilities, and thereby place the utilities

under an obligation to take no more from the public which is the
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glveer of these privileges, than would represent a fair return

on the value of the property". This latter statement is the very
crux of the question under consideration, namely the determination
of a fair return with eost a s the basis. Among the privileges
granted to public utilities are: (a) the right of condemnation

or eminent domain; (b) the right bo use public streets and highways;
(c) and the granting of privileges which place the utilities
beyond competition and make it a monopoly. In the discussion

of the theoretical side of the question the tendency of railroads
toward monopoly has been discovered. Such a grant as this latter
would alone warrent government control. Yet in the face of such
favors the utility 1is left to work out its own destiny in the
particular locality where it is located. "The value of a street
railway plant resides mainly in two facts: (1) it is an operating
business which has cost a @ertain amount of money to install and
develop, (2) and it has become a regular part of the 1ife of the
community." It is a case of vast fixed capital and when it falls
into 111 favor or has other misfortune it cannot simply move to
another location as in the case of the butcher.

"wpom all of which it is obvious: (1) that a public
utility is subject to regulation, bpth as to character of service
and as to the rates charged therefor; and(2) that the raztes 8o
fixed must be sufficient to pay all the reasonable costs of per-
forming the service stipulated and also to pay a fair return
on the investment." In answering the question of the expediency

of granting a monopoly to one company rather than all@wother
companies to compete and thus determine a competition rate I

wish to again refer to the disastrous rate war of the seventies







and again state that history has proved the expediency of com-
petition rates in steam railways. Furthermore it would cost the
public less actual capital since it would eliminate needless
duplication of equipment.

It is obvious that such monopolies should not be granted,
with the attendant privileges, urless it 1s for the welfare of
the community. If the giwen utility is a vital necessity to the
public and justly warrents the appellation, "public utility,"
&éven though it cannol be reasonably expected to pay an inducive
or even a returm to cover costs, it may be expedient for the g
government to subsidize such an industry. This seems more
expedient and equitaktle than simply permitting tke industry to
charge a rate which will place the entire burden on a few who
actually use the utility while the many who benefit ircicentzlly,
by the 1increased value of property, and the inckessed general
Jsrusperity, 7o free from the burden. It may be argusd that such
. proposition is vased on a confused soneeption o the inciderte
o such o burdén, that it is8 only too obvious that laborers and
merchants and the &artificers will raise the prico of their
products by the amount of the enhanced rate they must pay, thus
passing the burden on an:d diffusing it amoung the whole ncopie.
However, all students of economics now recognize the fallacious n
nature of this "diffusion" argument whether it be in the question
of taxation, where it was stated by its acvacates that it made
no difference where tax was placed forl in the end it would diffuse
ameng the whole poeple, or whether it be in this question of rate

making for public utilities.







This leads to the fact that whether the railway or
public utility is sufficiently productive t, pay the cost by
means of an income actually earned by rate charge to those actually
benefited or whether any such cost must be defrayed by govern-
ment subsldy, it must be forthcoming and furthermore, in either
case the turdenm is upon the public.(l) It is not the object
of this paper to discass the most expedient manner of distributing
this burden yet is to be noted that this is a vital question
growing more acute daily.

This is a soclety of private property holding. A man
has the privilege of choice of occupation and the holders of
capital possess the cholce of investment. In a previous portion
of this paper the differential nature of economic rent has been
discussed brieBly. Notably is economic rent a differential item
but it 18 held by the more modern sriters that the rate of interest
on all capilal is of the same nature and determined by the marginal
productivity of capital. It is only too obvious that the basis
for this is that all capital investments are not equally productive.
In a soclety of pyrivate property holding it is the privilege
of the holder of capital to choose the investment into which he
will invest his capital. Since thee days of Adam GTmith the deter-
minant has teen rscognized to be self interest. If then it is
the margin:l cepital which determines the rate, and the marginal
capital 1s the capital which barely returns the principal but

no interest, and, should railroads bs below the margin, it is

(L). P. w. Tausslg. "A Contribution o the Theory of Rates."
Quart. Jour. of Econ., vol V, p. 443.







