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To do this efficiently and cconomically means the
combination of every kind of electrical transmission
of intelligence into one system in order that new and
additional uses may be developed and that the wire
plant and other facilities may be utilized to their full-
est extent. ' -
~ Cheap service comes from full loads. In the wire
service this can only be had by employing the plant to
its full capacity, all the time. The charts on pages 96
and 57 will show to what a limited extent this is now
being done.

In some lines of business like the transportation of
passengers, where the unit of service is the car mile,
and the overload capacity of the car is large, the
¢ rage load can be greatly increased by making use
of the “‘overload”’ during the few hours of maximum
‘ business. In no other way could the prevailing cheap
fares be afforded for such long hauls.

In the electrical transmission of intelligence each
item of service, the ‘‘message’’ or ¢‘telephonic con-
nection’’ occupies the wires and the time to the
exclusion of all else, and the law of increasing
returns therefore works within the narrow limits of the -
capacity of +»~ line. There can be no overload.
Cheaper service can only be given by the development
of new or additional uses which can be distributed over
the time now unused. In the telephone business wh
can be done in this directii is restricted by the
necessity of the personal presence of the parties using
the telephone, which limits the v of circuits for tele-
phone purposes to certain hours of the day. In the
telegraph and cable jusiness, _1der present conditions,
it is differ it. There is a large capacity unused wait-
ing to be utilized.




































































































































































































incorporate so that owners would have securities to exchange for
“trust” certificates. On incorporating, many of the constituent com-
panies based their capitalization on optimistic estimates of their
earning power, with the result that their net worth considerably
exceeded the value of their tangible assets.

(¢) The rates of exchange of securities for certificates often ap-
peared on paper to be highly favorable to the original owners. The
reasons for this were many, but among them was surely the psycho-
logical advantage to be gained by bringing weaker companies into
the combine on the basis of a one-for-one exchange of shares, with
the inescapable result that the stronger companies had to be brought
in on a several-for-one exchange. In consequence, the total par value
of the “trust” certificates typica ' exceeded the combined pars of
the constituent companies and led to the charge that values were
being watered. However, owners of the certificates, if they had any
financial sophistication whatsoever, took these exchange ratios into
account when estimating the value of what they received, and typi-
cally thought of their securities as worth much less than par.1?

(d) The trusteeship organization was a device for centralizing
administration of a number of plants, often scattered over several
states. We need to know more about how these early multi-plant
enterprises were managed, but in the early years local executives
seem to have remained in their positions. For legal reasons the
trustees wished to preserve the fiction of complete decentralization,
but it seems likely, especially in the more successful “trusts,” that
the locus of authority soon st ed to headquarters.!!

(e) In at least one “trust” and perhaps in several others,'? a reason
for the formation was a desire to liquidate an inve: ient. H. O.

™ As an exception, Standard Oil Company certificates typically had a market
value nearly twice par, although there was little Uadin%'in them and they were
not even listed on the Unlisted Department of the New York Stock Exchange.

1 For example, in the New York legislative i  stigation of the sugar refining
“trust,” H. O. Havemeyer testified that there was »n unity of control whatever;
“all cc attended to their own business,” 1t, having possession of the
stock, the trustees “could put in such officers as they liked.” State of New York,
Senate, Report of the Committee on General Laws on the Investigation Relative
to Trusts, 1888, “Proceedings,” p. 31. See also U.S. House of Representatives,
Commi**== on Manuf--~-res, Report in Relation to the Sugar Trust and Stand-
ard Oil . .ust, Report ... 3112 (Washington, 1889); U.S. Industrial Commis-
sion, Report on Trusts and Industrigl Combinations, XIII {Washington, 1901);
U.S. House of Representatives, Special Committee on the Investigation of the
American Sugar Refining Company, Hearings and Report No. 331 (Wash-
ington, 1911).

1 Not long after the cotton oil “trust” was established by midweste  and
south  firms, important N York interests were able to acquire enough
shares to effect a change in management.
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In contrast, the smaller mergers of the early 1890’s followed a
fairly standard course: almost invariably, when they issued pre-
ferred stock to cover assured earnings and common to cover risk,
as the “trusts” were doing, they arranged on behalf of the stock-
holders to have some or all the preferred shares marketed as a block
through New York brokers. These brokers represented not the
company but the stockholders. Technic: y the brokers did nothing
for the stockholding group that they would not have done for each
as an individual. They did not underwrite the distribution; they
merely did their best to sell what they could without any guarantee.
Their profits came from their brokerage commissions.?¢ If the
industrialists also wished to liquidate a part of their common stock
holdings, as occasionally happened, they contributed their shares to
a “pool” and engaged a manager, frequently the market manipu-
lator, James R. Keene. Thus, the investment grade preferreds found
their way into the hands of conservative investors through brokers,
while the speculative common, through the use of pools, followed a
natural course into the rough-and-tumble market.

