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Tiig case was decided on the 944 day of QOctoder, 191u.
Ihcreaﬁter, within the t;mc allowed by law, the de*endant ané certain
or the stocknoldereg of tne éefendant company applied for a rehca*ing.-
Testimony wWas tzken on the applicam;on ’or renearing oz Decenmber 28th
and again om January L3th and létk. On account of he unavoilable
absence of the Cormissioner hearing thae c#se originally, Coxxigeioner
Thelen very xindly coansented To taxe tae .eszimony of tae witncsses
on January ISth ané l4th. I nare, howcvc carerullf consi¢srec
this testimony in reacning the concluaions herein zc* out. ; ‘
. The main objcction of the defendant and of ite stock-
aoléders to the decizion hcretofore rendered is directed against
that wortion of he deciaion walchn limits the American Telephone
and Telegraph Co1pany to 2%% instesd of 4% which it secures undcr
its contract ﬁor services performed. In *hc deczsion aeretofore
rendered, the Commissxon toox the yosition that ;nasmuca as tb;s

contract was be:ween one corporation, the American Telephone And




Telegraph Compary, and another cornoration, the Pacific Telephone
and Telegrapn Company,-which latter corporation is contrélled
througa ztbck ownerghip by the former corporation=the contract shotld
be serutinized with the utmost care, and if the amount paid by <he
Pacific Coupmay to the American Telepione and Telegrapn Company
wad found to be excessive, only that amount should be sllowed as a
charge against the operating expenses of the Pacific Compeny which
i3 a reasonable compensation for what is acfually‘done and the
lowgaﬁ reasonsble amount for waich such zervice gould‘bc performcdfﬁ”

| The Commission reached this comclucion because of the
Tollowing coxnsiderations: Of course it is too well established
t0 need citation of authority, tzat any improvident or exiravagant
expenditure made by & pudlic utility chould not be zllowed in its
entirety vhen rates axre %o be fixed, Tut only that amount which
reasonadly and providently should have dbeen expended. ’Undér the
pecélia: facts of this case and having in mind the far réaching
effect of the practice here in question, I consider it necessary
%o announce thae position'of this Commission with reference tdysudh
practices in plain and unmistakable terms.

Nownlays,the owners of property devoted o a pudlic use

in 2 business which iz what is commonly styled a natural BoOROPOLY
are urging that suck natural monopoly should be protected infits‘
field of operation from competition, orn the ground that comp&tition
divides the business and duplicates the propert‘, thus pro¢uéing
a necessity for higher rates. On the theory that a snatural momopely,
ﬁucﬁ a8 g %telepnone cbmpany,‘can give better service am lower raﬁea
o it3 patrons Waen operating alone in 2 Tield than can §ozzib1y‘
e given waen a portion of its tusiness is inken from it and more
property utilized in the particular field upern waich an earning
shall be required, these utilities urge that taey should be permitted

to operate free from competition. And this theory, upon which it

is urged that natural monobolies'shqll be protected from comﬁecztion,
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18 justified on the ground of a benefit to the public.‘ Vaile tais
theory may be ever so sound it does not lie in the mouth of a utile
ity representative to urge such protection on tze ground that such
protection is good for its patrons, when, a3 a matter of fact, it
does not accord to itz patrons the benefits suckh monopoly is sup-
Posed to produce. The fact that better service aﬁd lower raxes
usually afe attendan% on competition even hetween natural monopolies,
Raturally leads 0 fhe conélusion oz the part of patrons of nmatural
monopolies rhat the Deiter service and lower rates are the reéult

of such competition. Of course such it not the fact, because however -
low the rate and.hoﬁever good the service may bYe given under com-
petition between two aggncies where one could do the work, tie rate
could be lower and the service better if the one were unmolested.
This, of course, i3 capable of mathematical demonatéaxion, tut taose
of us vho are engaged in public utility regulation hawe long ago los*
patience with the contention of the monopolis* that hin mononoly
shall be protected on the ground that it affordz 8 aenefi* to the
public, when as a matter of fact, it drings about and is attended

by added Turdens upon ‘the public, and too often resul 8 in managemcnt
oblivious to the public welfare. Life is entirely .Qo snort go-be

utilized in trying to make naiural nonopollies do viaat they‘say.they

can and ought To 4o without competition. If their own self interest

does not lead them voluntarily %o do tiat Waicha they chould do, they -
cannot long expect the public 4o protecf then whcﬁ suca »rotection
instead of benefiting the pudlic as patrons rather subjects such
patrons to avuses that do not exist uncer competition.
I cannot urge too strongly upon tae utilities in tais |
tate that are nowlprotected oy & certificate of pudlic convenience
end necessity, the fact taat however sound tais provision is in
theory, 1if it does not work out in practice it will De eliminaﬁed.
It can only be justified in the minds of the pudblic on the ground
that it is good for the public and it can only be demonstrated thnx
it is good Tor the public if, as o matier of Toacs, thé pubiic can‘bé
o-low
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showm bYenefits resulting from it.