only too obvious that investers will not invest therein. It
seems then that coat must be a determinant of rates if private
ownership of railroads is to continue, and even though the gov-
ernment s8aw fit to own anc operate, or to operate them, cost
nust not ge unconsidered. It is argued that the investor should
receive a fair return on hie capited. Hfow then is such a fair
return to be determined unless first we know the cost? How is
jJustice to be shown to all those benefited anless the service they
receive bears a just relation to the cost? It is not the
intention nere to hold that value can be interpreted entiresly
objectively, however, but to point out that to ignore cost is

to seek to find the unknown in terms o1 two other unknowas.

Ther general theory on which a fair income from the
omnership and operation of a public service corporation is
bagsed, is that the money, leglitimately and properly invested
by those undertaking the enterprise, shall bring a reasonable
return from the iroment of its investment; that this rezsonable
return shall continue so long as the invester's funds remain
in the property; that the investrent s8hall be msintained
constantly at its original ¥salue except when withdrawr by the
investor; that all subeequent funds invested in additiong to
or increases in plent shall be protected in tle same manner
28 the orijinal investment; and finally, that a "reasonable"
return on this clasg of investment shall be greater than a
"reagonable" return on bonds or other guarenteed securities

of the character issued by stable governmer.ts or prosperous
municipalities.

The statament guoted above would duely care for all items,
warrenting a sufficiently high rate to cover depréciatien, and
rigk and sees no reason for condenning a reasonable surplus since
all years are not lean and all are not fat, but the investor
will be guaranteed a fair return in order that the use of his

capital may be retained.







the same author quoted above declares that in order to
make a plant pay from the beginning, "the valuation(l) of the
plant made at any time must be the total ariginal cost together
®with certain cadditions and subtractions: the additions are:
(a) Losses of allowable income sustained during @nproductive
years. (b) Additions to plant. (c) Cost of replacement of
wornout or retired equipment. (d) Depreciation funds set aside.
The subtractions are: (a) Profits in excess of normal allowable
income. (b) Apparatus, buildings, distribution system, track
and all portions of the plant which has been destroyed, removed
or taken permanently out of service for any reason. (c) Dep-

reclation in plant values"”.

(1). Sakolaki, A. N., Problems of Railroad Valuation,
Economic Review, vol. 8 (1915)

Samuel Dunn, Veluztion of Railroads with especial reference
to Physical Valuation in iinesota, Journal of Political Economy,
vol. 17. (1909).

A A. BRerglund, Valuation of hallroads in the State of Washington,
Jour. of Polit. Econ. vol. 2F. (1913)

J. S, Adamg, A Valuation of Railroads for Purposes of
Taxation. our. of Polit. Zcon. vol. 23. (1915)

Edward L. Swart, Rallroad Valuation as a Tool, Jour. of
Polit. Econ. vol. 28, 01920). This author estimates that a fair
return (5 1/2%) should be yielded on investment.

Plerce putler, Valuation of Rallway Property of Ppurposes
of rate regulation. Jour. os Polit. Econ. vol. 23 (1918)

. Z. Ripley, The Investor in Railroad Valuation, Jour.
of Polit. Econ.







Certainly the constderation 0 the above items

- . . K
t be included in the fixins of rate but unless the utility

has a distinet ang peculiar .
the fact that furds are inve::::f:Zet: i i -
but if the people recognize th e T

at such a utility is worthy
of privileges and desirable Such a guaranéee of return must
be forthecoming to retain the investment.