Prominent among the brokerage houses that helped to distribute
new issues of industrial preferreds in the early nineties were A. M.
Kidder & Company, Poor & Greenough, Blake Brothers, S. V. White
& Company,?® Richardson, Hill & Company, and John H. Davis &
Company. These were the firms that were in on the ground floor of
a promising business — the distribution of newly issued industrial
securities. Yet not one of them figured importantly as the industrial
securities-issue business expanded, and only one of the six, A. M.
Kidder, has come down to the present as an important firm. Possi-
bly the principal reason why these brokerage houses did not figure
prominently in later new issues is that they were equipped to handle
only small blocks of securities.?® Few of the companies issuing se-

* As a matter of passing interest, the brokers frequen ' supported their
efforts to sell industria.r preferreds by the s ent that the selling industrialists
had a%reed to retain th ¢  10n stock tship and their interest as man-
agers for a specific perit  f time. In later mergers, the industrialists often sold
their entire interest in weir companies, and the public was assured that these
men had agreed not to re-enter business in competition with the merger for a
specified number of years.

= Possibly one of the first lectures on industrial securities delivered at an
. erican university was given by F. W. Hopkins, a partner in S. V. White &
Company, at Yale in November, 1890. See Commercial and Financial Chron-
icle (8 Nov. 1890), p. 636.

* The way the brokerage houses sought to get national distribution of their
securities was to place subscription lists at scattered banks and trust companies.
A list of banks participating in two or more industrial preferred stock distri -
tions in the years 1890-1893 indicates the geographical spread: » York

122 —

















































the end of the merger movement. By the very nature of their opera-
tion the merger promoters did not provide the funds necessary for
an expanding industry and they could not, because of their limited
capital resources, guarantee to the issuing companies the funds
which a new issue of securities was intended to raise. The financial
men who had been accustomed to raising new funds on a guaran-
teed basis were the investment bankers, and it was to them that
industry eventually turned.

That the investment bankers were slow to enter the business of
underwriting industrial securities is not surprising. With a market
that was still relatively untested, bankers had to accept a high level
of risk to underwrite industrial securities. Furthermore, most of the
old railroad houses had jeen accustomed to underwriting bonds
and had conditioned their customers to think of bonds when they
thought of investment. In the early 1890’s some of these houses had
in fact underwritten inc strial bonds. But it was preferred stock
that was to gain popular acceptance among industrial securities,
and the underwriting of preferred issues was something the invest-
ment bankers came to slowly. J. P. Morgan & Company led the field
in 1898 with the o 2rs following only in a cautious way. Not, in-
deed, until after 1902 did industrial securities settle into the fourth
stage of securities marketing — the stage when underwriting of
issues came into general practice.
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INVESTMENT BANKING

1916) who had started as a soliciting agent for a
life insurance company in Cincinnati, in which he
rose and which he developed. In 1881 he founded
the banking house of N. W. Harris and Company in
Chicago®3? which specialized in state, county, city,
and public utility bonds. He was the first to em-
phasize the need for and to build an efficient sales
organization for securities. Noah W, Halsey
(1856-1911), on the other hand, started his firm,

N. W. Halsey and Company, in New York in 1901
after having been employed in Harris’s organiza-
tion as the New York branch manager. In 1903 he
opened a Chicago office with H. L. Stuart in charge.
Like Harris he took an interest in municipal bonds
and entered the public utility field at a very early
moment: In 1907 H. L. Stuart made the firm’s
first contact with Samuel Insull; and Halsey brought
together in the 1900’s the early constituents of the
Pacific Gas and Electric Company and took a