In very few cases has this Commission refused to permit
coupetition to exist, and in thdsc cases we are beginning to be
presented with chargez that tae agency taus protectcd'fromvcom-
petition is Decoming arrogant and forgetful of the rigats of the
pubdlic. Self interest apparently makes the most potent ampenl, and

f u.ilitxea are %o be so short-szgh *nat they cannot sec thax
self ianterest requires as considerate and honest treatment of their
paxiéns waen there igc no compevtition as is ﬁccorded_when competition
exizts and in addition lower rates and better gervice, then some
other method than regulation must e found %o make “hem realize tnis
fact. This results because this Commizsion is not and cannot be
eqniubed with sufficient employes to watch every ttility employe
and serutinize every utility practice in tais Staxe. “

Vhat bas Just been sall has a direct bea:ing on the case
here presented, and led me <o 2uggest to tae representatives of ihe
Pacific Company and the American Telephorne and Telegraph Company
toat it was not enougn Lfor then to-aﬁow that the Pacific Telepaone
and Telegraps Company for thc 4=% which it pays‘scéufcs as mach o
Jore than it could gecure elsewhere than from the American Telephone
and Telegraph Company, Mt that tae American “eleohonc and relegraph
Company wns getting no more out of the 43% than the smount for whidh
it could reasonably verform the services rendered. For if such is
R0t ﬁhe case there would be brought about a result where it is
attexnted %0 Justify a condition of mpnopoly on the part of t%c
American Telephone and Telegraph Compaxy, while giving o it, the
monopoly; the bcne it whickh 12 suyposed <o be accordcd to the public
and waich zlone could give sanction to such MONOoPoly.

. The Pacific Gat ond Electric Company serves many localities

thia Stume wita electr;ci vy and gas., I merely take this épmpany

as an 1llustration Yecause of the'extent ox Lits oyperations. Supposc

thax coupany instend of dealing directly with all .of the mnni%ipal—




ities within the territory served by it, should organize companiez

in each o suca mnnicipalitics and taen organize a nolding company

vhich would own the atoc&/sr & controllirg interest in .ne\stock‘

of these local companies, and should sell its commodity in bulk %o
thesg aubgidiary agenciea‘which'it“controlnvand:shodld'arbitra:il;
fix the price which was not the price at whidh‘the holding éompany-
could afford to produce the commodity but the price waich the con-
trolled company could be inluced <o pay. Unlder tae present con-
1eion the'Paciric Gas and Eiectric Coxtvany, in a rate riiing'inn
quiry, shows what it costs it to produce its coxmodity, Yut in the
zuggested instance such would not bve the case, tut the azount
charged against the consumers wowld be ihat waich the local comnany
would kave to pay for its electricity or sas and a0t tae cost ot
production. Tamwe we have a céndition exactliy analosous 0 the one
aere where the Anerican Telephone and Eelegramh:Company controls the
Paci ic Qelephone and Telegrapa Company,and various otaer telephone
and telegrapa compaaies throughou. the Tnited Stames, and performz
Tor thnem certain zervices under contracts at rates dictated by itsell.
I cubmit tbat if this condition 15 %0 De permiited to exist, waat

+ costs the American Qelephone and Télegraph Company 0 periorm

the service vaich it actually verfomms for the Pacisic Telephone and
Telegraph Company is the only tuing walch this Commissmon ought to
consider andfthe only taing for wkich eitiher tae Pacific Telephone
and Telegraph Compeny or the American TelepRone and Telegrapa Company,
in face of +the relation whichvexists between then,'haz a‘:ighx o
contend.

Thaie vas tae position taken in the oribznal decigion in
the case be’ore us, dut neverthe_e°3 find¢“g it impossible to apply
it iz its entirety we located all of the services walch we could
find are performed by the American Televhone and Télegraph-Company
in the San Joze area, aud put upon taat service the price Loxr which

these companies contend and found tras thc amounte thus arrived at




only equal 2%% of the groas collected in the ares in question.