Rate making is not a simple arithmetic procass

but is a compoex amnd difficult science and even an art.
®ven expert engineers disagree on such items as (a) the value
of the property, including equipment and intangible charges;
(b} the amount of the dfpreciation-- both accrued and to be
allowed@ for the future; (c) the reasonableness of certain
charSes set up in the cost of operaticn; (d) and the amount
of losses sustained@ in the initial stages of operation of
the utility, if any: i.e. the socalled "Cost of Establishing
Business" or 'Going Value". If the mere settlement of these
matters was all the determination of the rate would be easy,
but not all cervices are equslly valuable nor entirely similar.
Rates must vary with the commudities in question for not sll
fireight traffic can bear 2n equal rate nor does all freight
traffic cost the same to transport it, nor does the current
used in a motor bear the ssme rate charges 2s theot msed &6r
It is evident then that local conditions cannot

illumin&tion.
be ignored since the utility and the community are mutu©lly

interdependent.







One factor which greatly complicates r.te making
is the necessity of predicting the condition of the utility
and the population which it will serne for some years in
advance. It is not practical to make a new rate based on
cost for every article transported. In order to 5ss8ist and
eicourage business, the rate charged must not only be favorable
in amount but st=ble. te wors tended to producer@ow rstes
but most unstable and uncert=in rates which tended to demoraligze
and even paraoize certain business because of this uncertainty.
For the same reason that business may deflend upon a decision
of a court =s establishing a stable opinion on the particular
question so must rates be stuble for at least a period of time.

Thus in most cnses where rates zre fizxed by regulatorg
bodies, they are fixed for five, three or a shorter period.
"In order to determine the rates therefore, it is necessary
to decide on some uniform rate which will yield a return
to the company durin;: the assumed period, sufficient to meet
all operating charges plus the allowabge net profit on the
average investment." It is necessary in making this prediection
to determine, (a) the growth of populatior; which may resson=ably
be expected; (b) the increase in the amount of service which will
be required per unit o7 populstion; (c) the increase in the
eguipment which will be reguired by the utility to render the
service which will be demanded of it; (d) and the cost, per
unit of service, for all operating expenses, averagina over

the period over which the raste is to applyl




2




In determining the probable increase in population
it will be necessary to study the growth during prior years
and by getting an =verage for a reasonable period, extend this
prediction by growth cerves, carefully modified by curves
plotted from similar comiunities. In the record item mentioned
above the service demanded ner unit ef population must depend
upon investigations of like utilities in other eountries oz
similar circumstances snd in other similar nearby locallties.
This leads to the conclusion of the probable'load"™ demand:d
which is determined bty multiplying (a) by (b) in the above
statement. Iastly comes the actual problem of alloeating
costs to the various branches of service, and then to the
various commodities transnorted.

"The rate of return for a publie utility may be
fixed in accordence with one of three corditiong which are;
(a) that it be just high enough to avoid confiscation,

(b) that it give a reasonable return, (c) that it be higher
than either (a) or (b) and dictated by expediency. O0Of course
the rate of any utility in different communities would very
greatly. Thus the rate which esciapes confiscation has been
variously fixed by differentt courts. One of the earliest

and nost celebrated crses was that of the Knoxville Vater
Company in which the court d=cided that a 4% return, with &an
additionsl 2/ allowance for depreciation, was not confisecttory,
therefore the fnoxville Water Company could obtain no relief

in the courts and its petition for a higher rate was denied.







more recent decisions place the rate at 6% plus a ressonable
depreciation allowance.

It seems that due to the fact railroads are duly
protected by monopoly rights that investments therein sre
as safe as those in any form of enterprise or securities,
with the possible exception of city, state or United States
government bondse. arthe re, these public utilities have
always had recourse to the courts for aany real losses. For
these reasons it seems that the proper rate of return on
money invested in ary form of enterprtse pertelting of the
nature of a publie utility, should be only a reasonable interest
rate, plus the amount necessary for paying the owners a small
percerntage, speculativa returms,
sudh as might rationally be applied to other forms of investment
in which the funds are less re. An expedient rate of return
may be a fixed te, say 8%, on property value. This must
take into account the rate =1 which the utilities must secure
funds with which to te. In the gas company public utility
several unique schemes fo the slicing rule itype have been
devised which would share the lessened cost advantages due

roducer.

Among the schemes are the socclled "London Sliding Scale”
and 'Houston Bonus System". Thase are not entirely different
form the socalled "Plumb Plan" of operatiny the railroads.