share in the founding of the Tri-City Railway and
Light Company. Moreover he was one of the in-
novators in security retailing. Jay Cooke’s secur-
ity selling from house to house had been long for-
gotten, when Halsey, following on the heels of
Harris, again adopted this method. In 1904 he also
started national advertising of securities, ad-
vertising of the so-called “educational” type, and
three years later, in cooperation with other bond
houses, called a conference to discuss the possi-
bilities of creating a broader market for securi-
ties.333 (N. W. Halsey and Company ran into diffi-
culties in 1916. The New York house was absorbed
by the National City Company while the Midwestern
offices became Halsey, Stuart and Company.) One
readily sees that a younger generation of creative
business leaders was here, between about 1900

and 1907, turning in new directions of which the
accomplished leaders of the period h  lly thought.
But spectacular success was to be theirs only in

a period beyond the scope of this book.5%

When the Money Trust Investigation took place
in 1913 financial capitalism was at the acme of its
career, indeed, but the seed of decay was im-
planted and would soon sprout. The work of the
Morgans, Bakers, Stillmans, and Schiffs was
necessitated by the growth of enterprises in the
fields of transportation and industry and, vice
versa, it made their further growth po: ble. Thus
their acti+ ies were meaningful and highly bene-
ficial in the first instance. But, of course, the
development had the undesirable aspect of power
concentration for which a remedy as in the mak-
ing at the expense of the investment banker as an
institution. The growth of industry, assisted by
the investment banker, was soon to reach a point
at 1iich big enterprises cc " 1to a certain extent
dispense with the former’s activities. Moreover,

381

after the collapse of high pressure selling of secur-
ities in the 1920’s the range of potential customers
narrowed down. Thus the investment banker was
caught between two millstones, self-financing by
industry out of oliogopoly profits and elimination

of the middiemen by the largest institutional secur-
ity buyers who acquired securities directly from
the issuing borrower. Financial capitalism did

not fail, but, to that extent and to the extent that
government entered the scene as a financing agency
in the 1930’s, it fell from its dizzy height and lost
that control over the national economy which its
great nineteenth-century representatives had
built,535

XV

In America financial capitalism, the organiza-
tion of the large-scale sector of the national
economy under the guidance and to the advantage
of the investment banker, was the work of no more
than half-a-dozen firms and hardly twice as many
men. Outstanding among the former were:

J. P, Morgan and Company, the First National
and the National City Banks of New York, Kuhn,
Loeb and Company, and to a smaller extent the two
Boston houses, Lee, Higginson and Company and
Kidder, Peabody and Company. The leaders of
these firms, with the single exception of the Ger-
man Jew, Jacob Schiff, were the descendants of
New England Puritans, although some of them had
not themselves grown up as Puritans. These men
were first of all: J. P. Morgan, descendant of
Connecticut pioneers, although himself educated in
England and Germany; James Stillman, Texas-bt |
Yankee; and George F. B: er who grew up on a
Massachusetts farm in a strictly Puritan atmos-
phere. (The Yankee, Levi P. Morton, was in the
beginning very close to this set of men, but fell
behind because of his political ambitions.) Morgan
and Baker, born in 1837 and 1840, respectively,
belong to the generation of the Robber Barons,®%
while Schiff and Stillman, born in 1847 and 1850,
respectively, were ten years their juniors. The
Bostonians, Robert Winsor, Gardiner M. Lane,

and James J. Storrow, who were about 'nty years
younger than Morgan and Baker, no longer belonged
to the pioneers of financial capitalism, and yet
came early enough to play a part in its creation
through their Boston firms above-mentioned.%3"

This list of leading firms and men should be a
warning for the scholar not to adopt the widely-
held but erroneous belief, that in America in the
nineteenth and early twentieth centuries, invest-
ment | was the exclusive domain of private
bankers. As to. eer numbers private bankers
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182 THE BELL TELEPHONE SYSTEM

possible service at all times and to assure the continued finan-
cial integrity of the business.”

If one looks over all these criteria for rates and earnings, it
would seem that a rate base that just missed confiscation was
too low, that the Massachusetts prudent investment and the
Bell System’s “financial integrity” bases would probably be
about the same if judged by the same people, and that 2
reasonable rate of return for a utlhty ought not to be lower
than the return for equal efficiency in the compeunve field.

The knowledge, expenence and point of view of the com-
mission or court which is determining the matter have much
more to do with the result than the theory which they accept:
If the rates are cut until the company begins to show signs of

financial distress, the assurance of good service will be - ,

threatened and a recession in business catching a company in.
that condition may cripple it for a long time. If the rates are
set so low as to require the company to go in debt to get
money, again it is on the downward path. The return wh™
will satxsfy stockholders in the long run, the cost of equity
money, is the essential criterion.