The American Telepnhone and Telegrapn Company, lereinsfier
called the American Company, intervening as a 3tockholder, produces
evidence along the line suggested by this Covmission, and attempts
%0 show that it aé:uélly costs 1% to perforn the sérvices woich i%
performs for the Pacific Telenhone and Telegraph Company, hereinafter
called the Pacific Company, an sxmount approximeting that which it
receives. |

The American Company controls twenty companies and nas
its operazions'srouped into eight divisions: the-NewPEnéland
divizion, the eaétern division, tke southern division, the central
division, the nortawestern division, the southwe3£crﬁvdiviéion, the
mountain diﬁisidn, and the Pacific division. |

Tha Pacific divisxon, waerein the Paciflic Comnany onerates,
includes Cal;fornza, Yevada, Oregon, Washin*ton and a part of Idaho

The bonded indebtedness of the Anerican Company amounts «9
‘$163,604,000, and it had outstanding or November Sd,‘1913,$344,606,400
par value of common stock. The vonds of this companj bear interest
a%t 4, 4% and 5 per cent. This company owes on notes 312, 550 000
ané pays thereon 5% on all but $1,500,000, and 5&% on that amount.
Thie borrowel money was used in the purchase of securities in thae
associated companies and in the purcasse of telenhone ina«rumenes,
additions to long distance lznes, andé for worxans capital. oot of
thae Property of tiois company consists of the stock and bonds of its
asgociated companies. The Americen Company has regularly since 1507
poid &7 dividend on all of ita stock and has in adaition thereto
’been uetting auxde certain amounta to surblus, averaging more than
33,000,000 per yea:. Tre operamion of this company is twofold. It
. carries on what it calls its long lines depariment,waick coneists
of ceritain long distance develovment, none oF wnich‘iﬁ;ﬁn the

territory of the Pacific Company, and its gemeral depariment, which

controls and manages the associaxed.cbmpanies. Sligh&ly'legs than-

£50,000,000 is invested in ite loag lines Cepsrtment, leaving ¢l

G




remainder of the estimated value of its proyerty, approximating
£560,000,000, in its general department. Regardless of tais fact
1t 48 in evidence that there are 4090 exployes of thic company im
+8 long lices departmént, waile tThere are onl& §74 employes in the
general department. The company kas an income of approximately
wsoo OOO 000 per year and it carries a surnluc ucuall; around
£35,000,000. |
Toe American Company anﬁ its predecessor, tae National
Zell Televaone Company, own the “undamental telephones covering the
invention of Dr. Alexander Graham Bell, and tnose companies sub-
sequently acquired other patents Lfor improvements on telepho;ea |
‘and transmitiers. ‘The American Company hal the telephbnea and
tranami%tere nanufactured dnd licensedrthem to companies formed in
various portions of the'United States. Tae yaymeat Lfor tiae use of
Tae instrumcnté v'a.s orisiné&ly a flat sun per instrument or phir
of instruments. Subsequeatly, on the 29tk of November, 1902,
there was substituted for tae payment for the licensed instruments
used by the Pacific Company a straight 43% of the grocs income of
the Pacific Company. As far as the contract, vwhick is the basis of
the 434 payment, is concerned, the only obligaxion‘which rests upon
the Pacific Company is the obligation %o pay for the rental of tele-
phones. and there is no legal odligation resting upon the Amc ican
Company, so far as con de learned from the conitract, requiring it
%o do more thsa furnish the licensed instruments. Tae pfactice has
grovm up, however, whereby the american Company performs various

other servicez in addivtiorn Lo the mere rental of instruments for tae

Pacific Company, and it is urged thnt these services are of SUCH A

nature that the 4%% is justified.

The general department in which tzere are but 574 employez,
is the department whach alone performz +rnege services. It 4is in
effect an organ;zaxion of advisora who supervise the various dcpart-
ments of .the localgcompanzes. For auch advice and the other ser=-

vices heretofore referred to, ihe American Company received in 1912




from the Pacific Coxwany 3728,189.68. It is urged that the ser-

vices are very valuable to tae Pacific Company and costly to e
American Company; and there ie'evidonce that the services pexrformed
are both valuable 4o the PaCific Conpany and ex?enai%é-to the
American Compahy, Wt they arefof such a 3enérai naxﬁ:e that it is
. impossible to compute %aem. It is apparens, hﬁmcver, 5hax the expense
of the business managezent of this holding company is also, by <iae
nethod here involveld, seddled upon the local companiez. Aside from
the sdmitted sexvices performed by tiae Ameriéan Commnany it is in
effect & banking and boud house carrying a large surplus asd loaning
whe sgue to itz subsidisry companies vhen needed, tut replenisiing
it from the revemues received from “he dividends on the atoék which
it holds in the subs idiary compenies ané from the 434 which it
secures fron them. Likewise, it holdés stocks and securities of
these local'companies, ané the business administrazion wnich wbuld
be neceasary to *_ke care of .zl° tremendous fund vould appear to
require many of the exployee in the general depariment WaoSe Ser-
vices are, under the arrangement here iz force, charged up against
the subs;diary companies.