In the making of trrmway fares the question is not

extremely différceidt of solution. WMost of the Buropean tramway







systems ere divided into zones, and the fare is based on a
unit charge for passing through such zZones, or what is the
8ame thing the passénger pays an amount proportional to
distance over which he is earried. This is entirely different
from the American plan of charging the same fare for a long
haul as a short hdml. This is tkue of the Buropean railway
systems as previously noted. Such seems contrary to American
public poligcy since European cities are already as thickly
populated and the adjacent country as thickly built up as they
can ever be while the American palicy is to have the suburbs
populated.
Theoretical rates for street cars are the easiest
of all rates to determine, but much theoretical figures are
necessarily subject to modification, in order to be adopted
to the locality and within some reasonable subdivision of
our unit currency. As an example of this, usine {he same
authors figures, consider a street railway having an original
value of $4,887,500 the resl1 estate 181,000, and all the other
values $583,200.
"The accrued depreciation, net, is $862,000. The
net value of the aroperty them is ¢6,651,700 - 862,000 -
4,789,100,

Annual operating expenses, total including taxes..s1,520,720

Depreciation, 2% on §4,887,500 « » « o o o o « o o 146,626

Net return, 8% on 54,789,100 o « » o « « « » « o » 83,128

Total gross income NECESSATY « o » o o o o o o o =32,000,473




ST

\




The railway has certain sources of income outside that proceeds
from passinger traffic, suchas rental of advertising privileges
in cars, power sales and possibly others. The income from all
these sources is 340,000 per annum. Deducting this from the
gross required inccme, there remains $29010, 000 ahich must
be secured from passenger traffic.

g

he approximate number of passingers for the year

is estimated at 34,532,000. Hence the theoretical fare would

23
- (e L

be: 2,010,473 - $0.065822 or 5.822 cents.

Z, 522,000 -
It will then be necessary to work out the fare most practical.
If the above fare were six cents then the return would be more
than 3% too high. Therefore it seems best to charge seven
cents for cash fares and five cents for tickets, ete.

The fundamental principles thus laid down are suf-
ficient introduction to a discussion of Bosts and possibilities
of their allocation in the railroad industry. The first step
in rate meking is classification(ll. The first step in class-
ificetion comes in the divisiin of passénger and rfreight
services. This is of course a very simple matter. 7%Then
follows that grouping of commodities in classes accordingly as;

{the) commodities are crude, rough, or finished; liquid
or dry; knockéd down or set up; loose or in bulk; nested
or in boxes, or otherwise nacked; if vegetables, whether
green or dry, desiccatec or evemporated; the market value
and shippers’ representations as to their character; the
cost of service, length anc¢ direction of haul; the season
and m-nner of shipment; the space occupied and weight;

whether in @arload or less than carload lots; the volrme
of annual shipments to be caldulated on; the sort of car
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required,whether flat, gondola, box, tank, or special;
whether ice or heat must be fernished; the speed of trains
necessary for perishable of otherwise rush goods; the risk

of handling, either to the zoods themselves or other property
the weights, zctual and estimated; the carriess risk or
ownex: release from dame~e or loss. All these circumstanees,

bewildering ae they appear to the laywen, are comparatively
simple to the expert.

When such a groopins of commodities has been effected
the next step is the actual determination of charges for each
group of commodities. The problem of separating passenger and
freight costs has taken me inconsiderable amount of the attention
of accountants,

In the instructions laié down by the Commission as to
the apportionment of sosts between passenger and freight service
there are three general principles followed. Such expenditures
as may be definitely and accurately allocated should be reported
separately. Such expenditures s may not be definitely ané a
accurately allocated, but are smseeptible of spportionment
on some basis which will approximat@ly represent the facts,
should be pro-ratedq Such expenditures as those which defy
any accurate or even approximate allocation or apportionment
should be reported as "undivided, the Comm&ssion to later dete’mine
or as needed in special cases, how the undivided items should
be split between the two classes of services

Examples of the first group of direct charges includé
wages of locomotive and train crews, ard cost of locomotive
fuel. The second group includes such accounts as station service
where a part may be directly allocated and the remaindgr must be

apportioned on the basis of "man hours" and "locomotive hours',
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The third group of items include such items 28 these found in
the maint ‘inance of way and structures accoynts. among these
would be the renewal of ties , ®ails, ballast, amd all items
classe as general expenses.