Before a Senate Committee in 1930, Mr. Glﬁord testified:

So far as we are concerned in the Telephone business, so far as

. am concerned in charge of trying to operate the business and give

tele one service, these figures of rates of return and all of these
legal terms are not of particular importance except when we do not
earn what we need to earn to carry on the business. The thing that
interests me is whether we have enough money and enough income
to carry on this business which requires huadreds of millions of
dollars of new money each year if we are going to go forward.

So far, under state regulation, the Bell System has met this
test. State regulation of telephony has as _od, if not a
better, record than any other regulation in the United States.
By the same token the Bell System has had as good or a better

record of successful cooperation with regulation than any &%

other industry. Either group can claim credit in varying de-
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grees to suit itself. The element in the commissions which
has made the system work has not been so much the theories
on which it is based, or the technical processes of regulation,
but the ordinary horse sense and business judgment of the
commissions and their staffs on the simple question—is the
company making too much or t00 little money to enable it
and encourage it to give good service at the present and plan
for better service in the future? The answer to that comes
down to a matter of judgment.
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American Telephone and Telegraph Company's long dis-
tance service under the Interstate Commerce Commission
were reduced about as rapidly as they have been since that
time, for the rate of technical improvement made it possible. .
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THE EARNINGS OF THE LONG LINES DEPARTMENT

This chart shows the annual per cent net return on Long Lines
plant. The solid curve shows the return in relation to the plant invest-
ment (i.e., the plant as carried on the books at cost); the dotted curve
shows the ren  on the plant investment after deduction of the re-
serve for depreciation of plant. On the left of the break in the grid,

the chart is a copy of a Federal Communications Commissions chart.

The curves on the right of
the subseq ¢ period as re
records. From 1913 to 1934 the
had jurisdiction over the Long

the break show similar information for
flected by the Long Lines Deparument
Interstate Commerce Commission
Lines Department. The Federal

Communications Commission’s report calls that the “nugatory”

period of regulation. The 1935-1940 period has been under the juris-
diction of the Federal Communications Commission.

It may well be that what is called strict regulation of the’

to 1934 would have been 2

interstate business from 1910
ic. It is quite possible that

very distinct disservice to the publ
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Competition in the Telephone Industry, 1894-1910 545

namely, bad service and not covering the field.”” Even where AT&T had
successfully developed the market, poor service continued to endanger
its position.5

In this article I argue that the demise of the Independents, especially
in the Midwest, owed more than anything else to predatory actions by
AT&T. AT&T chose to use predation rather than acquisition to control
the industry because aggressive response to entry in one market
deterred potential rivals in other markets. AT&T’s management real-
ized that if it pursued the acquisition strategy suggested by McGee, the
compensation provided to rivals would encourage future entry.” In
order to deter entry, therefore, AT&T set prices at predatory levels in
its rivals’ strongest markets. The strategy succeeded, and the rivals
were forced to sell their assets at a loss.

WHAT CONSTITUTES PREDATION?

Various economic and legal tests exist for predation. Their principal
feature is that the predator’s action is intended to drive an equally
efficient rival out of business and to scare off potential entrants.® The
test of predation often used by the courts is to evaluate the relationship
between price and either the marginal, average-variable, or total cost of
production. Many analysts have pointed out, however, that cost tests
are difficult to implement or misleading because the data needed to
calculate the cost of production are difficult to obtain and subject to
arbitrary cost-allocation decisions. More important, a price below
marginal, average-variable, or total cost of production may have noth-
ing to do with predation.’ For example, at the start of this century,
AT&T’s managers believed that residential service should be p ed at
a rate that was less than the direct cost of service. This *‘loss’’ was more
than _1de up y the higher charges that could then L. set for business
lines.'® This below-cost price is not an example of predation because the
intent as to bring new customers onto the network and thereby raise
the value of service to existing customers.

Typically, predation takes the form of a temporary price reduction;
but firms can also employ other exclusionary acts, such as predatory use
of the administrative process and noisy advertising. By conveying to an
entrant that it will have to incur large legal expenses or undertake an
expensive advertising cz___paign, the incumbent raises the _.vals pro-

& American Telephone and Telegraph Corporate Archive [hereafter AT&TCA], Fist/Burt,
Feb. 14, 1903, Presidential Letter Books [hereafter PLB], vol. 26 (quote), and Fish/Glass, Mar. 23,
1903, PLB, vol. 27; and Danielian, AT&T, p. 58.