| The fact that the long lines denarhmen v, uzing one=tenth
the property, haz ten times a3 nany employes shows‘the dirrcrgnce
between the kind of aﬁ organizstion represented in the general
departmen* ant vnam represented in the loang lines denar sment waere
actual telephone Pusiness is carried on. I bel&gve thax A0 ATTARLE=
ment 2as here been drought about waere it acxuélly wuld Dde néc--
essary aﬁa advisable %o protect and furtaer its own 1ntcrea., fox
the American Company <o pexrform whauev»r services it does porform
Tor its subéidiary companies, and trhat its owr business, who ein it
aecurea 8% for its stockholdlers, requires zt to retain tais argan-
ization; and i< is cer ainly very apparent that the surplus waick
it is ensbled %o carry is tne reault of the monopoly and tna con= |
trol waich it exerts over its subeidisry companies, and it i3 zot

proper to say that it would be more expensive for these coxpanies o
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finance themselves, if they were brokxen up, than 18 now the case,
unless i%fis prover to say that a wonopoly may justify its existence
and also keep the benefits waich are supposed o flow frox the
monopoiy To the patrons thereof. TFurtaermore, Ty this arrangement,
the Anerican Company cecures a ma;ket foxr the product mgpufac:ured
by oze of its subsidiary companies-tihe Western Electr;c'bompany-,
secures a‘lﬁrge'field Loz thé exploitation of ony pamcnted-articled
which it sontrole and .is furnished a ficld wherein to operate with
its expertﬁ lookxing %o the beitierments of.tclephbﬁe facilities,
which latter, of rourse, benefits the pudlic tmt Likewise benefits
the Amcricap Conpany. I+ makes a profit from the sale and rentsl
of 1ts instruments as well a3 the material and supplies furniched
its subsidiary coupanies, becsuse tae agency manmufacturing these
instruments and dealing in these supblies is an agency controlledl
by the American Company and upon tze 3to¢k of which it secures
-1 dividénd. In eve;y Tield of itz operation, if the American
Company were performing the service directly Zor its own patrons
and not for”pazrons orrits subeidiary companieé. tae cost‘cf pere=
forming tae service would appear in operating expenscs‘and_no p;oA
£it would dbe aliowed. The profit which would be allowed to it under
these circumstances would ve a return upon “he property actually
ﬁevoted 1o the public service after all of the operating éxpenses
and other legitimaﬁc charges nad beem paid, and would not iﬁclude
the profit vhaich is now secured througha the Western Bleéfric Company
or upon <he patented articles ir which it dedls or the profit and
advanfage whica comes %o 1% By reason of its ability to have
always available a large surpius, which we have already discussed.
Tae testimony cdoes no:‘show, even permitting the saddling
of thae expense upon the subsidia&y conpcunlies of ;he zanagenent o
tkis large fimamcisl concern woick is carried on in the interest
of the sgtockholders of the American Company and not primarily in

the interest of the subsidlary companies, that even on this bazis

the cost of doing the business equals the amount received frox it.
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The Commission in the San Jose case reduced the 4%% to 2%4, thereby

bringirg about o 44% reductiocn in the amount allowed to the American

Company, and it is iz ﬁestimony that the cost of pexforming this

service for ihe subsidiary companies has been Irom 10 to 20 per ceat

less than has been securéd, e?pn waen tae entire cost of doing waatl
is, in my,judgmcﬁt, unfela;édbusiness. is put upon the subsidiary
companies. I am very strongly of the odinion that although, as I
nave already sald, the exaft cost of performing these éervicés if
they were performed by a disinterested agenc& is {mpossible of com-
vutation, yet :heﬁadditioaal‘rednction imposed by vhe Commission is
Justified, even‘admittiﬁé;fas I do mo%, the propriety of taxing the
subsidiary companies fdr the Business management 97 the American
Company. Ané finally, vhen we consicer that %this conxrolling COZ=
pany, even admitiing 4oe validity of its contract wi<h its creature
company aere under conzigerazion, is not oblisazed legally <o per-‘
Torn ﬁhe'eervices upon whica it seeks to justify a éhargc admittedly
in excens of the proper payment for ihe service waleh 1t is legally
vound to perform, we are led :o coacludc tkat there iéfzmall merTit
4n its contention that 1% per.orms these additional services Zor

the benefi* of the subsidiary companies and tneir stockaolders and

\"

not Toxr uhe benefit of ite own stockholders.