I2inten®nce of Way items present %l.e greatest problems.
All charges not ortioned directly or déirectly allocat.d
are to be aprortioned or vardous badles. Thus all of tie iteps

o

of surerintenderce is to be resorted

+ 58 i -

allowation - ] " -r

loconrotiw

H&nd

each el o lcg E L
i s

miles.

In vsrious hesrincss the trend of opinion has favored
the bazes of separation in generzl , but the feraratin of in-
tenance of way expenditures hme raised a storm of crirism and
varied opinions. (1) Three grouvs of factors affect this group

(1) Separatior of RaTlway Coslt bet.een Freight “nd Pas“enger,
J.H. armeles, o Jo Of Eecor. «352, Vol. 34.







nsmely, natural deterioration caused by the elements; Wear snd
tesr caused by locomotive =nd cur use; and stand-rd of maintene
ance. As to the varied ppinions, it was estima' ed in the Buell
case that 2Z per cent. of repairs ansd renewals were due to the
effect of the elements, Thile Woodlock estimates that 90 per
cent. of the mmintenance of way repairs is due to natural de-
terioration. Jo great value comes this division at best andt:ie
Interstate Commerce Commission Classification completely ignores
this feature.

The wedr and tear of ro ed, track, structure =nd
trestles, as w=2ll as culverts ete, is due to the action of lo-
comotive and car wheels. This item i affected by the design
of the locomotive and cars as regards to length of rigid struc-
ture, counterbalances in driving eels, quality of :prings

and riding characteristics of t

. in, the lehgth and
w=ight of ! - e .
- _Bars,
- , Suburbsn, braneh Tined
od -
. of verage freigh

- 5 the weight
of the avernge pasienser tr , and the former h=s asbout
six times the number of cars. (1)

Thg relative speed offi pascerger snd freight train:t
is another factor in the apportionment of costs between paldengsr
and freight service. Studies of engineers on this subjec’ as
beating oy the apportionment of costs were brought out by _r.
George Te. llartin in the Buell c while the same time

(1) Separation of Railroad OpEEafizg ‘Xpenses Between Freight
Bnd Passenger s, i/.J.Cunninghar, Q, J. of con. Vol. 31.







Professor W.D.Prirce of the University of isconsin presented
his study. In 191" the Americen Railwgy Engzinerring Associstion
presented an elsborate renvort sugzesting the"weighting! of

locomotives and ears in the two classes of service according to

their relative destructiveness stated in terms of ratios, whigh

vere:

Ton-miles in freight service should be considerad
as a0

Ton-miles in pnas-erger service should be considered
% I§%$&otive—mi1es in passenger service should be
Iocomotive~- ilé in freight service should be coxn-
This report was mot officially approved by that body. (1)
For the ute of these units in c¢tual practice the best sxamples
are the Hew Tngland :‘ilk @ase and the TWestern "ascenger Rate

cases (2) b

The next question to Ve tre-ted is the relative fixed
and variable charges among railroad ex eaditures. Profescor 1

Ripley h:s probably the best treatise on this phase ot the

cul ject

In 1910 the total railroad exsenditures amomnted to $1,822,000,000

of which{&

. A .
amount was 27 per cent of the total expenditures. The Zigur
is a very constant item. Tt resche! its highe®st point in 1395
when it amounted to 3Z.07 per cent of the total expenditures.
It has been observed by Frofessor Ripley that mosi of the items
are fairly constant from year to year/ The table on the follow-

ing page show: the distritnt on of such charges in the year 1909.