7 AT&TCA, Fish/Pettengill, Apr. 21, 1902, PLB, vol. 23.

® See, for example, Tirole, Industrial Organization, p. 373; and Bork, Antitrust Paradox,
p. 159.

9 Bork, Antitrust Paradox, p. 154; and Tirole, Industrial Organization, p. 373.

19 AT&T, “*‘Conference.”
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served ‘‘as a warning to other investors, who might dare to invade the
field of the Central Union monopoly.’**°

In formulating its competitive response in the Midwest, AT&T
studied other regions to identify strategic moves that could be used to
secure the territory. On the West Coast, under the leadership of John
Sabin, the Pacific Telephone Company had encountered little competi-
tion. In 1901 AT&T believed that entry had been forestalled in  at area
because the market had been widely developed through the use of
inexpensive, ten-party service (ten customers sharing one connection to
the central office).?! In May 1901 AT&T put Sabin in charge of the
Central Union Company. Upon taking control, he converted most of
Central’s customer connections from four-party to ten-party service.
According to employees of Central and AT&T, this :gradation in
service increased the public’s interest in obtaining service from the
Independents, who mostly offered one- and two-party service.>?

To the dismay of AT&T’s chief engineer, Joseph Davis, and some
other AT&T employees, ten-party service was unprofitable. Davis
believed that the operating costs associated with ten-party service were
so burdensome that the total cost of providing it was as high or higher
than single-party service. But because of its inferior quality, the price
for Bell’s service had to be lower. Davis concluded that Central Union
was providing service at a loss and advised the president of AT&T that
the situation could only be reversed if Sabin was ordered to stop
marketing ten-party service. Davis’s proposal was rejected, and not
until 3S}abin died in 1903 did the marketing of ten-party service termi-
nate.

The Independents’ ability to take advantage of AT&T’s strategic
error was hindered by two factors. First, Central’s below-cost _ ices
made it difficult for the Independents to generate internal cash for
expansion. Second, before service could be started in towns and cities,
a franchise had to be obtained from the local government. The franchise
often included regulations that were not part of the charter of Cent.
Union or other Bell Operating Companies.

In granting a franchise to an entrant, the cities frequently stipulated
maximum rates. The prices reflected the cost of doing business in an
exchange that was comparable in size to the incumbent’s. The low entry
- prices stimulated demand to an extent that had not been anticipated.
Under the prevalent mode of mar al switching, the cost per subsc..oer
increased as the size of the network expanded. Larger networks

% Whitney, ‘‘Report,’" p. 5 (quote); and Telenhony, 65 (Nov. 22, 1913), p. 23.

31 Atwater, *History,” pp. 53, 56, 68, 275. __.e Independents eventually did well on the West
Coast because customers were attracted to their high-quality, one-party service. AT&TCA,
Fish/Glass Mar. 23, 1903, PLB, vol. 27.

32 Atwater, *‘History,”’ pp. 78, 89, 275.

33 Atwater, *‘History,”’ pp. 53, 56, 68.
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As a result of the insufficient rates, the quality of service offered by
Indianapolis Telephone declined.3® This development coincided with
improvements made in the Bell system. When Sabin died in May 1903,
he was replaced by L. R. Richardson. Richardson found Central’s
service throughout the three Midwest states to be ‘‘poor.”’ Central’s
general manager, Horace Hill, found, on the other hand, that the
Independents’ service was *‘satisfactory’’ and ‘‘efficient.”’ Richardson
decided that in order to win control of the territory, the quality of
service on Bell’s network had to be improved, and the number of cities
connected to its network had to be increased. Advances in the quality of
service were noticeable by 1905. Bell’s principal advantage had been its
superior long-distance connections, and Richardson felt that there was
a need to establish a similar advantage in the short-distance toll market.
Whereas the Independents had developed strong county systems,
Richardson believed that the construction of cross-country toll lines
would help improve Central’s market position.*

While Richardson was upgrading the Central Union network, he took
steps to retard the growth of the Independents. The decision of the
Indianapolis Board of Works to deny its rate application damaged
Indianapolis Telephone, but a more general problem for the Indepen-
dents was Central Union’s decision to operate at a loss until the
Independents were driven from the market. Central Union could afford
to improve and expand its network while operating at a loss because of
the financial support provided by AT&T.