It is in testimony that over 905 of the ;nvestmen. oZ thc
American Telephone and Telegrapa Company ie invested in tue subsidisry
‘comnanies and less than 10% iz -the long lines company. The taree
‘sources of revenue of thi,-company are froxm the long lines company,
the dxvidﬂnds oqsccurities of the subsidiary companies and the 4
contract.l If Tor each ghare of +the Amorican Company' 3 atock taere
were held by tials company one share of stocx in the subsidiary come
panies, it of course would ’ol;ow that uniess 8% werc earued on
eacs saare of the stock of tae zuba;diary companies owned by the
American Company,the American Company could not earn &% on its stock,
to say notaing of a $3,000,000 accumilating surplus annually, unless

the 4%7% contract or tae long lines Businees made up the &ifference.




It Zollows that if the subsidiary companies are not as;prosperoua
as the Aszerican Company the 437 contract must be a prdfitable con-
tract to the American Company, and I am convinced from the evidence
that 1+ 13; and I would expect to find it such,from théastagdpcintn
of the American Compary, ond am more confirmed in thiz~belic;‘bj'
the very fact that it maintains this contract wita é&mpanies iﬁ
which 1t does not own all tae stock, because we dd pot find cbm-
mercial business agencies voluntarily énd knowingly eﬁtering”into
a contract-and in this’case.a contract which could be forced, if
tae Anerican Compeny desired ite-in the benefits to which oihers,
not parties to such coniract, participatc, unless the conzracting
agency thaus voluntarily and knowingly entering into .his relation=
shipy believers such cortract does not work to tae advantqge of some
one who does not pay for such advaniage. In other words, we would
not find this company originally willing to enter into a contract
and now coatending taat it shall be upneld 1L the minori Y B8LoCk-
holders of the Pacific Company were getiing someuhlns out of tais
contract for waich they ¢1d not pay.

~If instead of a holding company and théae subsidiary com=
'panies we substitute a single agency, it will readily\appear.tha; a
profit on these services here considered could 20t be permitted be-
causze it would be a profit om operating expenées and not an qarniﬁg
on property, and such be;ng the case,an indirect »rofit which_igza’
diversion through operaxing expenses O dividends of the Ameriéan
Company chould not be pé—mitted )

I aave discuvced these matters somevizat in &ctall and ;
have given very serious and careful consideration to the evidenca
because I desire to present to this Company az clearly s I may
the inclination of this Comm;ssion wi*' reference to this nazter.
However, in the case before us, only 2 very small portion of tntc
company’s business ic considered and it may We improper :6'¢&hc1ude

this matter in this proceeding. I believe the rates orécred b

in the case are just rates under all the circumstances of the case,




and while I think it will be apparent vwhat the inelination of the
Comnission is with reference to this 4%% charge f_z'om waat has ‘been\
here said, 8till I am willing that 4%t shall not be comsidered as
concluded , and that altbough the amount allowed here must de per-
mitted %o stand under the conditions surrounding the San Joze
execarnge, yet in 2 subsequent »roceeding this company may be pere-
nitved agaic to present the entire matter of 1its 434 cont*act %0
the Commission,and preferably in some Cadse Where a 1a.rge:' porti.on
of this Company'e bHusiness is involved, in -m;.ch. eveat thc CffGCv
of the arrangement betweer ..heae companles »ay be more clearly seen.

I sub the fo_fx.low’.«.ns order:

QRDER.-

Heretofore, o2 tae 3th Qzy of Qctover, 1913, this Come

mission ravirg entered an order in %ae above eztitled proéeeding,'
and within the time alloweéd by law ar application having beexn .,..1od
for a rehearing thez'-ec;n, ané testimony having been taken on such
| e.ppizcation and veing fully apprisea. in the prexises, and dbeing |
of the opinion that a rehearing ia not‘ Justified in this case, |

LT IS ZERCEY ORIERED that the application i'or reh.earins
herein, both on the part of the defendant and o... ce*tain 8 ock-

holders of defeniant, be and “he same is .o.ereby denied. |

1

The Toregoing opinion and order on applicatiocn for rehear-
ing are neredy .apprbved and 6rdered filed as thé ‘opinf;on ané order of
the R..,.ilroad Cormicoion of the State of Californisa.

Dated at San Francizco, California, 'thm 9‘% daJ of

Pebruery, LS14. | /J}_ﬁ«‘ M