Tame of Group Per cent of Per cent of total

operating eznences. JEXpenses.
Maintenance of Ways ®Etc. 19.78 14.39
Repairs of Roadway 10.39
Renewals of ties 2.66
Renewzls of rails 1.3

Repairs etec to bridges 2.32
Repairs etc to buildings 2.11

Maintenanoe of Equipment: 20.76 16,09

Repairs arnd renewals of
locomotibeSeeeccoececcss 8429
Repairs to pass. cars 1.
Repairs to freight cars 8.2

Condu&ting Transportation: 5b.49 40.36

Engine & roundhouse men 9.40
Fuel for locomotives 11.98
Trains service ( wages) 6.54

Switchmen & flagmen 4,34
Station service 6.44

General Expenses : 3.94 2,90
Total Operating Expenses 100.00 27.23

Fixed Charges

Total 100.00 (1)

The above table is self explanatory, yet it will be
further analjzed on the following page. From the table or that
bage ,

--ofle arives at the general corciusion that approx-
imately two-thirds of the total expenditures af a rail-
road and more than one-half of the total operating ex-
penses are independent of the volume of traffic. The
remaining half of all of the expenditures,or what amounts
to the same t)ing, the other half of the operatirg ex-
penses, are immediately responsive to any variation in
the business. Apprlied to the railroad net of the United
States, this means that only about one- third of the
» 2,000,000n A&isbursed in 1905, an amount equal at that
time to two and a halfiq times the national debt was sus-~
oeptéble to variations accordigg to or ae traffic ex-
panded or decreased.

(1) Ripley, Rates and Regulation, p.b5d; also see U.S. Rhailroad
Statistics, for 1909.
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Thesee estimates agree with those of other authoritiese.
The vice-president of the Southern ¥acific in 1892 after a
considerable investigat ion agreed that the above statistices
were about the sarwe as those he had zrrived at. Sax, the
Germen =2uthority, says that ore-half of a ro:d& outlsy is
constant ans that htis operati: g outge equals about one half of
te total expenditures, the other half being capital cost and
consequently, constant. This means that about three-fomrths of
the total figure is constant. ton, the English suthority

estimates that one-half of the total egpemditures are constant.

L
Per cents Oper, Expen., ' Per cent. Total Expen.
*Both ‘Constant"Variable' 2oth ' Constent'variable
T 1 ?  §
T k] )] [] L] |
Moinhe of ¥ay ' 20 * 13,4 6.6 &5 W 10 ' b5
1} L 7 L | L ] L]
lnin. of Equil. 20 ° 1050 * 100 ¥ 15 7.6 ! 7.0
¥ L] ] L] ] ]
Cond. of Tran%. B ! 26.0 ' 28.0 ' 40 : - ; 20.
] ] L
General : 4nm * 4,0 R S > 3e 3 ——
L " ) ] ] <l, ?
¥ L 1 ] 7 L §
100.0 bh.d 44,6
Pixed Charges 290 270 ——
Total e.. . B O g Lo Lot T & it 100.0 6l el 22 00

For sn imstance of detailed analysis of cost

the general investigation of soft coal rates to the
lakes in in 1912 is highly suggestive. Two-thirds of
the revenue went for the operation snd the msintenance:s
one-third for return upon the plant. This was the
first attempt to justify =n advence in rates for a
#arge volume of traffic on the ground that it déd not
contribut itc share of or its propvortion of earnings. (1)

£ cests in
DProfessor Ripley then sums up the an lysis o
(1) 22 I.C.Ce. Repe. 06043 ang also Nipley, Rates eond Regulation,

pPo 59"65'
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fwo of these units were outstandingly fovorsd. “he
gtate commissions favorsd groes ton-miles and the Tailways
favoredlocomotivee {on-milss. Being uncdies to decldebe-

tween the two the Commimsion provided rejporis eoverirng boti.

iy

&ccording to Frofessor Cunni om, twelve bamses of
apportionment have been used or snggested froe time to time,
ané IMr. Parmelee notes that this ig by no means exhaudtivea (1)

1, Irairc miles.

¢ iw hocomotive miles.
Do G1nEs tom-plles.

4, Load docowwiive mileBe.