Theodore Vail, AT&T’s President, commented that during the com-
petitive era, Central Union stock was ‘‘practically valueless,” and if not
for AT&T’s support, the firm would have been *‘liquidat(ed).””*' AT&T
invested approximately $30 million between 1898 and 1913, despite the
prospect that Central would ‘‘have no earning capacity for a long-time.”’
AT&T was willi1 _ to make these investments so that ‘‘the fight’’ in
places such as Indianapolis, Toledo, and Columbus could ‘‘be carried
out to a finish.”’*?> By curtailing or el._nating the profits of the
Independents in their strongholds, AT&T was able to forestall their
expansion into the monopoly markets of AT&T.** From the beginning
of competition, a consensus had emerged within the parent organization
and among the Bell Operating Companies ‘‘that the profit need not

3 Stehman, Financial History, p. 86.

% AT&TCA, Richard  Vail, Feb. 27, 1908, box 1357, (first quote); Read et al., *‘Testimony
of H :e Hill,” tr. 3067 (second quote), tr. 3453-54; AT&TCA, Minutes of Board of Directors,
Central Union, Mar. 18, 1908, p. 265; and Atwater, ‘‘History,” p. 135.

41 Read et al., “*Deposition of Theodore N. Vail,”” Feb. 1915, p. 241.

42 Read et al., American Telephc  and Telegraph, ‘‘Brief and Argument for Appeliant,”
App ate Court of Illinois, First District, Gen. No. 23664, Mar. 1918, p. 2; and AT&TCA,
Fish/Sabin, Dec. 24, 1902 (quote 0 ) Private Presidential Letter Books [hereafter PPLBJ, vol. 2.

43 Read et al., **Final Decree by Judge William E. Dever,” July 10, 1917, p. 77.
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regulatory barriers to entry impeded the Independents’ ability to expand
into AT&T’s most profitable markets.

The Independents had to establish exchanges in New York, Chicago,
and other monopoly markets of the incumbent in order to counter Bell’s
expansion, improved service, and predatory actions.®® AT&T’s expan-
sion had been funded in part with borrowed money, and a substantial
portion of this capital was invested in areas where the Independents
were strong. Because of this competition, the investment *‘[did] not
bring back proper return.”’®” If AT&T’s monopoly exchanges lost their
ability to cover these losses, the firm would have had difficulty repaying
its loans. As aptly noted by a New York City official, the high returns in
monopoly exchanges ‘‘seem{ed] to invite competition.’’%® In 1905 the
Independents were busily trying to enter the large cities in which AT&T
still held monopolies. Entry conditions were ripe. There was strong
public interest in the establishment of Independent exchanges, and
because AT&T’s resources were strained, the firm would have found it
difficult to respond aggressively toward new rivals.®® In some cities
franchise procurement was dependent on the outcome of a public
referendum. In 1906 and 1907 referendums were held in Denver,
Omaha, Portland (Oregon), and San Francisco, and an overwhelming
majority of people voted to grant the Independents franchises. In New
York City, there was widespread dissatisfaction w! 1 Bell’s prices and
rate structure. Chicago residents also expressed keen support for the
Independents because of the toll connections that would become
available to those markets the Independents controlled.”

Entry into AT&T’s monopoly markets was, however, impeded by
state and local regulations. unicipal officials were aware of Bell’s 1. e
earnings during the patent period. This, along with the heated bidding
between promoters, made it clear that a telephone franchise was a
highly valued, intangible property. City officials in the early twentieth
century, unlike those in the 1870s, were not going to __ve this right away
without imposing conditions. When franchises were is: ed to e
Independents, therefore, they typically included stipulations that set
maximum rates, required free telephone service to the city government,
free use of the telephone poles and underground conduits for fire and

% WSHS, **To the Citizens of Madison: Statement Issued by Dane County Telephone,’ 1906;
and Whitney, ‘'Report,” p. 32.

§7 AT&TCA, Fish/Pickernell, Aug. 3, 1906, PPLB, vol. 5 (quote); and Garnet, Telephone
Enterprise, p. 192, fn.11.

68 Nichols, “‘Report,” p. 22 (quote).

¢ Garnet, Telephone Enterprise . 127.