5« Read snd swithching locomotive miles.

6. Tocomotive ton-iniles.

7. Car milos,.

8s Train miles plue car miles.

. Woighield groce tomr-milees

10. Pirect expsnicS.

11, Opernting revenuncs.
12, Tors of frel corsuned Ly locomotivese (&)

The units in the isconcin Pxprese (e were ton-mileg,
gross earnings, reverue truin miles, snd loccomotive freir milas.(3
it 18 well tou note Dlumtad's ot¥ection to ths term allocation
beirg used interchangendiy with the texm spportiomment. He says,

t1lecation( that @, 5° diraét charpes! is the
grignment of ¢ apportiormeni iz the deter-

mination of pelicye The former noncaras itselfl with what is 3
the latter with +hat ourht t0 T@eee. Allocation

ains o 2iné wh t each sorvies dosts; epnorilion-

aims to determine whet each service ought ot pay.

Dr. Parmelee suggests that any unit of epportionment would bs
oper to criticism and yportiorment, especislly
or the beais of other eosts rather then on th physical service

units "eomicks of the cffort 4b roize 0n0801f_yyrﬁgg bootstirapr.”
(1) Sepuaration of RaiTeay Cosi. Zotwesr Freigit ané Fesvsngares,
JeBeParuele ° ledJe COMo VOI.SQ. e o8B =

(2) Slason Thompoon, Railway Library, 1303, 0.188.

(3} Anp spoléc-tion of Coet fecounting to Ratemakingz, ReH.Tucker,
Jour. of r0lite Beo o V0le 2o pe L8E5-08.

{1 b) Saparaticm of Rzilro-& Cperating Fxpenses betweeg1
Freight and Fassengers, We Jo Cunningham, eJ.Tcon. Vol. o
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In broad sweeping terms we have covered the guestion
of classification and the senaration cif passenger and Preight
expenses. The next question to be touched upon briefly is
the allocation =nn apportionment of costs to the particular
services rendered. Americsn railways now report their traffic
for statistical purposes, in five large grouvys. Thus the

Norfolk and Vestern Railroa@ reported the following traffic in

1)
the years noted: .
'
R T R S8 ah e cumsaay
Articles ' 1921 ' 1928 ' 1919 * 1918 r 1917 '
* ¥ ] ' ¥ 1
T T ¥ T T =
Prod. of Agril 3e92 g . ’ 039, 378 2 Se L8 45
rod. of For.' 4.86 BB ¥ 93" 54156 © 6+65 *
Prod. of Anim. 0.59 ' 0.49 ! w7 O" 0s65 7 Oeb2 &
Prod. of "ined 79. ) 75.81! 5 wiB® 74.02 * 74.10 °
1f£'g & lisc.' 8.97 ' 12.45 ' 11.96° 1Bals * 143,50, %
¥dss & Other Misce2.33 ' Opild, ! 1.51: 1.04 ! 0.79 !
L) ? ] L r
1 ] 1 1 1 ]
“Totals  1B0.00  100.00  100.00 100,00 100.00

The problem is to selesl sowe or several of the units
discussed or to originate new urits and apportion such expenses
as are not firectly allocable to sorvie special service or product.
Some authors are still optimistic and believe tiat éven yet the
ti, e will bome wher cost cccourting will hove reached such a
refined stage thet costs rmay be allocated or aphortiored with
sufficient accur.cy to bose rates thereon. It has bsen the st-

tempt of this paper to review the literature on the subject
eand set forth the general trend of opinion coricerning the

problem,of application of cost to ratemaking.
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As yet no adequate sgstem of cost accounting has
apieared to offer solution to the problem. Indeed the cost of
maintaining a railway accounting system sufficiently detailed
to be oxact and useful in ratem-king would involve an expense
which would almost bte prohibitory. (1) The words of Ir. Parmelee

summarize the present situation excellently:

In brief, and finslly, it appears that for railroad
ratem-kirg purposes, whether freight of passenger rates,
no scheme of cost separation yet developed Gsun e
helpful except in the moet gener-1 way. The plassifi-
cation will gdd considerably to the sum of informetion
posségced by students of railway affairs, and may well
assist the roilways themselves in furnishings tandards
by which to adjudge the efficiency of operation. it
will unquestion=bly give the Commission valuable data
along the same line. 1t will Develope muterial for
further discussion of the cost of the vice, vzlue
of the service, and other factors in the philosophy
of rate construction. For all these purpoles it will
be useful , out for purposes of detailed ratemakirg,

I feel that the co ieatec factors entering into the
problem vprevent this particular phase of cost a unt-
ing attaining great utility. (2)

(1) SeparaTion of Costs between ‘relght anc rasssengess,
JeH.Parmelee, C.J. 0f Zcom. Vol. 34.
30 I.C.C. 680-81.
Opinion of District Judge F. A. Youmans in his opinion ir
the ORlahoma Rate se, liarch 12, 1918, p. Y.
(2) See 3Burrau of Tconomics Bibliograph: of Referenées on
Railroad cost accounting.







SUMEARY

To surmarize , it seers that htere are Geeidedly two sides
toe the isfue., (1)In favor of the cost b=sie of rates st.nds
the econofic priicisle that under conditions of free and
uninterrunted competition cost plus a fair rate of return on
ths investment will be the ultimnte basis. (2} Cost 18 by
far the most exact end sclentifie tasis for t'e determination
of rates. The inere-cinz etress of the Interstate Commerce
CommigBion and the st te commissions, and Federsl Comids
on tie cost of eervice in the determinat ‘on of just rntes
in their decisions eeem to mecessitate n separaticn of eostis
for the purpoee of rate + Such decisicns as the Vis-
corsin zpress Rate 8, the iew ™mglend i1ilk Casse, and the
Buelle case prevdously cited in this paper are @zamplec of such
decisione as a2re the Boores of cases cited are revieved in
the ssction of thie paper devoted to the thcories of the Inter-
state Commerce Cosmigzion. A seperation of costs betwmeon ths
freight end paesenger Bervicas waAs the b s8is of the ddecisior
in the liestern "asgenger Rate e. (4) Costs ns a busis
for rate determinstion would srevent the gmos: disoriminatior
T at tenés to exdst between comodities ané looslities. Rather
than diecrimin:te agninst one comr:fity in favor of amother
it would be bet'er to opernte with = deficit and m:ke up the
this from gemeral tszation, eirce the railroad i: = pudblic
utility »nd ie " affectei with a public interest ". {5) If

recant lews concerning rates on the budis of & 2iir rite of
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the capitel investment are to bte effective an analysis of
cost and expenditures in general must be eventually madee.

In the words of Professor Robert T. fucker of Washington and
Ice University, " Iaying aside the question of ‘*added drffic’
I still <think it ought be possitl: to devise methods for
m¥king a reasonadly accurate’ separation of railway expen-
ditures. Certainly the decidions of tkx e Supreme @ourt and
the Interstate Commerce Commisssi.n in 'recent years vould
seem to make such a separation neressary."”

On the other hand there are certsin obstacles in the way
of using cost as basis in rate détermiration seem almost
insurmountable. (1} Thus it is generally agreed that to this
time there has been offered ns accountipg spstem which is
able to give the desired accurate data. If there were znd
where such cost{ analysis h:s been atfemptedti e cost ofse-
curing the daté has been almost prohibitory, and we havs no
reason to hope for a cheaper system. If a strict cost Ladis
were adhered to meny bulky commodities of low value would
be transported and the policy of socislization of fares and
ratee could not be affected. (3) Sakolski declares that to
use cost as a basis for rate making would be attemptins to
find one unkmown in the terms of smother. This h=s been
discussed in another part of this er. (4) In the world
of prices at large cost is not the determinant of prices
then why do we wish to make the renilroad an exception? 1In
ansyer to this point it will be recalled that the poift has been
treated in light of the peculisr nature of the r ilro®d in

ity relation to th: public, Since the time of the Canonists
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