7 Western Electrician, July 1, 1»u3, p. 11, and Mar. 3, 1906, p. 184; AT&TCA, Fish/Burt, July
29, 1905, PLB, vol. 40; Telephony, Dec. 1906, p. 358; Weik, “‘Telephone Movement,”” pp. 267-68;
City Record, June 25, 1907, p. 1; Daily Telephone News (1905 issues); and Richardson/Fish, Oct.

,, 1901, re  duced in Atwater, “H ory,” p. 76.
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TABLE 4
TELEPHONES PER 1,000 POPULATION: RATES OF GROWTH, 1885-1929
Years Percent Growth
1885-1893 4.6
1894-1907 20.6
1908-1912 5.5
1913-1917 39
1918-1929 31

Source: U.S. Department of Commerce, Historical Statistics, vol. 2, p. 783.

customers. The slow rate of development during the post-competition
years occurred despite a low level of telephone penetration—in 1920
only 35 percent of the households in the United States had t¢ :phones.

During the competitive era, AT&T for the first time took a keen
interest in developing the rural market. The incumbent realized that the
areas outside the cities had to be secured, otherwise the Independents
would use their stronghold to gain entry into AT&T’s profitable urban
markets. But the passing of competition reduced Bell’s incentive to
develop the rural market. Consequently, the proportion as well as the
number of farms with telephones declined in the 1920s and 1930s.%?

Finally, as result of the lack of competition and effective regulation,
AT&T’s long-distance operations earned an average annual rate of
return of 10.9 percent between 1913 and 1935. The firm’s cost of money
during these years was approximately 5 to 6 percent.®”> The sizeable
difference between the cost of money, and AT&T’s earnings on toll calls
suggests that there was a significant, persistent welfare loss to society
due to the elimination of competition.

CONCLUSION

Recent research in business history has emphasized that AT&T
emerged as the industry leader because of the firm’s strategy and
structure. Researchers have concluded that AT&T’s decision to build
and control centrally a higher-quality network than its rivals was the
primary factor that determined the incumbent’s success. The evidence
presented in this article suggests that for the first decade of competition
in the Midwest, AT&T marketed an inferior local service, had a smaller
toll network for the area in which most toll calls were placed, and
m: itained its (. ‘rations pe~rly. Furthermore, AT&T’s operations
were unprofitable. D==~i*e these liat ities, by 1910 the firm emerged in
control of the region. __e vanquishing of the Independents’ challenge

52 Fischer argues that falling farm prices only partly account for the decline. The decrease in
telephone subscripti incided with an increase in the percentage of farms with automobiles,
indoor water and electricity, and radios. Fischer, *‘Technology's Retreat,” pp. 295-97, 315.

9 Federal Communica 1s Commission, Long Lines, p. 15, and Investigation, p. 435.
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Current repairs on new plant, even of the old time
temporary character, were small; no surplus or re-
serve was provided; profits were apparently large, as
were dividends. '

A false atmosphere of prosperity surrounded the
business which was not dispelled until replacementy
of plant through decay or obsolescence became im-
perative; until the overhead gave way to the under-
ground, until the individual board gave way to the
multiple central office system, until central office en-
ergy supplanted the magneto system, until exacting
construction requirements of Jong-distance speaking
began, until expansion of business and extension into
new fields, some unremunerative, were obligatory; un-
til a condition existed where, to co. ‘ct mistakes of the
past, capital had to. be expended without producing
any corresponding increase in the revenue.

The inevitable was in some cases postponed by ex-
cessive charges to construction account, but came in
time, as it is bound to come under such conditions. The
apparent profits and _.vidends had been at the cost of
the capital and, at the time of the greatest necessity,
resources were at the lowest. ebb.

Ignorantly or wilfully, every cause but the right.
cause was blamed, and although the management had
been in the hands of the outside interests, the Bell
parent company was given the respons ility, had to
- carry the burden, and assume the work of reconstruc-
tion and rebabilitation.

An illustration may make the necessity of deprecia-
tion reserve even clearer. If a carter or loo  express-
man or hackman owning his own cal.__1ges, horses or
motor cars, should consider as profit all revenue over
and above his current expenses and costs of current
repairs, and should gpend it, saving nothing with
which to replace his plant when worn out or damaged
bheyond repair, he would be called thriftless and im-
provident. He had enjoyed his capital, and had noth-
ing upo which to raise more.
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Not only must this increase be met, but to be met
cconomically or efficiently, it must be anticipated; sub-
ways cannot be built conduit by conduit, or filled wire
by wire—cost would be prohibitive and service impos-
sible. Central office buildings must be located and
erected and connected by subway with the general sys-
tem before switchboards or wires or equipment can
be introduced. When built they must be built for the
future. To build for pres=mt requirements only, and
enlarge as demand comes, is impossible in much of
this work; and, where possible, impracticable from
gervice standpoint, or prohibitive from that of cost.
Advance construction of this Xind of the Bell Tele-
phone System, including construction’ in process, De-
cember 31, 1910, was estimated at $180,000,000. Had
no plant been built in advance of needs except that
which was unavoidable the expenditure would have
been reduced by $112,000,000, but the cost of the plant
not built at first, if provided later and only as re-
quired, would have been $250,000,000 instead of $112,-
000,000. In other words, not to provide for advance
construction doubles the cost of the plant.

Lue capital for this advance construction must be
provided _, and at the cost of the present, as was the
advance construction of the past provided by and at
the cost of the past.. To the extent that advance con-
struction reduces the cost of necessary plant and an-
ticipates reconstruction and replacement, to that extent
the capital charge to be borne by present and | ure is
~ reduced and to that extent it immediatel outs the de-
preciation reserve to its intended use. .ae criticism
{ at any excess of reserve is at the cost of the present
for the benefit of the future is true, but only to the
extent that it may be found eventually to be in ex-
cess of actual requirements. In any case it . uld be
no more than might rightly be considered an insurance
against obsolescence which cannot > foreseen.
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charges for apparatus and supplies. While all such
investigations have, 80 far, ended satisfactorily, they
bring into the discussion the profits of the corapany, its
relations to public utilities, its profits, and the propor-
tion of these profits which should be divided among
the shareholders.

Everything indicates that the company can make
satisfactory prices to the telephone companies fo1
its products and maintain a 10 per cent. dividend. This
rate has been started and it is not believed that exist-
ing conditions or & conservative policy would justify
more, ‘
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ISSUES OF CAPITAL STOCK AND BONDS.

There has been no issue of share capital during th
year except in exchange for convertible bonds. Tho
amount of these bonds still outstanding at the time
of this report is about $30,000,000.

Some of the Collateral 4s have been issued in the
course of the year in connection with the program for
roarranging the territory, referred to last year, and
other similar purposes.

It will be necessary, towards the close of the year,
to do some financing, and should conditions remain
much as they now are this will probably be done by
an issue of share capital to the stockholders. The time
and amount of the issue will be determined later in
order that any change in conditions may be taken
advantage of.

Taast year we stated that the premiums recéived over
the par value of capital issues were OVel $14,000,000.
The conversion of bonds into stock during the year
has increased this premium account to mearly
$17,000,000.

- GENEBAL.

The business of the American Telephone and Tele-
graph Company is largely, but by no means entirely
~{hat of a holding company. It is an operat! § com-
pany in that it exercises centralized  lministre ve
functions over the agsociated companies and oWDS and
directly operates the long-distance lines, bindi - this
company into one gystem. :

It is a developing and manufacturing company by
renson of its control over the manufacturing of the
Western Electric Company through the Experimental
and Engineering Departments and its contract rela-
tions _ith a1  stock ownership in that company.













PUBLIC RELATIONS.

In all times, in all lands, public opinion has had
control at the last word—put ¢ opinion is but the
copcert of individual opinion, and is as much subject
to change or to education.

It is based on information and belief. If it is wrong
it is wrong because of wrong ‘information, and con-
sequent erroneous belief.

It is not only the right but the « ligation of all
individuals, or aggregations of individuals, who come
before the public, to see that the public have full and
correct information. -

The Bell System gained 740,027 subscribers last year.
Of the total nomber of subscribers over 1,000,000
were new during the year. -_

The American Telephone and Telegraph Company
gained 4,558 shareholders last year. Of the total
number of shareholders many more were new last
year. .

The excuse for setting forth at great length the
pol 7, facts, beliefs and desires of the Bell System
and those administering it, even to the extent of re-
peating much that has already been said and explain-
ing some things f__ iliar to maL_, is to infc__1 the new
publie, the new subseribers, and the new shareholders.

—ery fact that is stated is correct.

Every argument or reason is believed to be well
founded and based on facts and is intended to be
impartial. -

The position of the Bell System is . own.

Tt is believed that the telephone _, em ghould be
aniversal, interdependent and intercommunicating,
affording opportunity for any gubscriber of ar_ ex-





































